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LETTER FROM THE EDITOR

Dear iCAB 2019 Delegate,
Greeting from South Africa’s largest city, Johannesburg. As the editor and on behalf of the
University of Johannesburg, College of Business and Economics, School of Accounting,
Auckland Park, it is my deepest gratitude to present to you, the conference delegates, the
inaugural 2019 International Conference of Accounting and Business conference proceedings
(1st ICAB Conference Proceedings).
Papers that are presented in these proceedings have passed through a stringent peer review
process and I am confident that it is only quality papers that are included in this proceedings.
Our review policy is a double blind review process and this was stringently applied. Oversight
to the review process was provided by the Technical Review Committee Chairs. In cases where
authors were also editors, the conflict of interest was managed through the role of an
independent associate editor
A total of 21 papers finally made it into these first ICAB proceedings for publication.
Congratulations to all the authors whose manuscripts appears in this volume. The contributions
of each university in the proceedings are as follows: National University of Science and
Technology (2.5%), North West University (2.5%), Obafemi Owolowo University (20%),
University of South Africa (16.7%), University of Benin (4.8%), University of Johannesburg
(31%), Bindura University (4.76%), Polytechnic Ibadan (2.4%), Elizade University (1.6%),
University of Witwatersrand (9.5%), and Stellenbosch University (4.76%)
We are looking forward to have you and your colleague in the 2020 conference which will be
held in Johannesburg.
Best wishes,
Prof Tankiso Moloi
Smoloi@uj.ac.za
011 559 4315
AucklandPark
Johannesburg

28/10/2019
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DRIVERS OF INFORMALITY AND TAXATION: A THEORETICAL
EVALUATIVE REVIEW OF THE EMERGENCE AND GROWTH OF THE
INFORMAL SECTOR IN DEVELOPING COUNTRIES
SEBELE-MPOFU, F & COETZEE, K
National University of Science and Technology, Zimbabwe & North West University, South
Africa
Abstract
There has been wide spread acknowledgement that the informal sector is a substantial and
heightening attribute in the world wide economy. This paper explores and reviews existing
theories on the emergence and swelling of the informal sector as well as to elucidate on, and
theorise, the drivers of informality. The paper presents an evaluative review of contemporary
debates on the value of theory in explaining informality, and critically reviews key theoretical
perspectives in informal sector development and expansion. The various arguments and views
that have been proffered by different scholars in explaining what the informal sector (hereafter
IS) is, and its genesis, are highlighted. Being a well -studied subject, several alternative theories
or discourses are potentially available from disciplines such as finance, criminology, law and
taxation as well as economics. Despite the fact that various competing perspectives have been
propagated, until now, however, a few have sought to document these, and even fewer to
evaluate critically the validity of these theorisations. Establishing the link between the factors
accounting for the continued growth of the IS and those explaining the continuous lamentations
of the sector’s insignificant contribution to the fiscus will also help address the theoretical and
policy gaps. The study is based on a review of literature on the theories on informal sector
origins and enlargement. Findings from the reviewed literature can be viewed in the context of
five schools of thought ranging from the simplistic to more philosophically, opaque
explanations such as the dualist, structuralist, legalist, illegalist and the continuum. From the
five schools of thought, it can be evident that the drivers of informality vary across continents
and across nations, though with areas of convergence. These range from unemployment,
regulations, tax burdens, co-existence motive, costs of formalising, survival motives and
preference motives. The study recommends the validation of these theorisations by affected
countries to enable adequate policy prescriptions and improvements. It is imperative to
diagnose (drivers) appropriately before prescribing medicine (policy responses and design).

Key words: Informality, informal sector, theoretical framework, drivers
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Introduction
There has been widespread acknowledgement that the informal sector is a substantial and
heightening characteristic in the world wide economy. Various arguments and views have
been proffered by different scholars in explaining what the informal sector (hereafter IS) is, as
well as its genesis. La Porta (2014) asserts that the conceptual terrain of the informal sector
includes several academic frontiers and constructs that span diverse levels of analysis, from the
micro level to the macro level, from the institutional setting to the meta- level national and
international issues of taxation and legal policy. Despite various competing theories having
been promulgated, there is still paucity of research that critically appraises the logic or cogency
of these theorisations. There is also a dearth of literature that explores the intricate
interdependence between these dimensions, explaining the genesis, continued ballooning of
the IS and impact of the sector on the economy as well its minimal contribution to national tax
revenues. The focus of this paper is, therefore, to fill this gap by reviewing the competing
theorisations and evaluating critically their plausibility to developing countries, especially subSaharan African countries and Zimbabwe in particular. The aim is to identify theories that
could broadly be used to explain the informal sector growth as well as adequately inform policy
that addresses this sector in developing countries. For example, it will be insufficient to argue
in favour or against taxation of the informal sector without comprehending the drivers of
informality. Tax policy draft, administration and tax rates must take note of these. Research
points out the need to theorise the drivers of informality, as the foundation for effective design
of taxation frameworks and policies in the taxing the sector. According to Wedderburn, Chiang
and Rhodd (n.d), “it is essential to first understand the size of the informal economy and the
sources of its growth to develop a rational, enforceable tax system”. Establishing the analogy
between the underlying drivers of informality and the factors explaining the continuous
lamentations of the sector’s insignificant contribution to the fiscus is undoubtedly fundamental
in addressing the theoretical and policy gaps.
Therefore, the need to inform adequate tax policy prescriptions prompted the need to research
on the drivers and contextualise the existing IS theories to developing country conditions. This
paper is presented in four sections as outlined below. The following section pinpoints and
comprehensively reviews key theories adopted for explaining informality drivers in subsection
2.3. Deriving from this review, the third section explores drivers of informality. The last section
draws the conclusion and proffers suggestions for further research.
Literature Review on informal sector theoretical framework
There has been global recognition that the IS constitutes a large share of the Gross Domestic
Product (GDP), especially in transition and developing economies (Joshi et al., 2014).
Researchers have often raised questions as to whether the emergence and growth of the
informal sector is a problem, a solution or both. Such questions signal the need to investigate
the drivers of informality and taxation, as the outcry in most cases lingers on the minimal
contribution made by the sector to the national tax baskets. Literature can be viewed in the
context of five schools of thought, ranging from the simplistic to more esoterically, multiplex
explanations such as the dualist, structuralist, legalist, illegalist and the continuum (Becker,
2004; Matsongoni & Mutambara, 2018). These perspectives are explored, and their
reasonableness to developing country contexts critiqued in detail in subsection 2.3.
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Importance of a theoretical framework in informal sector research
The desire for a theoretical and conceptual framework that guides the research is indispensable
as it heightens the quality of research, explains the path of research and firmly grounds it in
theoretical constructs. This makes research findings more meaningful, acceptable to the
theoretical constructs in the research area and ensures generalisability (Imenda, 2014; Grant &
Osanloo, 2014; Akintoye, 2015). Theoretical frameworks stimulate research by providing
direction and impetus to the research enquiry. Adom, Hussein and Agyem (2018) contend that
the absence of a clear theoretical framework guiding a study blurs readers’ appreciation of the
purpose of the study, contribution of the study and the scholars that the researcher is in dialogue
with (areas of convergence and divergence).
De Paula and Scheinkman (2011) lament the paucity of literature that provides a clear guide of
informal sector taxation because this is, presumably, due to the fact that the sector is
heterogeneous. Therefore, the practical way to explore the phenomena is to look at the drivers
of informality. The intellectual puzzle is to explore the theoretical framework that explicates
the growth of this sector in its heterogeneity. The present inquisitiveness is in theory,
specifically how the emergence and the alarming growth of the informal sector in developing
country contexts may be appropriately conceptualised. Theory is, of course, the basis upon
which knowledge of a universal character may be advanced (Saunders et al., 2009; Grant &
Onsaloo, 2014).
Informal sector
Despite its overwhelming presence in developing countries, and its emergence in transition
economies as well as developed countries, controversy and debates still persist as to the precise
definition of the term “informal” sector, and the contribution of the sector in terms of
development and revenue generation (Amin & Islam, 2015; Benjamin, Mbaye, & Diop, 2012;
Nakamba-Kabaso & Phiri, 2012). The informal sector is a prominent feature of most
developing countries. According to La Porta (2014) and Schneider & Torgler (2007), in Brazil
nearly two thirds of businesses, 40% of GDP and 35% of the labour force are informal. This is
possibly because Brazil, being an emerging economy, has similar economic growth challenges
as those of other developing nations. Analogously, the informal sector accounts for around
50% of the labour and 41, 9% of GDP in Columbia. The figures are much higher for African
economies, especially Sub Saharan countries. As a percentage of gross national income, the
figures range from around 30% for South Africa, the continent’s largest economy, to almost
70% in Tanzania and Zimbabwe. The average in Sub Saharan Africa is 42, 3% (Schneider &
Torgler, 2007). For Ghana, the informal sector is argued to constitute up to 80% of the
country’s economy (Perry et al., 2007).
Irrespective of its magnitude, the IS proves difficult to define, and measuring its scope as well
as its impact is equally problrmatic. Bruhn and McKenzie (2014) point out that there is no
precise and veritable terminology to use to define this sector as there is neither a unique
definition nor a unique measure for this sector. The definition of sector has been debated and
has various definitions, as noted by Ahwireng-Obeng (1996) who finds more than 50
definitions in over 75 different studies. Schneider et al. (2010) provide a working definition for
this study when they state that; “the shadow economy includes all market based legal
production of goods and services that are deliberately concealed (unreported and unrecorded)
from public authorities to avoid payment of income, value added or other taxes, to avoid
payment of social security contributions; having to meet certain labour market standards”.
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Selmrod and Weber (2012) find an overlap between informality and tax evasion as the
motivation for both is to reduce the burden of some aspect of government regulation.
The origins of the informal sector notion
Hart (1973), a social anthropologist, propounded the concept of informal sector and brought it
into academic literature. He introduced the concept to refer to a part of the urban labour force
that works outside the formal labour market. The idea was to differentiate businesses on their
“degree of rationalisation or embodiment of impersonal principles of social organisation”
(Hart, 2005). He considered the informal sector as almost synonymous with self-employment.
Even though his concept was limited to self-employment, the concept made it possible to
include activities that were previously ignored in theoretical models and national economic
accounts (Gerxhani, 2004).
In spite of the early work by Hart, the origins of the term are traced to the International Labour
Office (ILO) in Kenya (Sabot, 1973), as the pioneering research. The ILO (1972) takes a more
enterprise based approach, describing the IS on the basis that it is easy to enter and exit from,
relying on indigenous resources owned by family and small scale in operation. It further alludes
to the fact that the sector was labour intensive, using low technology and operating in
unregulated and competitive markets. Though emphasis is on improving the contribution of the
sector to economic growth, including decent jobs, Kanbur and Keen’s (2014) emphasis is
placed on mobilising revenue from the sector. Informality in the ILO (1972) report is mainly
characterised by the avoidance of regulation and taxes, hence the arguments for taxing this
sector as a means of broadening the tax base (Chen, 2012). Initiated by De Soto (1989), the
conceptualization of the sector brought yet another meaning by focusing on regulatory
framework. He identified the informal sector as a source of dynamism and growth, held back
only by inappropriate government regulation (Joshi et al., 2013; 2014). Gerxhani (2004)
suggests that firms in the informal sector are in that sector on the basis that they contravene
some of a variety of rules and regulations, including labour laws, environmental laws,
registration and taxation. The genesis of the informal sector literature highlights several issues
that are pertinent to our concern with taxation; for example, individual decisions about tax
compliance affect the performance of the whole economy. The influence of taxation on
informality in the form of tax burden and tax mix has been cited in many empirical studies
(Schneider & Enste, 2013; Schneider & Torgler, 2007; Schneider & Enste, 2000; Torgler &
Schneider, 2009)
Perspectives on informal sector development and taxation theoretical framework
Literature on informal sector development and driving forces underlying the size of the
informal sector has platitudinously anchored on the outcomes of government actions, notably
taxation and regulation as the key drivers of informality. The World Bank (2007) groups these
drivers into monetary (avoiding payment of taxes and social contributions), regulatory
(avoidance of government bureaucracy and regulatory burden in terms of high licences), fees
and institutional reasons (corruption, low and weak legal and regulatory frameworks). A review
of literature in developed and developing countries has actually pointed to areas of divergence
and convergence amongst the various scholars in their quest to unpack the IS concept and its
drivers.
In developing countries, IS activities are adjudged as purely survivalist (dualist) operations, the
core object being employment creation and sustenance earnings for those involved (ICLS,
1993). The costs of operating formally are argued to be another weighty push factor driving
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small firms into informality, yet for high income countries the “Ease of Starting Business
Index” suggested by Djankov et al. (2002) does not seem to rationalise the emergence and
continued existence of the sector. The impact of tax rates appears to render a more compelling
elucidation (Kuehn, 2007). Gerxhami (2004) has noted that studies converge on the
characteristic of the sector: tax evasion, operating outside regulation, illegal and criminal nature
of activities, yet they diverge on the drivers of informality. The researcher argues that
developing countries often put the survivalist/ lack of choice arguments on the forefront,
legitimising the sector’s avoidance of regulations and tax payment whereas developed
countries show that the IS offers possibility for growth and, as such, efforts should be made to
tax it.
Over the years, the continuous debate on the large and ever growing heterogeneous sector has
crystallised into rival theories regarding its nature and composition, and arguments in favour
or against its taxation such as the dualist, structuralist, legalist, illegalist and continuum have
been forwarded (Becker, 2004). According to Chen (2012), given the heterogeneity of the IS,
there is merit to each perspective as each school of thought reflects one or another slice of the
IS pie. Chen (2012) further opines that the IS is more heterogenous and complex than the sum
of these perspectives would suggest, and, therefore, what is of great importance is for any
researcher studying the subject to contextualise the chosen perspective appropriately to their
operating enivronment. Country politics, regulations and tax policy vary from country to
counrtry. According to Adom and Williams (2014), the IS can be theorised either as a residual
activity embarked upon due to shortage of formal work and social marginality
(dualist/survivalist), incidental product of contemporary capitalism carried out due to economic
necessity (structuralism), or substitute to formal work opted for due to over burdensome
regulations (neo- liberalism/ the legalist view/institutional) (Saint-Supéry Ceano-Vivas et al.,
2014)
The Dualist school
This school was popularised by the ILO in Kenya in the 1970s. It champions the notion that
the informal economy or sector is marginal and subsistence oriented, providing a safety net for
the poor, and is not directly linked to the formal economy (Sethuruma, 1976; Tokman, 1976).
Informality arises out of poverty. Informal firms have low productivity and provide low quality
products, and, consequently, are not a danger to the formal firms (La Porta & Shliefer, 2014).
The school holds the argument that the informal sector exists as an avenue for the lower class
and the poor to be able to eke out a living, and also acts as a buffer for those workers laid off
in times of economic recession. Harris and Todaro (1970) explain the informal sector growth
and development from the rural-urban migration point of view. The informal sector comprises
arrivals from the rural areas that failed to secure wage employment and resorted to either
creating their own employment or working for small scale enterprises (Todaro & Smith, 2009).
The school lobbies for an empowerment approach, arguing that the subsistence businesses are
forced into informality due to need and lack of capacity or access to services, so why tax the
already vulnerable (ILO, 2007).
According to this school, “the persistence of the informal sector activities is largely due to the
fact that not enough modern job opportunities have been created to absorb surplus labour, due
to slow rate of economic growth and/or faster rate of population growth” (Meagher, 2013).
The informal sector is, thus, viewed as a residue of the formal sector, and disappearing.
According to Packard (2007), the presence of the informal sector is a sign of
“underdevelopment” and “backwardness” while the growing formal sector signals “progress”,
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“development” and “advancement”. Therefore, there is no need for tax authorities to pay
particular attention to this disappearing temporary phenomenon (Bromley, 2007). Viewing the
informal sector from Lewis’s lenses as a pre-modern traditional endeavour that persists at the
peripheral of the modern economies implies there is only one trajectory of economic
development, one in which there is an inevitable, linear development path towards
formalisation. Kingdon and Knight (2007) posit that the informal sector is a liability to the
economy as it is characterised by underdevelopment, failure to generate capital accumulation
or economic growth and contributes little to GDP. This view is shared by Millin and Coetzee
(2007). The researchers give evidence of the dualist view in explaining the growth of the
informal sector in South Africa.
Dual economy scholars have rightly categorised the informal sector as small scale and
undercapitalised even though not all firms in this sector are small, yet they have failed to offer
a viable justification for the persistence of the sector except as a distortion caused by
inefficiencies in the institutional structure of the country. Joshi et al. (2014) have brought in
another dimension in offering a viable explanation for the continued growth of this sector and
its tax noncompliance. They cite “political reasons”, contrary to vulnerability arguments. State
officials and politicians turn a blind eye to the activities of the IS in order to weaken
enforcement by tax authorities and other regulators because players in this sector form the
largest bloc of voters (Joshi & Ayee, 2009).
In recent decades, however, numerous studies have revealed that the informal sector is
ubiquitous, extensive and even growing relative to the formal economy in some countries (De
La Roca, Hernandez, Robles, Torero, & Webber, 2006; De Mel et al., 2013; Perry et al., 2007;
Schneider, 2002; Schneider & Bajada, 2005; Williams & Lansky, 2013). Indeed, it has been
observed that 60% of the global workforce is informally employed, and 50 to 75% of the
workforce in developing countries, especially sub-Saharan African countries, is employed
informally or self-employed (Fox & Pimhidzai, 2011; Pimhidzai & Fox, 2011). Other
researchers have argued that the informal sector behaves as an unregulated entrepreneurial
sector rather than a disadvantaged sector. These studies have refuted the reasonableness of
depicting the IS as a residue, and that it is likely to disappear. This led to the advent of new
explanations regarding its role in the economy, together with reinvigorated suggestions to
widen the tax base by bringing the informal sector into the tax basket.
Maloney (2004) has advocated for taxation of this sector on the basis of the size of the sector
in developing countries, and also noting that there are some upper income skilled labour force
participants who engage in lucrative self-employment activities by choice, and these include
professionals and skilled workers who seek the independence and flexibility that comes with
self-employment. The author acknowledges that the important point to note here is that in as
much as there are vulnerable players in the sector, there are also those who are there because
of capabilities and preferences, hence the need to tax.
A new view postulates a long term trend in which large enterprises, confronted with heightened
global competition increasingly sub contract informally to reduce costs and gain flexibility.
The two views are not entirely inconsistent. It is possible that there is one segment of the
informal sector which avoids a relationship with the state in order to escape taxation (Maloney,
2004). The enterprises would be larger and making profits that warrant taxation and as such
the state would like to bring them into the tax net. In the same economy there could be a vast
number of smaller, self-employment and unincorporated household enterprise firms which fit
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the description by the ILO (1972). This suggests a coexistence, signalling that informality is
not a question of formal or informal but a continuum across multiple dimensions, hence other
schools of thought are available to theorise and rationalise the informal sector expansion
puzzle.
Structuralist theory
Awakening to the reality of a persistent and expanding IS, the structuralist school has theorised
such an endeavour to be the direct by-product of the advent of a deregulated open world
economy (Amin & Islam, 2015; Castels & Portes, 1989; Godfrey, 2011). The perspective is
described as “structuralist” because its concern is with the structure of the formal-informal
relationships as part of a unified economic system. In this model, in marked contrast to the
dualist, different modes and forms of production are seen not only to coexist but also to be
inextricably connected and interdependent. The structuralist holds that the informal sector
should be seen as subordinated economic units (micro-firms) and workers that serve to reduce
input and labour costs, thereby increasing competitiveness of large capitalist firms. The views
subscribe to the thought that the nature of capitalist development, rather than lack of growth,
accounts for the persistence and growth of informal relationships (Caroline Moser, 1978;
Portes, 1989). The Informal Sector is far from the residue described by the dual approach, but
is a result of the increasing functional integration of a single global economy that has resulted
in subcontracting and outsourcing becoming primary means of integrating informal firms into
contemporary capitalism (Tokman, 2000). Akin to dualistic theory, the same prescriptively
pecking order reading is retained, depicting the IS as regressive and formal as progressive. The
approach advocates for the protection and incorporation of workers and economic units in the
informal economy into the mainstream economy. The policy solution is to formalise and tax.
Gerxhami (2004), on a similar vein, argues that developing country governments have to accept
that the IS will always exist and maybe formalising to tax will not be the best strategy. This
suggests that maybe governments should find ways of regulating and collecting revenue form
this sector without formalising.
The legalist school (Neo-liberal perspective)
Rather than portray informal sector as precarious dependent or false self-employment and a
last resort conducted out of economic necessity by marginalised populations, neo liberalists
argue that the growth of the informal sector displays how large numbers are deciding to
voluntarily exit the formal economy (De Soto, 1989). The cost and benefit approach is
underpinned by the legalist view, which sees informality as a choice. It argues that the informal
sector is comprised of plucky micro entrepreneurs who choose to operate informally to avoid
costs, taxation, time and effort associated with formal businesses (De Soto, 1989). This view
is often referred to as the neo-liberal perspective, with others referring to it as the alternative
approach or the alternate conceptions.
The theory sees a lack of protection as one dimension of an unregulated yet dynamic sector of
small scale entrepreneurs who enter the sector voluntarily and are able to remain largely outside
the formal regulatory structure. This school has gained much support from scholars in both
developing and developed country contexts (Adom & Williams, 2014; Hobson, 2011;
Maloney, 2004; Perry et al., 2007; Petersen, 2011). The perspective portrays informality as a
rejoinder to high taxes, corrupt state systems and too much interference in the free market,
resulting in firms and individuals voluntarily exiting and throwing off the shackles of over
burdensome regulation. This is often referred to as the regulation or exit view (Arvin-Rad, Basu
& Williamsen, 2010). Informality is a choice and a rational economic strategy fuelled by over
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regulation, high costs associated with being formal as well as being catalysed by an inefficient
and corrupt system of enforcing taxes (Becker, 2004; Ebeke & Ehrhart, 2012; Fjeldstad,
Kolstad, & Nygaard, 2006; Maloney, 2004). As Nwabuzor (2005) asserts, “informality is a
response to burdensome controls and an attempt to circumvent them” or as described by Becker
(2004), “informal arrangements are a rational response to over regulation by government
bureaucracies”. This line of thought advocates for a laissez-faire approach towards the informal
sector. Is this the right approach? Viewing the same factors, Palil (2010) submits that this is an
institutional approach to tax compliance. He argues that for tax authorities to foster compliance
they must attend to these factors. Quality of tax authority and tax service, poor governance,
stringent regulations, tax unfairness and level of tax rates are noted as some of the burdensome
shackles that drive players into the IS and also explain why the sector evades tax (Palil,2010;
Mutsapha et al., 2015).
Maloney (2004) provides evidence in Mexico to support that informality is a choice by
showing, in one of his research outputs, that 68% of those in the informal sector, the selfemployed, left their jobs voluntarily, and in Argentina 80% of those self-employed had no
desire to change jobs (Fajnzylber, Maloney & Montes-Rojas, 2009). In Latin America all
evidence seems to dispute the idea of the IS as a temporary phenomenon and indicates that the
sector is dynamic and entry requires a high degree of expertise. This concurs with Perry et al.
(2007), who observes that there are some upper income, skilled workers who are in the informal
sector because of the flexibility and independence as well as large incomes that come with selfemployment. The policy choice is to tax these. Researchers have advocated for tapping the
developmental potential of the sector and reducing the costs of formalising and taxing
(Williams, 2007; Williams, Nadin, & Rodgers, 2012), whereas others have advocated for
policy innovations and incentives to encourage informal sectors to register and licence their
activities (McKenzie & Sakho, 2010). This is consistent with the attestation by Di John (2008)
that for tax policy to bring any meaningful responses and contributions to sustainable growth,
it should focus on revenue generation and its relationship with the construction of productive
capacities, which in turn translates to expanded tax base of the eventually formalised firms.
This opinion, albeit, does not conjecture that formalisation will automatically lead to a widened
tax base. Efforts have to be made into nurturing tax compliance.
The Illegalist School
The illegalist view is proselytized by neo classical and neo liberal economists, and the school
of thought subscribes to the view that informal entrepreneurs choose to operate illegally or
even criminally in order to avoid regulation, taxation, electricity and rental fees and other costs
of operating formally. Pimhidzai and Fox (2011) point out that the dominant view of
informality in the economic literature is based on the notion that people choose to operate
informally to avoid taxes. La Porta (2014) explores informality entirely on the relationship with
tax authorities, stating that informal firms may be registered but they are “hidden from
taxation”. This view of escaping the state was promoted to define informality as those that
circumvent, escape or are excluded from institutional rules, rights and regulations (Feige &
Urban, 2008). The school of thought holds the notion that informality is tax evasion. The key
point in literature is that firms avoid a relationship with the state either because they cannot
manage or attain one legally or because costs are too high, implying a purely negative view of
the state and its institutions. This is contrary to the ILO (1972) view, which defines the informal
sector on the basis that it is “not recognised, regulated or protected by existing legal or
regulatory frameworks”. Centeno (2009) proposes an inclusive definition of informality as
“transactions where the state neither provides protection nor gets ‘cut’”, thus recognising that
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in the ideal world, enterprises need services from the state and should pay taxes to support the
state to provide services. The argument here implies the need for government to change its
behaviour to enable firms to change theirs and formalise for the purposes of taxation. Another
argument could be that companies need to pay their taxes in order to enable governments to
provide them with the “cuts”. This point underpins the argument that government needs to
collect revenue first in order to finance public expenditure and the provision of “cuts”. As
alluded to by Maloney (2004), the state needs to provide benefits to the firm in the form of less
bureaucracy and more transparency, then tax collection will be easier. The balance will depend
on the country context.
Gerxhani (2004) observes that not all informal sector operators are unwilling to pay taxes
especially when these are in exchange for some legitimacy, stability and protection for arbitrary
harassment from state agents as per social contract. The tax burden is said to be not as onerous
as it is purported to be as some operators are already paying through the bribes or foregone
production going through the bureaucracy. So, why not do business legitimately and pay taxes
instead of bribes (Joshi et al., 2014). Margareta et al. (2012) allude to the fact that taxpayer
perceptions and lack of fulfilment of the “social contract” between the state and the taxpayers
might help explain the expansion of the informal sector and its failure to pay taxes.
Others argue that informality is not necessarily tax evasion. They look at failure to pay taxes
or comply with regulations as unintentional but rather out of ignorance. Paying taxes is a
citizen’s obligation in exchange for efficient public services (Bird & Wallace, 2003; EverestPhillips, 2008). Compliance is perception based, linked to the expectations and attitudes
ordered differently by taxpayers depending on how they judge fairness, trust in political
situations, governance and institutional quality and delivery of public services; together these
influence tax morale. These arguments concur with the fact that the exit view and the illegalist
view might as well explain the growth and expansion of the informal sector in developing
countries. Legalists differ from dualists in that dualists see informality in the deep structure of
economic roots while legalists posit informality as arising primarily from institutional
preferences and arrangements. Legalists differ from structuralists, as the latter sees informality
as an imposed constraint, while the former model participation in the informal economy as a
choice (Verick, 2006).
The Continuum
Given the mixed evidence and arguments explaining the various theories, it seems plausible
that the informal sector in Africa, sub Saharan Africa, and Zimbabwe in particular, may contain
a heterogeneous mix of dynamic and subsistence subsectors suggesting a continuum. Portes
and Schauffler (1993) recognise that the informal sector is heterogeneous, and two distinct
class positions should be made; informal firms with access to some capital and resources, and
unprotected small undercapitalised firms and individuals who involuntarily eke out a living.
According to Pimhidzai and Fox (2011), the different theorisations explaining the growth and
expansion of the informal sector are not inconsistent. They argue that it is possible that there is
one segment of firms that avoid a relationship with the state in order to escape taxation and
regulation. These firms would be bigger and profitable enough to be taxed, and, as such, these
the state would seek to find and tax. At the same time, within that same economy, there could
also be numerous smaller, unincorporated and self-employment household firms as explained
by the dualist view. This co-existence points to informality being a continuum across multiple
dimensions. Several studies have documented this coexistence (Benjamin & Mbaye, 2014;
Gajigo & Hallward-Driemeier, 2012; Perry et al., 2007).
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For Latin America, Perry et al. (2007) provide extensive evidence on the continuum
perspective. They explain that noncompliance in relation to tax is attributed to “a lack of trust
in the effectiveness of the state and equity of its actions”, which has led to enterprises avoiding
reporting profits, under reporting profits and also avoidance of regulations designed to protect
public welfare. The researchers also argue that present in the same economy are small
enterprises, some of them with little or no potential to grow, little profits to tax and no
relationship with large firms. In West Africa, Benjamin and Mbaye (2014) document the
presence of large firms that appear “formal” in all dimensions ranging from registration to bank
loans yet they pay little or no taxes. Some of these firms belong to high level officials and they
are structured more like small informal firms in order to evade tax. It is further argued that
some are branches of more formal, tax compliant large firms, which is consistent with the
structuralist view. In the same urban areas, DIAL (2012) has pointed to the existence and
growth of small, unincorporated, self-employed enterprises that fit the second type of
informality (dualist view). Fox and Pimhidzai (2011) have shown this type of economic activity
as accounting for a large portion of employment and income in sub Saharan Africa. Maloney
(2004) assumes that even those small businesses also evade tax. This idea of tax evasion is
gaining reasonable ground, possibly because as a result of low business skills and failure to
keep books of accounts, these enterprises cannot demonstrate their compliance to tax laws.
Drivers of informality overview
Literature on the existence and persistence of the IS offers varying explanations, theories and
factors in explaining the swelling of the IS. Four mutually inclusive reasons become prominent
and each requires a different policy prescription. First are high tax rates and burdensome
regulation, which require reduction of tax rates and relaxation of regulatory requirements.
Wiliams (2016) provides evidence, in in the Baltic states of Estonia, Lithuania and Latvia, that
the lower the tax morale of the country and its citizens, the greater the propensity to operate in
the informal economy. Secondly, predatory behaviours from government officials and tax
authorities force firms to remain informal in order to hide from these (De Soto, 1989). This
calls for the state to iron out corruption, improve the enforcement of law and order. Third are,
formalisation costs (costs of entering the formal sector and costs to remain formal) such as
quality control, social security benefits, minimum wages, taxes, government regulations and
other fuel informality (Tokman, 1979). Lastly, inadequate and weak institutional enironments
such as weak legal environment explain the ever growing IS.
Despite growing literature on the magnitude and characteristics of the IS, scholars and
researchers have paid relatively little attention to policy responses to tackling this phenomenon
(Williams & Gurtoo, 2011; Maloney 2004; Adom & Williams, 2012). Rationale underpinning
operating in the informal sector cannot be divorced from policy presciptions. Several
researchers have sought to investigate the drivers of informality, and they have arrived at often
converging and contradicting conclusions as outlined on table 1 below, which summarises
some of the research.
Table 1: Drivers of Informality
Author(s)

Setting

Key drivers/arguments

Akintoye (2008)

Informal sector in Nigeria

Unemployment
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Djankov et al. Regulation of entry of startup Countries with higher degrees of regulatory
(2002)
and firms in 85 countries and entry have higher corruption and larger
Friedman et al. Macro data from 69 countries informal economies
(2000)
respectively.
Ogbuabor (2013), Microeconomic determinants, Unemployment, tax burden, government
Ogbuar
and size, development and causes regulation, inflation
Malabu (2013)
of the informal sector in
Nigeria
Schneider (2007)

Estimating
the
informal Increased tax burden and social security
economies of 145 developing, contributions together with labour market
transition
and
highly regulations as well as corruption
developed OECD economies
over the period 1999-2005

Oduh et al (2008), Informal sector in Nigeria Tax rates, inflation rates, interest rates, high
Ariyo
Bekoe between 1970-2010
income inequalities, deficiences in tax
(2012) and Salisu
administration and collection systems,
(2001)
complex regulatory systems and tax systems,
high tax burden, high black market premiums
and declining per capita incomes
Pedersen (1998)
Matsongoni
Mutambara
(2018)

SMEs
in
countries

Developing Recession, economic meltdown, aftermath of
the ESAPs

and Informal SMEs in African Low
economic
growth,
poverty,
economy.
retrenchments, downsizing and low growth
in the formal sector.

Torgler
and Tax morale and institutional High tax rates, poor quality governance and
Schneider (2009) quality in shadow economies corruption.
Ngundu (2010);
Ndiweni
and
Verhoeven
(2013)

Informal
economy
in Unemployment, low capital outlays, lack of
Chegutu, Zimbabwe and government support, inaccessible resources,
informal entrepreneurs in lack of viable alternatives, survival and
Zimbabwe respectively.
poverty, corruption, economic challenges
and high tax rates.

Ordonez (2010)

Informal sector and economic Government inability to enforce tax and
development.
regulation on all firms.

Source: Author’s complilation from various scholars
Policy recommendations for developing countries should consider macroeconomic estimates
from developing countries as structural differences exist between the IS in developing countries
and that in developed countries. The need to theorise IS growth and appropriately contextualise
it on a country to country context becomes imminent.
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Conclusion
Given the mixed evidence presented by researchers from the literature reviewed, it seems
credible that the informal sector may contain a heterogeneous mix of dynamic and subsistence
subsectors. There seems to be merit in each of the perspectives as each perspective reflects one
or another slice of the informal sector “cake” as suggested by Chen (2012). Flórez (2002) offers
evidence suggesting that the informal sector is indeed heterogeneous in Columbia. The
evidence explains that the subsistence sector supports the dualistic view describing the informal
sector as residual, hence no need for tax authorities to burden an already ailing sector. The
capital accumulation subsector supports the structural articulation view while the legal and
illegalist view explain informality as a choice and having elements of tax evasion as well as
the avoidance of regulations. The three views suggest that governments can widen the tax base
by considering taxing the growing informal sector. The continuum approach paints a picture of
a co-existence of players in this sector: the genuinely marginal and those that seek to avoid
regulation and taxes but are large, efficient and profitable enough to be taxed. In conclusion,
one can deduce that two types of players exist in the IS; the first one being the parasitical and
large informal enterprises profiting at the expenses of their tax compliant formal counterparts
by escaping regulation (weighty taxes, deficient, fragmentary and variegated regulations), and
the second type of players representing the aspirational group epitomising the poor’s ambitious
enterprising spirit necessitated by the need to escape poverty as opposed to inclination
arguments. The pressing need, therefore, for further research is for a critique and evaluative
empirical tests of the above theorisations on country contexts; for example developed and
developing country contexts and national contexts as economic and legal fundamentals vary.
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FINANCIAL REFORMS AND THE LEVEL OF COMPLIANCE AMONG THE
MDAS: NIGERIA’S EXPERIENCE
ODEWOLE, P & SALAWU, R
Department of Management and Accounting, Obafemi Awolowo University, Ile-Ife, Osun
State, Nigeria &
Abstract
The study investigated the level of compliance with five (5) major financial reforms among the
Ministries, Departments and Agencies (MDAs) in Nigeria. Purposive Sampling Technique was
employed to select the two MDAs – Ministries of Education and Health – where the adoption
and implementation of the financial reforms were popular. The population of the study
comprised fifty (50) MDAs of the two ministries. Primary data were sourced from five hundred
(500) respondents through structured questionnaire administered to the selected Ministries,
Departments and Agencies. Data were analyzed using the Factor analysis technique. The
results showed that 55% of the MDAs within the sample size exhibited high compliance level
with the budget reform. It also revealed that 22% of the MDAs demonstrated high compliance
level with the adoption and implementation of the International Public Sector Accounting
standards (IPSAS) in the public sector entities. The findings further indicated a high
compliance level of 87.3% with the Integrated Personnel Payroll and Information System
(IPPIS) among the MDAs. The results of compliance level with the Treasury Single Account
revealed a profile of 60.6% high compliance level. Also, the distribution compliance levels
with the GIFMIS by the MDAs showed 55.3% high compliance level in Nigeria. The summary
of the overall results, therefore, revealed that there was no full compliance with the financial
reforms’ directives among the MDAs during the research period. The study, therefore,
concludes that only continuous and critical re-assessments of the financial reforms and its
periodic re-appraisals by the central authorities in Nigeria can guarantee full compliance and
thorough implementation in order to achieve desired results of the reforms in the public sector
entities in Nigeria. The study, therefore, recommends that a central monitoring unit be created
jointly by the Federal Ministry of Finance and the Office of the Accountant-General of the
federation to ensure strict compliance, which will in turn enhance transparency and
accountability in the public sector entities in Nigeria.
Key words: Financial reforms, Public Sector Accounting, Budget Reform.

Introduction
Financial reform is a set of rules and regulations that regulate the conduct of financial
transactions in any given economy. Financial reforms were introduced in the operations of
Ministries, Departments and Agencies in Nigeria (MDAs) to improve the effective service
delivery in the sector. In line with this, MDAs are the organizations or the public sector entities
that carry out public activities that provide general services and redistribute income through
the pool of wealth available, and supported with statutory taxes or levies (Kara, 2012).
Consequently, the introduction of financial reforms to Ministries, Departments and Agencies
(MDAs) in Nigeria was propelled by both the International pressures and domestic necessities.
At the international levels, drastic innovations occurred in the global trends that shaped the
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traditional ways of doing things. In Nigeria, there were prevailing domestic events that exerted
pressure on the central authority, and that led to the introduction of financial reforms in the
MDAs. Also, there was public loss of confidence in government financial statements. Many
MDAs defaulted in rendering stewardship accounts. Personnel costs were alleged to be inflated
in some MDAs at alarming proportions, with payments of salaries to “Ghost” workers fingered.
The federal government was, therefore, compelled to roll out in bounds, reform blue prints
targeting transparency in the federal government financial processes.
The financial reforms introduced into the operation of MDAs, therefore, range from the
Pension Reform Act, Integrated Payroll and Personnel Information System (IPPIS),
Government Integrated Financial Management Information System (GIFMIS), Standard Chart
of Accounts (SCoA), Budget Reform, International Public Sector Accounting Standards
(IPSAS), Treasury Single Account (TSA) and Electronic Payment Systems. The following
questions, therefore, become pertinent: Do MDAs comply with the mandates of these reforms?
To what extent are public sector entities in Nigeria complying with these various reforms? The
study investigated the level of compliance of MDAs in the implementation of financial reforms
in the Nigerian public sector. This paper, however, focuses on the levels of compliance with
five major reforms – GIFMIS, IPPIS, IPSAS, Budget Reform and TSA among the MDAs in
Nigeria.
The remainder of this paper is arranged as follows: following the introductory section, section
2 reviews the literature. Section 3 presents the methodology of the study. Further, section 4
presents the analysis and discussion of results, while section 5 concludes the study and offers
some crucial policy implications.
Literature Review
The financial reforms in public sector entities refer to aspects of financial management reforms
that specify the ways financial activities are reported among the MDAs. The intention of these
reforms is to bring accountability and transparency into the efficient service deliveries in the
financial systems. Nigeria’s government has implemented various financial reforms in public
sector entities, and these include the National Chart of Accounts, GIFMIS, TSA, IPPIS, Budget
Reforms, IPSAS, E-payment and Pension reform (Omolehinwa &Naiyeju, 2015).
The wind of reforms had blown across the world in an attempt to upgrade the outputs of the
public sector entities. Guthrie and Olson (1999) identify major areas that public sector reforms
should address across the countries, such as the financial reporting frameworks in all MDAs.
De Vries and Nemec (2013) summarize the American philosophy on public financial reforms
and their compliance among the public sector entities. Also, the public sector entities under
North America have carried out a series of public financial reforms over the years and
monitored their compliance among the MDAs (Bowrey & Smark, 2010). The financial reforms
started in Europe as a process under the Economic Growth and Institutional Change (De Wulf,
2010). Almost all the European countries have implemented public sector reforms as a catalyst
towards enhancing financial revolution and compliance with the full contents of the reforms,
which yielded positive results (Bess, 2012). Lindquist (2012) opines that public sector reforms
were introduced in Europe for greater efficiency and accelerated economic growth with
enforced compliance among the MDAs. Financial reforms were targeted towards enhanced
financial management practices in Germany, UK and other European countries (Bach & Givan,
2011). Despite the similarity in the adoption of financial reforms in Europe, specific reforms,
with adequate compliance, were encouraged among the countries (Liguovi & Steccolini, 2014).
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Europe maintained a competitive edge over other nations in the implementation of public sector
reforms, with a high level of compliance among the entities (Bordogna & Neri, 2011).
Australia’s compliance with public sector financial management reforms accelerated
development in the domestic economy (Mcah, Nirmala & Hari, 2015). Most Asian countries
embraced reforms for many reasons, and complied fully with the contents of the reforms in
their respective nations (Huque, 2005; Siddiquee & Mohamed, 2007).
The effect of compliance with financial reforms in Korea left a footprint on increased
profitability of the nation (Campos & Esfahani, 2000). Anghes (2003) and Cheung (2005) hold
that compliance with the contents of financial reform is the potent public sector entities weapon
of efficiency in the Asian countries. Samaratunge (2008) gives reasons for the adoption of
financial management reforms among nations, and these reasons include different economic
and political experiences prevailing in various countries. Sri Lanka’s adoption and
implementation of financial management reforms was propelled by the global consciousness
and market trends (Adhikeri, Kuruppu & Matilal, 2013). China and India rose to prominence
through the implementation and compliance with reforms’ mandate in their countries, which
assisted in their economic growth and development (Aizenmen & Shah, 2013; Dongre, 2012).
The implementation of public sector entities’ reforms in Indonesia was anchored on the need
to improve transparency and accountability in public transactions, and full compliance with
reforms’ instructions pushed up the frontiers of economic recovery (Mateev, 2013). The
financial reforms crusade was taken to Africa as an indispensable financial services
development process (Owusu, 2006, 2012). Most African economies were revived after the
adoption of financial reforms in their various countries (Adamolekun, 1999). Much success
was not recorded in Africa on the implementation and compliance with public financial reforms
except in Ethiopia and a few other countries (Peterson, 2011). The Ghanaian economy
experienced transformation after the implementation of, and compliance with, various financial
reforms (Antui, 2008). In South Africa, the public sector reform was limited to information
dissemination and official propaganda within the country (Wenzel, 2007).
In Nigeria, the financial management reforms were embraced as magic wands in an effort to
turn around the dwindling performance of public sector entities. The reforms started within the
financial sector, with the aim of addressing the macroeconomic imbalances in the economy
(Ogun & Akinlo, 2011; Sekwat, 2002). The idea of IPPIS was conceived in Nigeria with the
intention of laying the foundation for reliable data base for the public service. Adedeji (2015)
examined the introduction of IPPIS for efficient personnel payroll management. His findings
were, however, not backed up with statistical proof sufficient to rest sound opinion. Also, he
failed to investigate the level of compliance of the MDAs with the various reforms. IPPIS was
introduced with the purpose of curbing the rising wave of payroll fraud in the public service
(Idris, Adeju & Audu, 2015; Mede, 2016). Apart from IPPIS, other public financial
management reforms were also introduced. Adedey (2015) outlined the purposes of GIFMIS
for the federal public service. Ihedura and Amafule (2014) examined the use of electronic
accounting system of GIFMIS as a tool for checkmating corruption among the MDAs in
Nigeria. IPSAS was adopted to upgrade the nation’s reporting system to international best
practice (Ifeoma & Ogboghomeh, 2014). IPSAS’s adoption allows for standardization of the
country’s financial reports with the rest of the world (Otunla, 2015). Ziad (2015) examined the
effectiveness in the application of IPSAS in Jordan. Further, Ijeoma and Ogbogbomeh (2014)
examined the benefits in the application of IPSAS in the public service. Their findings revealed
that MDAs’ level of comparability increased with the IPSAs’ adoption. The public sector
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reform also affected the budgeting processes (Visser & Erasmus, 2013). Budgeting provides a
controlling mechanism to bring cost within the allocated fund (Spekle & Verbeeten, 2014;
Nyamita, Dorasamy & Garbharran, 2015). It allocates resources on preplanned priorities and
facilitates the performance of the public sector (Visser & Erasmus, 2013; Van helden &
Reichard, 2013). Most of the researchers on financial reforms in Nigeria focus on the adoption,
implementation and benefits of the various reforms in the MDAs. But the challenge of the
MDAs compliance with the contents of the reforms have neither been investigated nor given a
major consideration to assist the role players in the public sector entities.
Methodology
The data relevant to this study were primary and were obtained from five hundred (500)
respondents from Ministries, Departments and Agencies (MDAs) in Nigeria through a
structured questionnaire administered among the accountants and auditors in the selected
Federal Ministries of Health and Education. The purposive sampling technique was used to
select these two major ministries that had fully implemented the financial reforms in the public
sector entities in Nigeria by the the time the research was done. Descriptive analysis, through
charts, percentages, factor analysis, tables and econometric analysis were used to analyze the
data generated from the profile of the selected MDAs.
Results and Discussion of Findings
This section is dedicated to the presentation, analysis, interpretation and discussion of results.
It also situates the findings of the study in the body of knowledge via in-depth discussion. The
data generated from the personal profile of the selected MDAs were used to arrive at the
descriptive analysis.
Budget Reform
Table 1: Factor Analysis Result for Budget Reform
Component

1
2
3
4
5
6
7
8
9
10
11
12
13
14

Total Variance Explained
Initial Eigenvalues
Extraction Sums of
Squared Loadings
Total
% of Cumulati Total % of Cumulati
Varianc
ve %
Varianc
ve %
e
e
5.422 20.855 20.855
5.422 20.855 20.855
2.725 10.483 31.337
2.725 10.483 31.337
1.966 7.561
38.898
1.966 7.561
38.898
1.755 6.749
45.647
1.755 6.749
45.647
1.437 5.525
51.172
1.437 5.525
51.172
1.226 4.714
55.885
1.226 4.714
55.885
1.115 4.287
60.172
1.115 4.287
60.172
1.048 4.030
64.202
1.048 4.030
64.202
.992
3.815
68.017
.904
3.477
71.494
.806
3.101
74.595
.776
2.983
77.579
.653
2.512
80.090
.604
2.323
82.413
32

Rotation Sums of Squared
Loading
Total
% of Cumulati
Varian
ve %
ce
2.766 10.637 10.637
2.593 9.973
20.610
2.224 8.556
29.166
2.065 7.942
37.108
1.968 7.568
44.676
1.894 7.285
51.960
1.640 6.306
58.266
1.543 5.936
64.202
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.564
2.169
16
.492
1.892
17
.474
1.821
18
.450
1.732
19
.428
1.647
20
.422
1.624
21
.382
1.471
22
.305
1.174
23
.299
1.152
24
.275
1.058
25
.254
.976
26
.227
.871
KMO
BARTLET
0.761
TEST OF
Sig = 0.000
SPHERICI
TY
Source: Field Survey, 2019
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84.582
86.475
88.296
90.028
91.675
93.298
94.769
95.943
97.095
98.153
99.129
100.00
2 = 3535.957
df = 325

Table 1 above shows the principal component analysis of the variables, with eight variables
identified as the major components and it, therefore, cumulatively captures the variance in the
factor of interest. The test of adequacy (KMO) confirms that the selected sample can adequately
measure the factor since the value is greater than 0.6, and Bartlett’s test of sphericity supports
this claim, showing a significant value. From the analysis, it is only component 1 that recorded
eigen values of 5.422. This component accounts for 20.855% of the total 64.2%

Scree Plot
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Figure 1: Eigen Value and Component Number
The Figure above shows the scree plot that further supports the eight selected factor
components with eigen values greater than or equal to one.
Table 2: Rotated Component Matrixa
Component
1
2
3
VAR0000
6
VAR0000
7
VAR0000
8
VAR0000
9
VAR0001
0
VAR0001
1
VAR0001
2
VAR0001
3
VAR0001
4
VAR0001
.743
5
VAR0001
6
VAR0001
7
VAR0001
8
VAR0001
.805
9
VAR0002
0
VAR0002
.778
1
VAR0002
2
VAR0002
.507
3
VAR0002
4
VAR0002
.806
5

4

5

6

7

8

.769
.612

.637
.616
.788

.748
.849

-.598

.673
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VAR0002
.549
6
VAR0002
.678
7
VAR0002
.811
8
VAR0002
.730
9
VAR0003
.537
0
VAR0003
1
Source: Author’s Computation, 2019.

.611
.788

The Table above shows the factor analysis conducted in selecting principal components of the
factors that constitute budget reforms. It is, therefore, observed that eight different factor
components were identified to represent compliance level. The variable with the highest
correlation coefficient was selected. These variables were further recoded into high and low
compliance level as depicted in the chart below. Note also that the component with the highest
eigen value explaining the most variance in the overall construct was selected.
Table 3: Frequency table showing the distribution of compliance levels with Budget
Compliance Level Frequency
Percent
Low
184
45.0
High
225
55.0
Total
409
100.0
Source: Authors’ Computation (2019).
Table 3 above shows the compliance level among the respondents based on the implementation
of the budget reform. It is observable that low level compliance takes 45%, while high
compliance stays around 55%.
Figure 2: Compliance Level among MDAs with Budget Reforms
60
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Before the budget reform, poor implementation of budget among the MDAs was rampant in
Nigeria. Many MDAs over-bloated their budget estimates, which resulted in ware housing of
unspent balances with the Deposit Money Banks at the end of the year. Also, poor monitoring
and evaluation, partial funding of projects and risk of project abandonment, delay in budget
preparation, macro-fiscal risks such as excessive deficit, and accumulation of debts among the
MDAs were jointly responsible for the agitation for budget reform. The insinuations of MDAs
padding their budgets and occurrences of unplanned expenditure on white elephant projects of
high value were common and unchecked. Therefore, in a bid to improve macro-economic
balance and instill fiscal discipline, the federal government introduced the Medium Term
Budget Framework (MTBF), which documents medium term budget estimates. It also
introduced the Medium Term Expenditure Framework (MTEF), which consolidates the MTEF
of spending agencies. The MTEF was targeted at achieving macro-economic stability and
ensuring budget discipline. As a part of the budget reform, Medium Term Fiscal Framework
(MTFFF) was also introduced as a fiscal policy that integrates the government’s fiscal
objectives with budget estimates of MDAs for a medium term period. The implication of
compliance levels with the budget reform in Nigeria on frequency table 2 showing 45% low
compliance and 55% high compliance signified that 45% of the selected MDAs did not comply
with the budget reform. Therefore, within the 45% non-compliant MDAs, cases of budget over
bloating, unplanned expenditure, warehousing of excess/unspent budgeted fund, budget
padding will not be far from their operations.
IPSAS REFORM
Table 4: Factor Analysis Result for IPSAS REFORM
Total Variance Explained
Component
Initial Eigenvalues
Extraction Sums of
Squared Loadings
Total
% of Cumulati Total % of Cumulati
Varianc
ve %
Varianc
ve %
e
e
1
5.754 18.563 18.563
5.754 18.563 18.563
2
2.958 9.543
28.106
2.958 9.543
28.106
3
2.280 7.355
35.461
2.280 7.355
35.461
4
1.619 5.222
40.683
1.619 5.222
40.683
5
1.581 5.098
45.782
1.581 5.098
45.782
6
1.498 4.834
50.615
1.498 4.834
50.615
7
1.371 4.421
55.036
1.371 4.421
55.036
8
1.288 4.155
59.192
1.288 4.155
59.192
9
1.121 3.616
62.807
1.121 3.616
62.807
10
.988
3.187
68.995
11
.924
2.979
71.632
12
.824
2.658
74.038
13
.746
2.406
76.342
14
.714
2.304
78.440
15
.650
2.098
80.474
16
.631
2.034
82.405
17
.599
1.931
82.405
18
.564
1.819
84.224
36

Rotation Sums of Squared
Loading
Total
% of Cumulati
Varian
ve %
ce
2.602 8.392
8.392
2.575 8.308
16.700
2.430 7.837
24.537
2.413 7.783
32.320
2.343 7.559
39.879
2.198 7.089
46.968
1.778 5.735
52.704
1.651 5.325
58.028
1.482 4.779
62.807
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19
20
21
22
23
24
25
26
27
28
29
30
31
KMO
Bartlett
Test of
Sphericity

.545
.531
.503
.460
.429
.392
.383
.340
.317
.306
.244
.115
.216

1.759
1.712
1.622
1.483
1.383
1.265
1.235
1.097
1.024
.989
.786
.725
.696
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85.983
87.695
89.317
90.800
92.183
93.448
94.683
95.780
96.804
97.792
98.579
99.304
100.00
2 = 4135.703
df = 465

0.750
Sig = 0.000

Source: Author’s Computation (2019)
The table above shows the principal component analysis of the variables, with nine variables
identified as the major components and it, therefore, cumulatively captures the variance in the
factor of interest. The test of adequacy confirms the selected sample can adequately measure
the factor since the value is greater than 0.6, and Bartlett’s test of sphericity supports this claim,
showing a significant value. From the analysis, it is only component 1 that recorded eigen
values of 5.754. This component accounts for 18.563% of the total 62.807%.
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Figure 3: Scree Plot
Figure 3 above shows the scree plot, which further supports the nine selected factor
components with eigen values greater or equal to one.
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Table 5: Rotated Component Matrixa

Component
1
2
VAR0001
5
VAR0001
6
VAR0001
7
VAR0001
8
VAR0001
9
VAR0002
0
VAR0002
1
VAR0002
2
VAR0002
3
VAR0002
4
VAR0002
5
VAR0002
6
VAR0002
7
VAR0002
8
VAR0002
.598
9
VAR0003
0
VAR0003
1
VAR0003
2
VAR0003
3
VAR0003
4
VAR0003
5
VAR0003
6

3

4

5

6

7

8

9
.500

.841
.763

.659
.537
.664

.754
.803
.543

.728

.832
.703
.622

.794
.743
.571
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VAR0003
.703
7
VAR0003
8
VAR0003
.634
9
VAR0004
0
VAR0004
1
VAR0004
2
VAR0004
3
VAR0004
4
VAR0004
5
Source: Author’s Computation (2019)

.634
.665

.780
.724
.675

Table 5 shows the result from factor analysis of the items representing IPSAS financial
accounting reform. Nine distinct groups were identified representing different uncorrelated
factors representing the construct of interest – IPSAS reform. In each group, the item with the
highest correlation was selected to represent the reform. Of all the nine item, the one with the
highest factor loading (eigen value) was selected for further analysis. Here, a recoding was
carried out to low and high compliance dichotomies.
Table 6: Frequency table showing the distribution of compliance levels with IPSAS
Compliance Level
Frequency
Percent
Low
319
78
High
90
22
Total
409
100
Total
409
100.0
Source: Author’s computation (2019).
Table 6 above shows the distribution of MDAs based on the level of compliance to the content
of IPSAS reform. It can be seen that 78% low compliance rate is observed. Also, 22% high
level of compliance is observed among the MDAs in Nigeria.
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Figure 4: Compliance Level IPSAS Mean
IPSAS are sets of Accounting standards issued by IPSASB for the preparation of financial
statements. IPSAS are prepared under the cash or accrual basis of accounting. Therefore, the
implication of the frequency table 6 showing the distribution of compliance levels with IPSAS
reveals that out of five hundred selected MDAs, 82.84% complied with the IPSAS reform,
while 17.16% did not. The implication of non-compliance of the MDAs is that their accounts
are being prepared on cash basis instead of IPSAS basis. More also, since the report is prepared
on cash basis and accrual basis cannot be merged into a single account, it therefore implies that
the Federal government’s financial statements prepared for the country since the adoption of
IPSAS are either incomplete or inaccurate or both. The low compliance by some MDAs makes
the comparability of financial statement intention unachievable. Moreso , due to the reliance
on donor agencies, the nation’s creditors, which IPSAS intends to build, are unaccomplished.
IPPIS
Table 7: Factor Analysis Result for IPPIS
Component

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

Total Variance Explained
Initial Eigenvalues
Extraction Sums of
Squared Loadings
Total
% of Cumulati Total % of Cumulati
Varianc
ve %
Varianc
ve %
e
e
5.746 22.983 22.983
5.746 22.983 22.983
2.794 11.175 34.158
2.794 11.175 34.158
1.496 5.985
40.144
1.496 5.985
40.144
1.297 5.187
45.331
1.297 5.187
45.331
1.282 5.128
50.459
1.282 5.128
50.459
1.166 4.666
55.124
1.166 4.666
55.124
1.014 4.056
59.180
1.014 4.056
59.180
.969
3.878
59.180
.885
3.540
66.598
.817
3.270
69.868
.757
3.030
72.898
.709
2.383
75.735
.672
2.688
78.423
.635
2.538
80.961
.602
2.407
83.368
.558
2.234
85.602
.532
2.128
87.730
.521
2.085
89.815
.452
1.809
91.625
.424
1.695
93.320
.406
1.625
94.944
.371
1.485
96.429
.361
1.446
97.875
.286
1.146
99.021
.245
.979
100.00
40

Rotation Sums of Squared
Loading
Total
% of Cumulati
Varian
ve %
ce
3.710 14.842 14.842
2.354 9.415
24.257
2.233 8.932
33.188
2.191 8.762
41.951
1.575 6.299
48.250
1.414 5.655
53.905
1.319 5.275
59.180
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2 = 3017.302
df = 300

0.822
Sig = 0.000

Source: Author’s computation (2019)
The table above shows the principal component analysis of the variables, with seven variables
identified as the major components. The table, therefore, cumulatively captures the variance in
the factor of interest (employment contract). The test of adequacy confirms the selected sample
can adequately measure the factor since the value is greater than 0.6 and Bartlett’s test of
sphericity supports this claim, showing a significant value. From the analysis, it is only
component 1 that recorded eigen values of 5.746. This component accounts for 22.983% of the
total 59.180%.

Scree Plot
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Figure 5: Scree Plot
Figure 5 above shows the scree plot, which further supports the seven selected factor
components with eigen values greater or equal to one.
Table 8:

VAR0000
6
VAR0000
7

Rotated Component Matrixa
Component
1
2
3

4

5

6

7

.688
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VAR0000
8
VAR0000
.645
9
VAR0001
0
VAR0001
1
VAR0001
2
VAR0001
3
VAR0001
.690
4
VAR0001
.542
5
VAR0001
6
VAR0001
.705
7
VAR0001
8
VAR0001
.768
9
VAR0002
.627
0
VAR0002
.618
1
VAR0002
2
VAR0002
.501
3
VAR0002
.722
4
VAR0002
.618
5
VAR0002
6
VAR0002
.523
7
VAR0002
.721
8
VAR0002
.729
9
VAR0003
.539
0
Source: Author’s computation (2019).
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.657

.630
.772
-.731
.782

.595

.623
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Table 8 above shows the factor analysis result of the items constituting IPPIS reform document
content deliverables. Seven components or groups were identified, of which the item with the
highest correlation with the construct of interest was selected and used in the compliance level
scoring system. However, of all the selected seven items from each group, one item was
eventually chosen based on the highest factor loading criterion.
Table 9: Frequency table showing the distribution of compliance levels with IPPIS
Compliance Level
Frequency
Percent
Low
228
55.7
High
181
44.3
Total
409
100.0
Source: Author’s computation (2019).
Table 9 above shows the categorization of respondents based on the level of compliance across
the MDAs under study. It can be seen that 44.3% attached high compliance level to the
implementation of IPPIS while 55.7% were scored low on the compliance scale. This is further
illustrated using the bar chart below.

60

55.75

50

44.25

Percent

40
30
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10
0
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High
Complaince Level IPPIS

Figure 6: Compliance Level of IPPIS
IPPIS is a Public Financial Management (PFM) reform designed to increase the efficiency of
the Federal Public service and records’ storage. Before the introduction of IPPIS, there were
numerous challenges in the payroll system in Nigeria. First, there was a complete absence of
payroll audits. Secondly, there was lack of defined approval limit for amendments to payroll.
Further, there were cases of payments made to ghost workers. Even further, there was double
dipping into the personnel cost allocations among the top echelons in many MDAs. There also
were no variation reports prepared in many MDAs, as well as an acute absence of anti-fraud
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controls installed to prevent payroll padding.Enrolment into the payroll in many MDAs was
void of control, and there was lack of interrogation of payroll data trends to identify
irregularities in the MDAs. Also, there was no policy framework to manage payroll costs in
some MDAs. The government did not have centralized data base of public servants within the
Federal Public Service. Lastly, there the federal government was unable to ascertain the actual
personnel enrolment of her staff. The Integrated Personnel and Payroll System (IPPIS) was,
therefore, introduced in the public sector entities to correct these anomalies and to enhance
easy retrieval of personnel information. On the frequency table 9 showing the distribution of
compliance levels with IPPIS among the MDAs in Nigeria, 44.3% attracted high compliance
level while 55.7% of the MDAs were scored low on the compliance scale. The implication is
that 55.7% of the selected MDAs did not comply with the implementation of IPPIS. Presently,
all the Nigerian universities have not migrated to IPPIS. Apart from this category, the Federal
Polytechnics, Colleges of Education, Nigerian Army, Police, CBN, NNPC, National
Assembly, etc. are still not on IPPIS’ platform. Therefore, the intention of the federal
government to ascertain actual personnel enrolment of her staff by centralizing data base of
public servants is a mirage.
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TSA
Table 10: Factor Analysis for TSA Reform: Total Variance Explained
Component
Initial Eigenvalues
Extraction Sums of
Rotation Sums of Squared
Squared Loadings
Loading
Total
% of Cumulati Total % of Cumulati Total
% of Cumulati
Varianc
ve %
Varianc
ve %
Varian
ve %
e
e
ce
1
5.904 17.890 17.890
5.904 17.890 17.890
2.599 7.876
7.876
2
3.114 9.438
27.328
3.114 9.438
27.328
2.471 7.487
15.363
3
2.221 6.729
34.057
2.221 6.729
34.057
2.178 6.599
21.962
4
1.867 5.657
39.714
1.867 5.657
39.714
2.145 6.501
28.463
5
1.736 5.261
44.975
1.736 5.261
44.975
2.138 6.479
34.943
6
1.546 4.684
49.660
1.546 4.684
49.660
2.086 6.320
41.263
7
1.381 4.183
53.843
1.381 4.183
53.843
2.085 6.320
47.583
8
1.309 3.965
57.808
1.309 3.965
57.808
1.950 5.910
53.493
9
1.209 3.663
61.471
1.209 3.663
61.471
1.776 5.382
58.875
10
1.099 3.331
64.802
1.099 3.331
64.802
1.606 4.867
63.741
11
1.016 3.078
67.880
1.016 3.078
67.880
1.336 4.139
67.880
12
.940
2.848
70.728
13
.847
2.567
73.295
14
.761
2.307
75.602
15
.719
2.178
77.780
16
.663
2.009
79.789
17
.618
1.874
81.663
18
.592
1.795
83.458
19
.555
1.681
85.139
20
.504
1.527
86.666
21
.476
1.442
88.108
22
.460
1.393
89.501
23
.435
1.317
90.818
24
.406
.1.229 92.048
25
.369
1.117
93.165
26
.354
1.072
94.237
27
.346
1.050
95.286
28
3.24
.982
96.269
29
.272
.825
97.094
30
.265
.802
97.896
31
.257
.778
98.674
32
.223
.674
99.348
33
.215
.652
100.000
KMO
0.746
2 = 4634.141
Bartlett
Sig = 0.000
df = 528
Test of
Sphericity
Source: Author’s Computation (2019)
The table above shows the principal component analysis of the variables with eleven variables
identified as the major components and it, therefore, cumulatively captures the variance in the
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factor or interest (employment contract). The test of adequacy confirms the selected sample
can adequately measure the factor since the value is greater than 0.6 and Bartlett’s test of
sphericity supports this claim, showing a significant value. From the analysis, it is only
component 1 that recorded eigen values of 5.904. This component accounts for 17.89% of the
total 67.88%.

Scree Plot
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1
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Figure 7: Scree Plot
The figure above shows the scree plot, further supporting the eleven selected factor
components with eigen values greater or equals to one.
Table 11: Rotated Component Matrixa
Component
1
2
3
4
5
VAR00006
.579
VAR00007
.552
VAR00008
.812
VAR00009
VAR00010
VAR00011
VAR00012
VAR00013
VAR00014
VAR00015
VAR00016
VAR00017
VAR00018
VAR00019
VAR00020
.676
VAR00021
.527
VAR00022
.771
VAR00023
.590
VAR00024
VAR00025
.676

6

7

8

9

10

11

.626
.802
.773
.639
.796
.666
.725
.844
.706
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VAR00026
VAR00027
VAR00028
VAR00029
VAR00030
VAR00031

.756
.709
.79
5
.83
1
.73
7

VAR00032
VAR00033

.794
.767

.60
0
.68
VAR00035
2
.67
VAR00036
4
.71
VAR00037
9
.61
VAR00038
9
Source: Author’s computation (2019).
VAR00034

Table 11 above shows the rotated component matrix of the factor analysis result. It is observed
that the items were grouped into eleven distinct groups. From each group the item with the
highest correlation coefficient is selected. From the selected items, the item with the highest
factor loading (highest eigen value) was selected and scored into low and high compliance level
as shown on the table below.
Table 12: Frequency table showing the distribution of compliance levels with TSA
Compliance

Frequency

Percent

157
248
405
4
409

38.4
60.6
99.0
1.0
100.0

Level
Low
High
Total
Unattended
Total
Source: Author’s Computation (2019).

Table 12 above shows the recoded item where compliance levels across MDAs are divided into
the high and low dichotomy. It is, therefore, shown that the extent of low compliance is 38.4%,
which is well below average rating. However, high compliance among firms is well above
average (60.6%). This shows that a greater number of MDAs are compliant with the provision
of TSA in their daily operation. This is further shown in the figure below.
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Figure 8: Compliance Levels among MDAs with TSA Reform
Treasury Single Account is a component of the Public Financial Management (PFM) reforms
initiated under the Economic Reforms and Governance Project (ERGP). TSA is a set of linked
accounts that incorporates all government receipts and payments. The principle guiding the
operation of TSA provides that all MDAs’ accounts are merged to enable the Treasury to
oversee cash inflows and outflows of all cash resources in all MDAs. The nation’s cash
management witnessed serious setbacks before the introduction and adoption of TSA in
Nigeria. The Federal Government could not account for the total numbers of operating accounts
under the Treasury. Also, the Treasury could not ascertain the actual balances in all the
government accounts at a given time. In times of need, the commercial banks loan the federal
government her own fund, domiciled with the banks by various MDAs, and with high interest
rates on repayment. Therefore, in order to bring sanity to the nation’s cash management, the
TSA was introduced for all the MDAs to maintain a single account with the Central Bank of
Nigeria. The adoption of TSA in the MDAs is expected to end the practice of operating multiple
accounts with the commercial banks. However, on the frequency table 12 showing the
distribution of compliance levels with TSA amongst the selected MDAs in Nigeria, only 60.6%
complied with the TSA guidelines, while 38.4% recorded low compliance. The implication of
this is that 38.4% of the selected MDAs maintained multiple accounts, contravening the TSA’s
directives. It further reveals that some MDAs still maintain secret accounts with different
Money Deposit Banks. This scenario, therefore, makes it impossible for the federal government
to account for all her credit balances within the treasury coverage. In reality, what the treasury
discloses as her closing balances at the end of the year are wrong treasury balances.
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GIFMIS
Table 13: Factor analysis Result for GIFMIS
Total Variance Explained
Component
Initial Eigenvalues
Extraction Sums of
Squared Loadings
Total
% of Cumulati Total % of Cumulati
Varianc
ve %
Varianc
ve %
e
e
1
4.690 20.391 20.391
4.690 20.391 20.391
2
3.029 13.169 33.560
3.029 13.169 33.560
3
1.707 7.423
40.983
1.707 7.423
40.983
4
1.394 6.063
47.045
1.394 6.063
47.045
5
1.299 5.647
52.692
1.299 5.647
52.692
6
1.150 5.000
57.692
1.150 5.000
57.692
7
1.066 4.633
62.325
1.066 4.633
62.325
8
.963
4.186
66.511
9
.871
3.788
70.299
10
.779
3.386
73.685
11
.742
3.226
76.910
12
.667
2.898
79.808
13
.611
2.655
82.264
14
.587
2.552
85.016
15
.518
2.251
87.267
16
.479
2.083
89.350
17
.441
1.915
91.265
18
.407
1.770
93.035
19
.371
1.611
94.647
20
.339
1.472
96.119
21
.334
1.450
97.569
22
.304
1.320
98.889
23
.225
1.111
100.000
KMO
0.760
2 = 2773.593
Bartlett’s
Sig = 0.000
df = 253
Test of
Sphericity
Source: Author’s computation (2019)

Rotation Sums of Squared
Loading
Total
% of Cumulati
Varian
ve %
ce
2.962 12.880 12.880
2.488 10.819 23.699
2.077 9.031
32.730
1.908 8.295
41.026
1.766 7.678
48.704
1.697 7.377
56.081
1.436 6.244
62.325

Table 13 above shows the principal component analysis of the variables, with seven variables
identified as the major components and it, therefore, cummulatively captures the variance in
the factor of interest (employment contract). The test of adequacy confirms that the selected
sample can adequately measure the factor since the value is greater than 0.6 and Bartlett’s test
of sphericity supports this claim, showing a significant value. From the analysis, it is only
component 1 that recorded eigen values of 4.690. This component accounts for 20.391% and
the total 62.325%.
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Figure 9: Scree Plot (IPPIS)
The figure above shows the scree plot further supports the seven selected factor components
with eigen values greater or equal to one.
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Table 14: Rotated Component Matrixa
Component
1
2
3
VAR00006
VAR00007
VAR00008
VAR00009
.505
VAR00010
VAR00011 .715
VAR00012
VAR00013 .799
VAR00020
VAR00014
VAR00015
VAR00016
VAR00017
VAR00018
.768
VAR00019
.785
VAR00021 .608
VAR00022
VAR00023 .680
VAR00024
.736
VAR00025
.633
VAR00026 .576
VAR00027
VAR00028
.664
Source: Author’s Computation (2019).
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4

5

6
.750
.649
.540

7

.607
.559
.666
.749
.679
.625
.620

.708

Table 14 above shows the rotated component from factor analysis. Here, seven differing groups
of items are identified, from which the item with the highest representative power, as shown in
their correlation coefficients, is selected. From further analysis, the component with the highest
factor loadings was selected for the categorization of compliance levels into the high and low
dichotomy.
Table 15: Compliance Level among MDAs with GIFMIS
Compliance Level
Frequency
Low
180
High
226
Total
406
Missing System
3
Total
409
Source: Author’s computation (2019).

Percent
44.0
55.3
99.3
.7
100.0

The table above shows the categorization of compliance into low and high levels among
MDAs. It is, therefore, shown that 44% are on the low compliance level, while 55.3% claimed
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high level of compliance. This shows more than half of the respondents conformed with the
provision of GIFMIS in Nigeria. This is further shown in the figure below.
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Figure 10: Compliance Level among MDAs with GIFMIS
GIFMIS is an Information Technology based system designed for budget and accounting
purposes by the central authority. It is a subset of Economic Recovery and Growth Plan
(ERGP) that supports the public resource management. The objective of GIFMIS is to
computerize the operation of Government Financial Transactions in an efficient and effective
manner.
From the compliance level table for GIFMIS for the selected MDAs in Nigeria above, it is
revealed that only 55.3% of the selected MDAs showed a high compliance rate on GIFMIS
while 44% showed a low compliance rate. In other words, there is no 100% compliance with
the GIFMIS directives by the MDAs. The implication of only 55.3% high compliance among
the selected MDAs is that there is a possibility of some MDAs making use of cheques for
payment of goods and services, contravening the GIFMIS intention. Moreso, audit trail,
payment tracking, quality reporting will elude the non-compliant MDAs.
Conclusion and Policy Recommendation
The objective of this paper is to investigate the rate of compliance with financial reforms among
the MDAs in Nigeria. The apparent service failure and mistrust in the public sector entities
reports, coupled with outright disregard for rules and ethics in the MDAs operations, which
resulted in weak public financial management processes, gave birth to the introduction of
various financial reforms in the public sector entities in Nigeria. The implementation of the
reforms, however, suffered many setbacks, which occasioned a low compliance with the major
financial reforms in Nigeria.
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For a reality of a full compliance among the MDAs in Nigeria, the following recommendations
are proffered for immediate implementation:
















There should be timely review of employees’ data under the IPPIS operations. The Head
of Service of the Federation should work in conjunction with the Accountant General of
the Federation for a periodic reviews of employees’ data in all MDAs. This is an attempt
to ascertain the actual number of employees on the federal payroll and the monthly wage
bill.
Efforts should be geared towards bringing all other federal civil servants under the
control of IPPIS. The Federal Universities, Polytechnics, Colleges of Education, NASS,
NNPC, CBN, the Military and Police should be brought under the umbrella of IPPIS for
a central payment. This is the best way the federal government can easily account for her
actual workforce and prevent the ghost workers payment saga.
The IPPIS office should be decentralized to the six-geopolitical zones of the country for
effective coverage and performance. The present structure of IPPIS office is grossly illequipped to cater for the whole workforce of the country. Decentralization will enhance
greater efficiency and encourage more participation and compliance among the MDAs.
The operation of IPPIS is essentially ICT based. The federal government should make
adequate funding for the ICT equipment and training of staff in the MDAs.
The federal government should constitute a compliance team that will investigate the
levels of compliance with the various financial reforms among the MDAs, and apply
appropriate sanctions for the erring ones. Also, in order to achieve full compliance with
GIFMIS operations among the MDAs, the federal government should make adequate
provision for enabling enactments and legislations of GIFMIS operation as a legal
document enforceable for default or non-compliance. There should be appropriate
sanctions for low or non-compliance with any of the GIFMIS operations and instructions
among the MDAs in Nigeria. The federal government can refuse the release of monthly
personnel cost subvention or overhead cost or capital grant releases to the erring MDAs
for non-compliance. Furthermore, the rigid configuration of the scheme has a serious
defect on the public financial management. Some aspects of GIFMIS configurations that
deal with the retrieval of fund made erroneously to the third party should be reviewed
and made flexible. The configuration should allow for easy reversal of the entity’s fund
erroneously paid to wrong beneficiaries.
Not that alone, the operation of the Treasury Single Account should be reviewed to
encourage full compliance so as to block leakages and double-dipping in the Treasury.
The TSA manuals should be upgraded to effectively block loopholes in MDAs cash
management.
Adequate legal documents in support of TSA are imperative to make the policy
enforceable. The legal documents should spell out adequate penalties for non-compliance
by the MDAs.
The Federal Government should set up a monitoring team that will investigate and
remove the mask on the owners of various coded accounts with the Money Deposit
Banks.
All MDAs should be brought under the TSA purview for proper fund management.
The Central Bank of Nigeria Headquarters should be dis-invested with the responsibility
of processing cash transactions only on TSA for all MDAs. All regional branches, state
branches of CBN should be involved. This will remove the “queue management”
occasioned presently in cash management.
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During the migration from commercial banks to Central Banks at the inception of TSA,
some of the credit balances of the MDAs were trapped in the process. This scenario
weakens the confidence of the MDAs in the transparency of the cash policy. To resolve
this, the Federal Government should set-up a recovery team within the office of the
Accountant-General of the Federation to track all the MDA’s balances that were trapped
in the process of migration.
The Federal Government should apply appropriate sanctions on the MDA’s operating
secret accounts with the commercial banks.
Adequate sensitization programmes should be organized by the office of the AccountantGeneral of the Federation on the desirability of TSA to disabuse the minds of the public
on the potency of the policy as a tool for effective cash management.
The contents of the various financial reforms should be critically examined to pave way
for full compliance among the MDAs by organizing various stakeholder meetings,
informed workshops, and appraisal seminars to consider the gains and pains of the
various reforms to effective cash management in Nigeria.

In conclusion, only continuous and critical re-assessment of financial reforms by the central
authority can guarantee full compliance among the MDAs in Nigeria.
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Abstract
The study analyzed the factors that hinder the effectiveness of Voluntary Assets and Income
declaration Scheme (VAIDS), appraised the determinants of the benefits accruable to the three
tiers of government on VAIDS, and determined the relationship between VAIDS and revenue
of government in Nigeria. The target population was 171 participans, consisting of audit/tax
practitioners, tax officers of Federal Inland Revenue Service and Lagos State Internal Revenue
Service in Nigeria. Copies of a structured and self-administered questionnaire were sent out
and 160 valid responses received and analyzed. The study found that one of the factors that
hinder the effectiveness of VAIDS is the insufficient database of the eligible taxpayers in
Nigeria. It also reveals that Federal government benefits more on VAIDS than the other tiers
of government, most especially on the higher compliance by multi-nationals and corporate
organizations in the form of corporate taxes than individuals under Pay As You Earn (PAYE).
The result of the regression analysis shows a significant positive relationship between VAIDS
and revenue of government in Nigeria. This study, therefore, recommends that government
should continue the policy of VAIDS, not only for the increase in revenue of government, but
also for the reduction in the cost of prosecuting tax evaders.
Keywords: VAIDS, Tax Evasion, Government Revenue, Public Sector, Tax Amnesty
Introduction
The effectiveness of the role of government in meeting up with the expected responsibilities is
determined primarily by the ability to generate adequate revenue. The revenue of government,
at all levels, includes taxes levied on corporate organizations and individuals. However, due to
the over-dependence of Nigeria on oil and the negative effect on revenue of government, it
became imperative that other sources of revenue, including various taxes, should be adequately
explored.Thus, Nangih, Idatoru and Kumah (2018) postulate that the Nigerian economy has
been experiencing a plethora of problems, resulting in dwindling revenue and for the need of
government to go back to the basics-tax revenue generation. The dwindling of the revenue of
governments because of over-reliance on income from petroleum products that has gone down
in recent times, capital flight and tax evasion, has become a concern for government and policy
makers (Oyedokun, Fowokan, Akintoye and Dada, 2018). The oil revenue, which has been the
major source of revenue for Nigeria, exposed the danger in the mono-product economy due to
a series of oil theft, mismanagement, non-remittance and general corrupt practices
(Abdulrasheed, 2017).
The non-compliance attitude of eligible taxpayers on tax policies, which could have cushioned
the adverse effect of the drop in the oil revenue, has contributed to the inability of several states
in Nigeria to meet the normal recurrent and capital expenditure of government, necessitating
the bail-out from the federal government (Odunsi, 2018). The Premium Times (2015) also
reports that the Central Bank of Nigeria released a sum of N338 billion to cushion the effect of
the dwindling revenue of the state governments that majorly depend on the monthly shared
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revenue from the Federation Account. Abiola and Asiweh (2012) equally postulate that those
working in the informal sector in Nigeria do not see reason to pay tax, believing that only the
civil servants should pay tax on their earnings. This has made several scholars assert the need
for government to follow empirical recommendations in tackling the reduction in revenue from
the angle of tax evasion (Ogbueghu, 2016; Jabil and Mankwat, 2017). In view of this, the
Nigerian government came up with a “Scheme” – Voluntary Assets and Income Declaration
Scheme (VAIDS) that took effect on the 1st July 2017. According to Executive Order No. 004
of 2017, the “Scheme” is expected to encourage eligible taxpayers to regularize their tax status
for all the relevant years, to pay all outstanding dues, to prevent and stop tax evasion, and to
ensure full tax compliance. The Scheme was equally done to give tax amnesty in the form of
writing off of any associated penalties and interests on unpaid taxes after self-declaration of
assets and income as well as avoiding prosecution.
Oyedele (2017), while comparing the taxes collected by Nigeria and South Africa, records that
the total tax revenue collected by all levels of government in Nigeria was around N6 trillion
while South Africa realized about N27 trillion, which was more than the combination of
Nigeria’s oil and tax revenue. The tax net is small, the tax base is smaller, and these seem to
be shrinking every year, and only about 14 million people are registered with all the 36 tax
authorities and the FIRS out of a workforce of almost 80 million in Nigeria (Oyedele, 2017).
Mr. Babatunde Fowler, the chairman of the Federal Inland Revenue Service (FIRS) stated that
the scheme had increased the tax database from under 14 million pre-2016 to 19 million in
2018 and over N30 billion additional revenue brought into the government coffers since its
introduction (Sahara Reporters, 2018; Premium Times, 2018). In view of the above, this study
is expected to bring to fore the necessity for the continuity of the scheme, rather than a once off initiative, and the factors that may hinder its effectiveness, among others. This study
therefore tries to fill the noticeable gap through the investigation of and getting answers to the
following objectives:
i.
Analyze the factors that hinder the effectiveness of Voluntary Assets and Income
Declaration Scheme (VAIDS) in Nigeria.
ii.
Appraise the determinants of the benefits accruable to the three tiers of government on
the introduction of Voluntary Assets and Income Declaration Scheme (VAIDS) in Nigeria.
iii.
Determine the relationship between Voluntary Assets and Income Declaration Scheme
(VAIDS) and Revenue of government Nigeria.
Research Hypothesis
The following hypothesis, stated in null form, guides the study:
There is no significant relationship between Voluntary Assets and Income Declaration Scheme
(VAIDS) and government revenue in Nigeria.
Literature Review
Concept of Government Tax Revenue and Economic Development of Nigeria
The development of any nation will be a function of the ability to utilize the revenue generated
on the appropriate economic indices, and for the benefit of the citizens. According to
Abdulrasheed (2017), government expenditure and revenue have over the years remained
significant and critical interplay variables in fiscal administration. The areas where the tiers of
governments in Nigeria get their revenue include petroleum tax, corporate tax, withholding tax,
value added tax, education tax, and personal income tax among others, and these have played
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significant roles in the expenditure of government in Nigeria. Otubor and Salawu (2017)
postulate that the economic growth in Nigeria is measured by looking at the health of various
sectors of the economy and that it is usually indicated by an increase in Gross Domestic product
(GDP). Dare, Jansen and Plessis (2018) posit that South Africa and other countries focus on
achieving greater tax revenue mobilization and this singular objective explains the measures
initiated to tackle non-compliance by taxpayers. The economic growth indices require
sustainable revenue to be able to respond appropriately according to the fiscal plans of the
government. When the revenue of government shrinks, it poses a great problem for the
economic growth and the evasion of taxes in Nigeria, which is a fraudulent act that has
contributed to the current problems of decrease in government revenue. Tax evasion, Mansor
and Guruma (2016) argue, reduces the amount of budget globally irrespective of the value
made by the Nigerian government to initiate the VAIDS amnesty program.
The Concept of Voluntary Assets and Income Declaration Scheme (VAIDS)
To address the issue of non-tax compliance, countries around the globe use measures like tax
reprieves that complement normal traditional enforcement instruments such as tax audit and
penalties (Dare, Jansen and Plessis, 2018). According to Baer and Borgne (2008:29), cited by
Dare, Jansen and Plessis (2018), tax reprieves include an amnesty and Voluntary Disclosure
Programme (VDP). The first documented tax amnesty can be found on the Rosetta Stone (200
B.C.) in Egypt, which provided for the release of tax evaders from prison (Borgne and Baer,
2008). The case of Scudo Fiscale of Italy in 2001 that enabled the repatriation of about 60
billion Euro encouraged several European and American countries to embark on the amnesty
programs (Borgne and Baer, 2008). Tax amnesties remain an effective mechanism for raising
revenue and increasing tax compliance, but in most cases the costs of implementing tax
amnesties outweigh the benefit derived, and successful ones are exceptions rather than the
norm (Borgne and Baer, 2008). However, the way to make the initiative successful is
improvements in tax administration (Borgne and Baer, 2008).
VAIDS was introduced by the Nigerian government in 2017 as an amnesty program designed
to shore up her revenue through the reduction of tax evasion, and at the same time using it to
bring more taxpayers into the tax net. Executive Order No. 004 of 2017, signed by the then
Acting President Professor Yemi Osinbajo (SAN, GCON), gave the opportunity to defaulting
taxpayers under the relevant statues to voluntarily declare their assets and Income and pay the
taxes due on them for benefits, which include waiver of penalties and interest, non-prosecution
of tax evaders, among other benefits. The voluntary compliance to tax laws is said to be
motivated by economic and social-psychological factors (Bekana, Bayissa and G/Medihin,
2014). Bekana, Bayissa and G/Medihin (2014) submit that many countries of the world
primarily emphasize on the Economic Deterrence Theory of taxation, which states that
taxpayers only pay tax because of the fear of tax audit and subsequent sanctions, but mostly
ignore the social-psychology approach to taxation. This social-psychological approach says
that taxpayers’ (non) compliance decision is influenced by justice perception, how they value
government expenditure, and how they feel that they are treated by the revenue authorities,
among other reasons (Bekana, Bayissa and G/Medihin, 2014).
The United States of America, on 18th March 2010 also enacted the Foreign Account Tax
Compliance Act (FATCA), aimed at combating tax evasion by United State citizens holding
investments outside the country, with the Foreign Financial Institutions (FFIs) expected to
report to the US Internal Revenue Service (IRS), information on assets of more than
US$500,000 held by US taxpayers. According to the FATCA document, the program, which
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commenced on 1st July 2014, is done to reduce tax evasion and to encourage effective
compliance on tax matters. Nangih, Idatoru and Kumah (2018) assert that the South African
Minister of Finance introduced Special Voluntary Disclosure Programme (SVDP) in 2016,
which was aimed at enabling the non-compliant South African taxpayers and Exchange Control
residents with undisclosed assets abroad to regularize their records. VAIDS could equally be
seen from the angle of a scheme set up in ensuring that ‘Tax Sinners’ become ‘Tax Righteous’
through voluntary declaration of undisclosed assets and income (Nangih, Idatoru and Kumah,
2018). The Nigerian scheme was planned for a period of nine months, covering 1st July 2017
to 31st March 2018, and later extended by another three months to 30th June 2018.
Nigerian Tax Provisions and VAIDS
The tax provisions in Nigeria include The Personal Income Act (PITA CAP P8 2004 LFN),
The Companies Income Tax Act (OTA CAP C21 2004 LFN), Value Added Tax (VAT A CAP
VI 2004 LFN), Capital Gains Tax Act (CGTA CI 2004 LFN), and the Industrial Training Fund
contribution among others. Further, these provisions have their respective sections that deal
with punishments expected to be meted on tax evaders. According to section 96(1) (b) of the
Personal Income Tax Act, there is a fine of N500 000 for corporate bodies as well as N50,000
and six months imprisonment for individuals that make false statements and returns. Therefore,
VAIDS came as a rescue mission to solve the problem of the politicization and lack of political
will by the government to prosecute tax evaders. In the implementation of VAIDS, these
problems, which include insufficient and unreliable data, capacity constraints facing revenue
authorities, corruption of revenue authority officials, inherent delays in prosecution of tax
offenders, and the politicization and lack of political will by the government, among others,
have hindered the effectiveness (Nangih, Idatoru and Kumah, 2018) tax compliance. The
VAIDS is expected to encourage higher voluntary compliance by the taxpayers and to expand
Nigeria’s tax base, resulting in higher Gross Domestic Product (Adekunle and Disu, 2018).
The Nigerian tax laws provide exclusive taxes for each of the three tiers of government – the
federal government oversees taxes on corporate bodies, including those of multi nationals,
petroleum income tax, value added tax, among others; the state governments’ exclusive taxes
are Pay As You Earn (PAYE) of individuals resident in their states; and local governments’
sources of Internally Generated Revenue include rates, and taxes on car parks, among other
exclusive taxes. Adekunle and Disu (2018) posit that the Federal Government always
formulates and implement policies for taxation and public expenditure.
Amnesty in Taxation
Many governments globally are faced with huge public deficits after the recent financial crisis,
and, due to the non-compliant attitude of taxpayers, frequently initiate tax amnesties to meet
their fiscal needs (Bayer, Oberhofer and Winner, 2014). Bayer, Oberhofer and Winner (2014)
posit that tax amnesties offered the delinquent taxpayers the opportunity to repay all or parts
of unpaid taxes without being subjected to prosecution and penalties.
Amnesty is derived from the Greek term ‘amnestia’, which is described as ‘forgetting or an act
of forgetting’ (Huda and Hernoko, 2017). Bayer, Oberhofer and Winner (2014) assert that not
all the amnesties raised considerable tax revenues; that short-term revenues depended crucially
on whether a significant number of taxpayers chose to take part in amnesty or not, and that the
likelihood of amnesties is mainly driven by a government’s fiscal requirements and the
taxpayers’ expectations on future amnesties. Meanwhile, Ibrahim, Myrna, Irawati and
Kristiadi (2017), citing Mikesell and Ross (2012), postulate that Tax amnesty was historically
introduced in Egypt by Ptolemy V Epiphanes around 200 BC and that history was written on
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the stone named Rosetta, which explained the appreciation of the priesthood for the tax amnesty
program. Ibrahim, Myrna, Irawati and Kristiadi (2017), while citing Alm and Rath (1998),
further posit that despite the belief that tax amnesty is able to raise the country revenue and tax
compliance of the tax payers, there are only a few countries in the world that had implemented
tax amnesty program in their countries as it is considered as one of the controversial revenue
tools. Tax amnesty, which is part of fiscal policy of nations, is introduced to maximize
government revenue from unpaid taxes (Ibrahim, Myrna, Irawati and Kristiadi, 2017). Huda
and Hernoko (2017) assert that countries like Australia, Austria (1982, 1993), Belgium (1984),
Finland (1082, 1984), France (1982, 1986), Greece, Ireland (1988, 1993), Italy (1982, 1984,
2002), United States of America (78 Programs until 2004) had implemented tax amnesty
programs. In Africa, South Africa had implemented the amnesty program three times including
1995 and 2003 (Huda and Hernoko, 2017). Bayer, Oberhofer and Winner (2014) submit that
the establishment of tax amnesty has its own negative effect, which in the long run could turn
an honest taxpayer to be dishonest after the establishment of tax amnesty since they would
expect another tax amnesty in the future; and could encourage a possibility and facility for tax
evasion, among others. Dare, Jansen and Plessis (2018), citing Luitel and Sobel (2007), state
that a first-time tax amnesty will increase revenue in the short-term. Followed by Alm and
Beck (1993), cited by Dare, Jansen and Plessis (2018), the scheme will result in long-term
losses.
Conceptual Framework
This framework was developed to give direction as to the link between the independent variable
and the dependent variable. Voluntary Assets and Income Declaration Scheme (VAIDS) is the
independent variable and Government Revenue (GR) is the dependent variable. VAIDS, the
independent variable is sub-divided into the following:
TSdAI = Tax on Self-declared Assets/Income
IPW = Interest and Penalty Waived
NPoTE = Non-Prosecution of Tax Evaders

Figure 1 below shows the relationship between the independent variables and the dependent
variable.
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Independent Variable

VAIDS
Dependent Variable

TSdAI

IPW

GR

NPoTE

Figure 1:1: Conceptual Framework of the Study
Source: By the Researcher (2019)
Theoretical Framework
This study is founded on two taxation theories: Benefit Theory and Taxable Capacity Theory.
Benefit Theory
This theory, developed by Wicksell (1896) and Lindahl (1919), argues that the benefit that a
taxpayer derives should be the determinant of the tax payable to the government (Escarraz,
1967). According to Weinzierl (2016), whilst exploring the possibility of incorporating the
Benefit Theory into the modern optimal tax theory, an individual’s benefit from public goods
should be tied to his or her income earning. Nangih, Idatoru and Kumah (2018) postulate that
under the benefit theory, the levels of taxes are determined automatically since taxes are levied
quid pro quo proportionately to the benefits the citizens received from the government. In
support of the Benefit Theory, Neill (2000) asserts that the taxes that an agent pays should
reflect the benefit received from the mix of goods and services supplied by the state, and that
it is easily defended on efficiency grounds. In view of this, it is appropriate to then say that the
benefit theory functions on the belief that it is unequitable and unfair to pay for what they did
not incur or benefit from, and should not be expected to pay more than the benefit derived. This
is conceptualized on the basis that when a taxpayer is asked to pay for what he did not benefit
from or to pay more than the benefit derived, he will want to evade taxes.
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Taxable Capacity Theory
Trotman-Dickenson (1996) asserts that Taxable Capacity is the ability of individuals and
businesses to pay taxes and that it is not the ability of taxing authorities to raise revenue. This
theory, which is also known as the Ability to pay Theory, indicates that every person should
pay taxes to the government depending upon his or her ability to pay (Chauke, Sebola and
Mathebula, 2017 citing Zolt and Bird, 2003:16; Rai, 2004:72; Chodorow, 2008:740; Batt,
2012:70).
Empirical Review
While scholars have asserted that many countries have initiated tax amnesty programs with
different levels of success, the scheme came into Nigeria in 2017. For example, researches have
looked at the USA Foreign Account Tax Compliance Act (FATCA) and that of South Africa
(Crane and Nourzad, 1988; Chou, 2016). In Nigeria, Olowookere and Fasina (2013) worked
on Taxpayers’ Education as an instrument of voluntary compliance in the Lagos State; Oladele,
Uduma and Aderemi (2013) looked at the engagement of tax consultants in boosting the
revenue of government in Lagos State; Temitope, Olayinka and Abdurafiu (2010) looked at
the ethics of tax evasion; Abiola and Asiweh (2012) studied the impact of tax administration
on government revenue in a developing economy like Nigeria; Olaoye and Ogundipe (2018)
recommended more tax audit as a basis for controlling tax evasion; and Oyedokun, Fowokan,
Akintoye and Dada looked at the tax cooperative compliance and federally collected tax
revenue.
However, on VAIDS, Kiabel and Nangih (2018) examined the effect of VAIDS on tax
compliance in Nigeria and concluded that it increases voluntary and enforced tax compliance.
On the other hand, Nangih, Idatoru and Kumah (2018) examined the extent to which the
problems of insufficient and unreliable data and other problems affect the implementation of
VAIDS in Nigeria.
Therefore, this study analyzed the factors that hinder the effectiveness of VAIDS and appraised
the determinants of the benefits accruable to the three tiers of government on VAIDS. The
study also determined the relationship between VAIDS and revenue of government in Nigeria.
These areas have not been effectively covered by research.
Methodology
This study used primary data, with the adoption of survey research design in ensuring that
reliable data is obtained to test the relationship between the components of the independent
variables and Government Revenue (GR). The population was purposively employed on tax
officials, taxpayers, tax consultants and audit practitioners. A self-administered structured
questionnaire was sent to 171 respondents, with 160 valid responses received. The 5-point
Likert scale was used to determine the respondents’ opinion on the factors hindering the
successful implementation of the VAIDS, starting from Strongly Agree (SA) to Strongly
Disagree (SD) by allocating numerical numbers from 1 (the lowest for SD) to 5 (the highest
for SA), with the results subjected to statistical calculations using the mean and the standard
deviation. The effects of VAIDS on government revenue can best be determined with the use
of survey research design to generate data that are analyzed in arriving at a reasonable
conclusion that will be empirically applied in dealing with the issues of drops in the revenue
of government. In assessing the effect of VAIDS on government revenue, multiple regression
analysis, using SPSS, was employed. This analysis strategy was also used by Dada, Owolabi
and Okwu (2013) in their study of the relationship between forensic accounting and detection
of corruption in Nigeria. Correlation analysis was also carried out to confirm the kind of
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relationship that exists between the dependent variable (Government Revenue - GR) and the
independent variables (tax on self-declared assets/income, interest and penalty waived, and
non-prosecution of tax evaders).
Model specification:
GR = f (TSdAI, IPW, NPoTE)……………………………….. (1)
GR = βo + β1TSdAI + β2IPW + β3NPoTE + μ)………………. (2)
A priori expectation: βo, β1, β2, β3, > 0.
Where:
VAIDS = Voluntary Assets and Income Declaration Scheme
TSdAI = Tax on Self-declared Assets/Income
IPW = Interest and Penalty Waived
NPoTE = Non-Prosecution of Tax Evaders
The components of the independent variable (TSdAI, IPW, NPoTE) are expected to be
positively linked to the dependent variable (GR). These components are some of the benefits
accruable to taxpayers that took the advantage of the VAIDS. The TSdAI represent the taxes
self-declared by the taxpayer without enforcement by the tax authorities, and it is expected to
improve the revenue of the government. The IPW represents the interest and penalty waived,
and it is expected that the taxpayers will be encouraged by this to declare their hidden income
to the tax authorities, resulting in more revenue to the government and at the same time
reducing the cost of revenue generation. The NPoTE is a psychological ‘victory’ and benefit
on the part of the taxpayer, which is expected to encourage the declaration of the hidden income
and assets.

Data Presentation, Analysis and Discussion of Findings
The SPSS package was employed to analyze data collected from questionnaires on Voluntary
Assets and Income Declaration Scheme (VAIDS) and Government Revenue. To determine the
relationship between VAIDS and Government Revenue, the following hypothesis was tested
using the multiple regression analysis on the SPSS package.
Table 1: Descriptive Results of Variables Affecting VAIDS
Statements
N
Minimum Maximum Mean
VAIDS will bring more revenue to the
coffers of the respective government
Self-declared assets and income will
bring more revenue to government
(TSdAI)
Interest and penalty waived will
encourage taxpayers to declare their
total assets and income (IPW)
Non-prosecution of tax evaders will
serve as incentive to eligible
taxpayers to remit their outstanding
taxes and this will bring more revenue
to government (NPoTE)

160

1.00

5.00

4.5000

Std.
Deviation
.76067

160

1.00

5.00

2.9188

.90402

160

1.00

5.00

4.3438

.62492

160

1.00

5.00

4.2875

.79612
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Valid N (list wise)
160
Source: Field Survey and SPSS 23 Analysis Result (2019)
Table 1 above shows the descriptive statistics of the mean and standard deviation of the
components of the independent variables. The mean of 4.5000 implies that the majority of the
respondents believed VAIDS will bring more revenue to the coffers of the respective
government and with the standard deviation (SD) of 0.76067, it shows that the spread in
responses is about 76.067%. The outcome indicates that Tax on Self-declared Assets and
Income (TSdAI) had a mean of 2.9188 and standard deviation of 0.90402 respectively,
indicating that the majority of the respondents were undecided on whether or not TSdAI will
bring more revenue to the government, and with a spread in responses of about 90.4%. The
Interest and Penalty Waived (IPW) had a mean of 4.3438 and standard deviation of 0.62492
respectively, which indicates that the majority of the people believed IPW will encourage
taxpayers to declare their total assets and income and this is supported by the variation in
responses of about 62.5%. The Non-prosecution of Tax Evaders (NPoTE) had a mean of 4.2875
and standard deviation of 0.79612, which shows that NPoTE will serve as an incentive to
eligible taxpayers to remit their outstanding taxes, and this will bring more revenue to the
government. This is supported by the variation of 79.6% responses from the respondents. The
responses spread for all the variables ranges from 1.00 to 5.00.
Test of Hypothesis
There is no significant relationship between Voluntary Assets and Income Declaration Scheme
(VAIDS) and government revenue in Nigeria (Null hypothesis).
The extent of the relationship between the components of the independent variables (TSdAI,
IPW, NPoTE) was tested and the results of the multiple regression analysis in the Pearson
product correlation above as seen in appendix 3 shows that there is significant relationship
between the indicators of VAIDS implementation and the revenue generation of government.
This implies that the implementation of VAIDS vis-à-vis its components of Tax on Selfdeclared Assets and Income (TSdAI), Interest and Penalty Waivers (IPW) and NonProsecution of Tax Evaders (NPoTE) will lead to increase in the revenue of government as
shown in the revenue of the Federal government from 2016-2018 on table 5 below. In this
study, it is expected that VAIDS as represented by TSdAI, IPW, and NPoTE will positively
influence government revenue. This means that the coefficient of TSdAI (β1), IPW (β2), and
NPoTE (β3) will be greater than zero, mathematically denoted as βo, β1, β2, β3, > 0. Therefore,
the equation as shown in appendix 2 reveals that the a priori expectation of the model is
satisfied, and the result is satisfactory. GR = 3.999+ 0.009*TSdAI + 0.047*IPW +
0.063*NPoTE + 0.610
Analysis of factors hindering the effectiveness of Voluntary Assets and Income Scheme
(VAIDS)
The first objective of this study looked at the various factors hindering the effectiveness of
VAIDS, with the response value as follows:

Table 2: Statistical Results of Factors Hindering the Success of VAIDS
N
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Insufficient data base of the eligible taxpayers in 160 1.00
Nigeria.
Corruptible nature of tax officials in Nigeria.
160 1.00
The amnesty period of nine (9) months is too short in 160 1.00
view of the large population of the country.
Ineffectiveness of the implementation of the scheme 160 1.00
to the letter.
The awareness of the scheme is not effectively160 1.00
brought to the level of the larger eligible taxpayers
that live outside the major cities in Nigeria.
The lack of transparency on the part of government 160 1.00
on what the previous taxes collected were applied on
discourages taxpayers from fully cooperating with
government on VAIDS
The lack of proper understanding of the cost to use 160 1.00
between initial cost and valuation when declaring the
assets under VAIDS.
There is an existence of mistrust between taxpayers 160 1.00
and government, which makes the taxpayers to
always take every policy of government as a bait for
hidden agenda.
Valid N (listwise)
160
Source: Authors’ Computation using SPSS 23 (2019)

5.00

4.3688 .82127

.67449

5.00
5.00

3.9750 .99020
4.0750 .93533

.98050
.87484

5.00

3.9750 .91080

.82956

5.00

4.1187 1.01170

1.02355

5.00

4.0313 .93447

.87323

5.00

4.0250 .93129

.86730

5.00

4.0875 .98023

.96085

The mean of 4.3688 shows that the majority of the respondents agreed that there is an
insufficient data base of the eligible taxpayers in Nigeria and a standard deviation of 82. 1%
responses. This agrees with the study of Nangih, Idatoru and Kumah (2018). The mean of 3.975
shows that many of the respondents were undecided on the corruptible nature of tax officials
in Nigeria, with a variation of responses of 99.02% as shown by the standard deviation. The
mean of 4.075 shows that many respondents agree that the amnesty period of nine (9) months
is too short in view of the large population of the country, with a variation of responses of about
93.5% among other factors as stated on table 2.
The determinants of the benefits accruable to the three tiers of government on VAIDS
A total of 139 respondents, representing 86.9%, believed that the compliance level of the
relevant exclusive taxes due to the three tiers of government is a major determinant of the
benefit accruable to each of the tiers. As many as 127 respondents, representing 79.4%, believe
the multinationals will cooperate more than local firms, and that it will be a major determinant
of the benefits accruable to each of the three tiers of government. According to the results of
the questionnaire received from the respondents, 142 (representing 88.8%) believe the federal
government benefits more on VAIDS than the state and local governments. The study also
reveals that 78.1% of the respondents believed that local governments have no clear and visible
benefits on the implementation of VAIDS since most of the revenue is more of on-the-spot
taxes. On the accruable benefit to the local governments, 80% of the respondents also agreed
that several exclusive taxes to local governments are difficult to effectively be implemented
under the VAIDS. The findings show that 73.8% of the respondents agree that the federal
government will benefit more than the state governments through more revenue on corporate
tax, which is more than the amount generated on PAYE, under the scheme. Therefore, the
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results of the study show that the determinants of the benefits accruable to the three tiers of
government will be a function of the exclusive revenue to each of them.
Conclusions and recommendations
Based on the findings of this study, it has been established empirically that Voluntary Assets
and Income Declaration Scheme (VAIDS) is an effective and efficient policy of government
in increasing its revenue. The study also reveals that there are embedded factors that hinder the
effectiveness of the implementation of VAIDS, but at different degree. The findings agree with
findings by Nangih, Idatoru and Kuimah (2018) and Kiabel and Nangih (2018), who opine that
the implementation of VAIDS will result in the increase in revenue of government and that it
is an effective method for revenue growth in Nigeria. The findings also reveal that the
determinants of the benefit accruable to the three tiers of government include the compliance
level of the relevant exclusive taxes due to each of the three tiers. Therefore, it is suggested
that government should take the appropriate steps in tackling these factors to ensure that:
i.
there is a detailed computerized data base of eligible taxpayers, which should be linked
with their data in the records with all agencies of government including national identification
records, birth certificates, international passports, voter’s card, among others;
ii.
the corrupt elements among the officials of government be identified and prosecuted
appropriately to serve as deterrence to others;
iii.
it extends the amnesty beyond the planned period;
iv.
it brings the scheme to the door steps of those living in the rural areas, not just those in
the cities;
v.
the policy is strengthened to spell out the appropriate cost to use whenever a taxpayer
declares his or her assets, to reduce the incidences of ambiguities;
vi.
there is need for more transparency and accountability in the manner in which the taxes
collected are utilized;
vii.
there is more public awareness, not only on the penalties on non-compliance with tax
laws but also on the effect of compliance on the economy and the growth of the nation at large;
viii. The local government should be assisted by the federal and state governments in
ensuring that her exclusive taxes are appropriately implemented under the VAIDS.
It is therefore advised that Nigerian government should continue the policy of VAIDS, for it
will not only increase the revenue of government, but will also reduce the cost of prosecuting
tax evaders, which will then reduce the cost associated with revenue generation.
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Appendices
Appendix 1: Model Summary of VAIDS Implementation and Government Revenue
Change Statistics
R Square
Model Change
1

.005a

F Change df1

df2

Sig. F Change

.284

156

.837

3

Source: Authors’ Computation using SPSS 23 (2019)
a. Predictors: (Constant), Tax on Self-declared Assets/Income; Interest and Penalty Waived;

Non-Prosecution of Tax Evaders
b. Dependent Variable: Government Revenue
Appendix 2: Coefficients
Standardized
Coefficient s

Unstandardized
Coefficients
Model
1

B

Std. Error Beta

(Constant) 3.999 .610

72

T-Cal
(t)

T-Tab
(Sig.)

6.555

.000
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TSdAI

.009

.067

.011

.139

.890

IPW

.047

.098

.039

.481

.631

NPoTE

.063

.077

.066

.821

.413

Source: Authors’ Computation using SPSS 23 (2019)
Appendix 3: Correlations
VAR00016
Pearson Correlation GR

Sig. (1-tailed)

N

1.000

TSdAI

.005

IPW

.033

NPoTE

.062

VAR00016

.

TSdAI

.477

IPW

.339

NPoTE

.217

VAR00016

160

TSdAI

160

IPW

160

NPoTE

160

Source: Authors’ Computation using SPSS 23 (2019)
Appendix 4: Descriptive Statistics
Mean
VAR00016 4.5000

Std. Deviation N
.76067

160
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TSdAI

2.9188

.90402

160

IPW

4.3438

.62492

160

NPoTE

4.2875

.79612

160

Source: Authors’ Computation using SPSS 23 (2019)

Appendix 5: Variables Entered/Removeda
Variables
Variables
Entered
Removed
Model
Method
1
NPoTE,
TSdAI,
IPWb

. Enter

Source: Authors’ Computation using SPSS 23 (2019)
a. Dependent Variable: Government Revenue
b. All requested variables entered.

Appendix 6: Coefficients
95.0% Confidence Interval for
B
Model

Lower Bound

Upper Bound

1
(Constant)

2.794

5.204

TSdAI

-.124

.143

-.146

.240

-.089

.214

IPW

NPoTE
Source: Authors’ Computation using SPSS 23 (2019)
a. Dependent Variable: Government Revenue (GR)
Appendix 7: SPSS Results of Responses to Compliance Related Questions
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N

Minimum Maximu Mean Std.
Variance
m
Deviation
Insufficient data base of the eligible taxpayers in 160 1.00
5.00
4.3688 .82127
.67449
Nigeria.
Corruptible nature of tax officials in Nigeria.
160 1.00
5.00
3.9750 .99020
.98050
The amnesty period of nine (9) months is too short in 160 1.00
5.00
4.0750 .93533
.87484
view of the large population of the country.
Ineffectiveness of the implementation of the scheme 160 1.00
5.00
3.9750 .91080
.82956
to the letter.
The awareness of the scheme is not effectively160 1.00
5.00
4.1187 1.01170 1.02355
brought to the level of the larger eligible taxpayers
that live outside the major cities in Nigeria.
The lack of transparency on the part of government 160 1.00
5.00
4.0313 .93447
.87323
on what the previous taxes collected were applied on
discourages taxpayers from fully cooperating with
government on VAIDS
The lack of proper understanding of the cost to use 160 1.00
5.00
4.0250 .93129
.86730
between initial cost and valuation when declaring the
assets under VAIDS.
There is an existence of mistrust between taxpayers 160 1.00
5.00
4.0875 .98023
.96085
and government which makes the taxpayers to always
take every policy of government as a bait for hidden
agenda.
The compliance level of the relevant exclusive taxes 160 1.00
5.00
4.2688 .83720
.70090
due to the tiers of governments will determine the
benefits accruable to each tier of government.
The Federal government will benefit more on VAIDS 160 1.00
5.00
4.1438 .83060
.68990
than the State governments and Local governments.
Local governments have no clear and visible benefits 160 1.00
5.00
4.0750 .99401
.98805
on the implementation of VAIDS since majority of
their revenue are more of on-the-spot taxes.
Under the VAIDS, corporate tax is higher than the 160 1.00
5.00
4.0250 1.00908 1.01824
Pay As You Earn (PAYE).
Under the VAIDS, multi-national firms cooperate 160 1.00
5.00
4.0625 1.07392 1.15330
more with government than the local firms.
Many tax payers will not disclose assets like number 160 1.00
5.00
3.8750 1.06251 1.12893
of television sets and radio sets that they have at their
various homes.
Several exclusive taxes to local governments are 160 1.00
5.00
4.0312 1.06648 1.13738
difficult to effectively be implemented under the
VAIDS
VAIDS will bring more revenue to the coffers of the 160 1.00
5.00
4.5000 .76067
.57862
respective government.
VAIDS will increase the number of compliant 160 1.00
5.00
4.1000 .88453
.78239
taxpayers in Nigeria.
VAIDS is an effective policy of reducing incidences 160 1.00
5.00
4.0625 .89504
.80110
of tax evasion.
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VAIDS will reduce the cost of generating revenue for 160
government.
VAIDS will bridge the gap of mistrust between 160
government and taxpayers, making the latter to
declare more of their hidden and undisclosed income.
Self-declared Assets and Income will bring more 160
revenue to government
Interest and Penalty Waived will encourage taxpayers 160
to declare their total assets and income
Non-prosecution of tax evaders will serve as 160
incentive to eligible taxpayers to remit their
outstanding taxes and this will bring more revenue to
government
Valid N (listwise)
160
Source: Field Survey (2019)
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1.00

5.00

3.9750 .95792

.91761

1.00

5.00

4.0375 .91725

.84135

1.00

5.00

2.9187 .90402

.81726

2.00

5.00

4.3438 .62492

.39053

1.00

5.00

4.2875 .79612

.63381
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MANAGEMENT QUALITY AND FINANCIAL DISTRESS: EVIDENCE FROM THE
NIGERIAN BANKING SECTOR
AYOOLA, T
Department of Management & Accounting, Obafemi Awolowo University, Ile-Ife, Osun
State, Nigeria
ORCID 0000-0001-8133-7294
Abstract
This study empirically examines the effect of bank-specific management quality variables on
financial distress proxied by cost and profit inefficiencies in the Nigerian banking industry.
Using annual financial data of 18 banks for an eleven-year period from 2007 to 2017,
unbalanced panel data analyses are carried out using Data Envelopment Analysis (DEA) by
first evaluating DEA scores for financial distress and then regressing them on bank-specific
variables measuring management quality using fractional regression model. The analyses show
that the banks with less efficient management are characterised by low operating income to
employees, which demonstrates inability to use employee resources effectively. The results
also show that other indices of less efficient management that can lead banks to financial
distress are high interest expense to deposits, low interest income. The study, therefore,
concludes that management of financially distressed banks exhibit inefficient control over noninterest and interest expenses and poor determination of appropriate personnel that can
maximise revenue for the banks.
Keywords: Nigerian banking industry,
management quality, fractional regression

financial

distress,

efficiency,

DEA,

Introduction
The banking sector occupies a strategic role in economic growth and development of any nation
(Bhattarai, 2019; Sinha and Grover, 2019) through its intermediation process, which improves
productivity (Kiemo et al., 2019). This critical role of intermediation makes it necessary for
government and regulatory agencies to ensure stability and efficient functioning of the banking
system (Khan et al., 2018; Xiang et al., 2011). Therefore, regulatory agencies have continued
to regulate the system and insulate it against instability. However, despite regulatory
interventions by government, the sector has been bedevilled with financial distress, with its
attendant problems, such as the erosion of public confidence in the sector and massive loss of
shareholders’ fund (Innocent et al., 2019; Le and Viviani, 2018).
Financial distress, especially in the banking industry, is a common phenomenon that has
generated considerable interest by all countries because of both its direct and indirect costs to
the economy (Kazemian et al., 2017; Xiao et al., 2012). Betz et al. (2014), citing previous
works (Rose and Spiegel, 2011; Reinhart and Rogoff, 2008) posit that studies are concentrating
on discovering patterns of financial distress. Thus, a major focus in financial distress studies,
which is an extensive ongoing research topic, is the ability to identify early warning signals of
financial distress (Chandhuri and De, 2011; Charalambakis and Garrett, 2019; Ghandi et al.,
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2019; Indriyanti, 2019; Sun et al., 2014). Banks that cannot identify signals of financial distress
and take proactive measures as early as possible will get bankrupt, which is seen as the most
widely considered consequence of financial distress (Geng et al., 2015). Additionally, early
warning signal is an important tool from the Pillar 2 banking supervision framework (Rosa and
Gartner, 2018). In the last few years, studies have identified several variables, such as asset
quality deterioration, capital adequacy deficiencies, improper risk practices, amongst other
factors as probable determinants of financial distress (Ashraf et al., 2019; Khalad et al. 2014).
According to Betz et al. (2014), studies on bank distress adopts the Uniform Financial Rating
System christened as “CAMELS ratings system”, where the acronyms “CAMELS” refer to
‘capital adequacy’, ‘asset quality’, ‘management quality’, ‘earnings and profitability’,
‘liquidity’, and ‘sensitivity to market risk’. While wide-ranging financial ratios have been used
extensively in literature to proxy capital, asset quality, earnings, and liquidity characteristics of
business organisations, limited studies have been carried out on management quality
(Alexandridis et al., 2018). This is because the “assessment of management quality requires
professional judgement of a bank’s compliance to policies and procedures, aptitude for risk
taking, development of strategic plans, and the degree of involvement by the bank’s
management in making decisions” (Barr and Siems, 1996). Thus, management is viewed as
critical to the success or failure of businesses, and a likely determinant for firm performance
(D’ Amato and Gallo, 2017). Consequently, the role of management quality on business’s
success has been a central focus of an extended literature (Mamatzakis et al., 2019).
Management quality has been interpreted in diverse ways, and some of these are: it refers to
the capacity of the management to manage the banks efficiently and to manage risks and
capitalization (Barr and Siems, 1996; Seballos and Thomson, 1990). It has also been interpreted
as the intertemporal relationships between non-performing loan, credit risk and capitalization
(Cantrell, 2013; Podpiera and Weill, 2008; Rossi et al., 2005; Williams, 2004; Zaghla and
Boujelbene, 2013). Studies (e.g., Alexandridis et al., 2018; Koju et al., 2018), in view of the
need to study banking management as a means of enhancing financial stability consequent on
the past financial crisis, have, therefore, called for more research that analyses human element
for richer analysis of the skills of the management team piloting the affairs of banks. The
quality of bank management has been contemplated as one of the leading causes of distress
(Gestel et al., 2006). The call is grounded on the assumption that distress may result from mismanagement, and the difference between healthy and distressed banks lies in the calibre of
management and its ability to make appropriate decisions.
Beaver (1966) pioneered the univariate discriminant analysis to predict financial distress, and
the method was later extended to a multivariate analysis by Altman (1968). Subsequently,
discriminant analysis, binary models, survival analysis, neural network model, amongst other
techniques dominated the financial distress literature. However, these methodologies have been
found to have some disadvantages, thereby giving rise to need for other techniques of analysing
financial distress (Noor et al., 2012). Recently, data envelopment analysis (DEA), a technique
in operations research, has been added as an alternative approach in financial distress literature
(Cielen et al., 2004; Emel et al., 2003; Li et al., 2017; Mousavi et al., 2019; Paradi et al., 2004;
Xu and Wang, 2009; Yeh et al., 2010). The strength of DEA lies in its ability to suit the
multidimensional system of bank performance, handle multiple input and output variables
without making judgement on their relative importance, and work well without the
specification of a functional form (Fethi and Pasiouras, 2009). Avkiran and Cai (2012), citing
previous studies (Avkiran and Morita, 2010; Paradi et al., 2004; Pille and Paradi, 2002;
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Premachandra et al., 2009), posit that the DEA technique is highly suited to predict financial
distress. Moreover, studies on the link between management quality and financial distress are
limited. All of these facts create the need for studies with an appropriate model that consider
bank-specific management quality variables for financial distress. This study, therefore, sought
to fill this gap in literature by examining the effect of management quality on financial distress
in Nigerian deposit money banks.
The structure of the paper is as follows: A selective review of the literature is presented in
section 2. The research method is described in section 3, while analysis of findings is contained
in section 4. The last section is dedicated to the conclusion and policy recommendations.
Review of Literature
Financial Distress in the Nigerian Banking Industry
The definition of financial distress is not uniform in literature. It differs from nation to nation,
taking into cognisance socio-cultural, laws and economic development of each nation (Lim and
Zhu, 2013; Waqas and Md-Rus, 2018). Four generic terminologies that have been used
interchangeably for financial distress include ‘failure’, ‘insolvency’, ‘default’, and
‘bankruptcy’. According to Habib et al. (2018), “failure occurs when revenue is insufficient to
cover costs; insolvency refers to firms’ inability to settle current obligation; default refers to
deteriorating firm performance; and bankruptcy is the final undesired outcome of financial
distress”. Financial distress refers to a condition that is characterized by a significant
impairment of the ability of a firm to meet its obligations to its creditors and other stakeholders
due to insufficient cash flows (Apergis et al., 2019; Cheng et al., 2019). Alashi (2002) posits
that a bank is financially distressed when it displays symptoms such as: high proportion of nonperforming loans, gross under-capitalization, illiquidity, and overdrawn position with the
Central Bank, low earnings that results in massive operational losses, boardroom squabbles,
weak management, inefficient internal control, fraud, and insider abuse among other factors.
In Nigeria, there have been many episodes of financial distress in the banking sector. Some of
the reasons adduced for the distress include, but are not limited to, lack of managerial expertise
and inexperienced personnel, lack of adequate capital, poor asset quality (Umoh, 2004). The
government of Nigeria, has, through the instrumentality of regulatory framework, developed
different strategies to curb this menace because of its negative effect on the economy (Ailemen,
2003; Mainoma, 2010; Nworji et al., 2011; Ogunleye, 2002; Sanusi, 2010). In order to reduce
the incidence of financial distress, enhance the sector, and position it for international
competitiveness, a consolidation exercise for deposit money banks was embarked upon by the
Central Bank of Nigeria (CBN) (Soludo, 2009; Umoren and Olokojo, 2007). The banking
industry at that time was bedevilled with perennial problems such as high proportion of bad
loans, capital deficiency, weak and inefficient management, poor asset quality, among other
issues. Following the outcome of the global financial crisis that began in 2007 from the United
States of America, indices of systematic crisis showed up in the banking sector with CBN
providing support to the sector. Though the financial distress in the Nigerian banking industry
can be traceable partly to the global financial crisis, the banks contributed to the crisis through
the granting of unsecured loans to related parties, poor corporate governance, insider abuse,
etc. The CBN, therefore, ordered a special examination of the financial condition of the 24
banks. The investigation revealed the financially ‘grave situation’ of nine banks, resulting in
the dissolution of the boards of the affected banks. Consequently, the CBN injected Tier II
capital, amounting to US $ 4.1 billion, into the banks (Fadare, 2011; Sanusi, 2010). All these
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events continue to raise suspicion about the efficiency of Nigerian banks, hence, the need to
find better models that will act as early warning signals for incidence of financial distress.
Theoretical and Empirical Literature
The theoretical literature on the effect of management quality on financial distress is mixed.
Two common hypotheses considered relevant to this study are the “bad management” and “bad
luck” hypotheses. According to the “bad management” hypothesis, financial distress is
occasioned by inefficient utilization of resources by poor management. Thus, poor performance
in terms of insufficient monitoring and controlling of operating expenses, which reflects in low
cost efficiency and financial difficulties, is a signal of poor and inefficient management (Berger
and DeYoung, 1997; Crespi and Aliano, 2017; Podpiera and Weill, 2007). The “bad
management” hypothesis is complemented by the “expense preference” theory which posits
that management might choose to overspend on certain kinds of expenditures such as staff
expenses and emoluments, and other expenses at the detriment of cost efficiency (Gropper and
Beard, 1995; Mamatzakis et al., 2019). The policy implication of “bad management”
hypothesis is the need for management to look inward and consider cost containment in order
to avoid financial difficulties. Thus, management should focus on internal processes for cost
efficiencies. The second hypothesis is the “bad luck” hypothesis, which posits that financial
distress may be triggered off by macroeconomic or exogenous events which are beyond the
control of management (Berger and DeYoung, 1997; Podpiera and Weill, 2007). This event
may results in problems such as non-performing loans coupled with increases in additional
expenses by management to solve such problem. The policy implication of the “bad luck”
hypothesis is the need for regulatory agencies to protect the banking sector from external
shocks.
In the same analysis, the empirical literature on the effect of management quality on financial
distress is limited and mixed. A strand of empirical literature (e.g. Podpiera and Weill, 2008;
Reddy, 2011; Williams, 2004) aligns with the “bad management” hypothesis, while a second
strand of literature (e.g. Rossi et al., 2005; Skarica, 2014) aligns with the “bad luck” hypothesis.
A third strand of literature (e.g. Louzis, et al., 2012; Rossi et al., 2005) aligns with both “bad
management” and “bad luck” hypotheses. A common thread in these empirical studies
(Podpiera and Weill, 2008; Reddy, 2011; Rossi et al., 2005; Williams, 2004; Zaghla and
Boujelbene, 2013) is that the effect of management quality is expressed as “intertemporal
relationship between efficiency, problem loans, capitalization and credit risks and the sign and
direction of these intertemporal relationships are construed as evidence of specific types of
management behaviour namely bad management, bad luck, skimping and moral behaviour”.
This present study departs from prior studies by focusing on bank specific variables that are
within the control of management in line with “bad management” hypothesis.
A second gap in prior studies relates to methodological issues. A large number of studies have
used a variety of techniques, including the standard linear regression model, fixed and random
effects regression models, censored normal regression model (i.e., Tobit model), Simar and
Wilson (2007) model and fractional regression model (Hoff, 2007; McDonald, 2009;
Oberhofer and Pfaffermayr, 2014). The standard linear model, including fixed and random
effects regression models, has been considered inappropriate for analysis involving fractional
values. This is because these models allow predicted values to lie outside the admissible
interval (0, 1) determined by the measurement scale (Papke and Wooldridge, 2008; Pericoli et
al., 2013). Numerous studies (Ferrari and Cribari-Neto, 2004; Kieschnick and McCullough,
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2003; Paolina, 2001; Ramalho et al., 2011) found evidence that the conditional expectation
function of a regression model for proportional data observed (0, 1) is nonlinear, and the
conditional variance is a function of the mean. The two-limit Tobit regression has also been
considered as a conceptually flawed model for proportional data because DEA efficiency
scores are not observationally censored as implied by the Tobit model, but are defined only
over the interval (Cook et al., 2008; McDonald, 2009; Simar and Wilson, 2007).
A model that avoids the problems associated with using linear and Tobit models in the DEA
framework is tthe fractional regression model (FRM). Papke and Wooldridge (1996, 2008)
propose a one-part fractional regression model to deal with the dependent variable defined on
the unit interval, irrespective of whether boundary values are observed. Ramalho et al. (2010,
2011) propose a two-stage fractional regression model with the use of flexible families of
probability distributions to describe the response behaviour of performance measures defined
over the interval. The FRM is an extension of the general linear model to a class of functional
forms that circumvent most of the known issues of the traditional econometric models for
bounded variables (Gallani et al., 2016). The core assumption under the FRM is that the
conditional mean of the response variable is related to the linear index through a link function.
E(y/x) = G (xθ)
Where G (.) is a non-linear function satisfying the constraints (0 ≤ G (.) ≤ 1). The partial effect
then follows.
𝐸 (𝑦/𝑥)
𝜕𝑥𝑗

= 𝜃𝑗𝑔 (𝑥𝜃)

Four standard FRM general linear model link functions under binomial dispersion:

𝑒 𝑥𝜃
1+ 𝑒 𝑥𝜃

G(x𝜃) =

Logit

𝛷 (𝑥 𝜃 )Probit
𝑒 𝑒 -xθ

Loglog

1 - 𝑒 𝑒 -xθ Cloglog
Papke and Wooldridge (1996) further posit that once the link function is appropriately
specified, the estimator θ will be asymptotically normal and consistent, irrespective of the
distribution of y conditional on x. This position eliminates the criticism against the use of DEA
in terms of its inability to conduct statistical inference (Assaf et al., 2011).
Methodology
Data and Variables
The study includes an unbalanced panel data set extracted from annual reports of 18 deposit
money banks in Nigeria between 2007 and 2017. The focus on one industry, that is banks, is
premised on the argument of Li et al. (2014) that the concept of efficiency will have no meaning
when different technologies are used by DMUs over a heterogenous sample (Cielen et al.,
2004; Premachandra et al., 2009; Premachandra et al., 2011; Shetty et al., 2012).
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The description of the dependent variable and independent variables is as follows:
Dependent variable: The dependent variable is financial distress, which is estimated using Data
Envelopment Analysis (DEA). DEA is applied to derive efficiency scores that can be used to
discriminate between distressed and healthy banks (Ouenniche and Tone, 2017; Simar and
Wilson, 2011). The concept of DEA was first introduced by Farrel (1957), and modified by
Charnes et al. (1978) and Banker et al. (1984). It is a non-parametric linear programming
methodology for measuring the efficiency firms with multiple inputs and outputs. The
efficiency score is expressed as a number between “0” and “1.” A DMU with a score less than
1 indicates inefficient or has a tendency to be distressed and a score of strictly 1 indicates
efficient or healthy DMUs (Lim and Zhu, 2013; Mehdiloozad et al., 2014; Yang and Morita,
2013). The implication of this hypothesis is that lower efficiency scores (i.e. 0- 0.9) are
indicative of financial distress, while higher efficiency score (i.e. 1) indicate healthy banks
(Wanke et al., 2015). The Variable Return to Scale (VRS) assumption was adopted in
preference to the Constant Return to Scale (CRS) because CRS is relevant when decision
making units (DMUs), in this instance, deposit money banks, operate at an optimal scale.
Furthermore, studies have shown that banks may not operate at optimal scale because of
imperfect competition and financial constraints and the use of CRS in this circumstance will
result in biased output (Coelli, 1998; Fadzlan and Muzafar, 2012). In the defence of the use of
VRS, the assumption encloses the data tightly and provides outputs that are equal or better than
that of the CRS assumption; and ensures that each DMU is only benchmarked against its peers,
amongst other advantages (Wanke et al., 2015). Thus, the feature of VRS makes DEA ideally
suited for banks’ regulatory agencies, especially when their focus is on identifying the efficient
and inefficient firms within an industry (McWilliams et al., 2005).
In the selection of input and output variables, the study adopted the intermediation approach in
preference to the production approach. This is based on the premise that the intermediation
approach is better suited for assessing the efficiency of firms (Berger and Humphrey, 1997;
Resende and Silva, 2007), especially where the objective is to evaluate the economic viability
of banks because the method accommodates the total costs of banking (Benston, 1965; Benston
et al., 1982; Kamberoglou et al., 2004; Kumar and Gulati, 2008). Consequently, the input and
output variables based on the intermediation approach for both cost and profit models are
shown on Table 1 below. Technical efficiency can also be viewed from two perspectives: inputoriented efficiency and output-oriented efficiency. The input oriented efficiency model is
adopted on the premise that bank management has higher control over inputs than outputs
(Fadzlan and Muzafar, 2012; Fethi and Pasiouras, 2010). Furthermore, many studies select
input-oriented measures because the input quantities are reputed to be primary decision
variables (Delis et al., 2008). Efficiency can be assessed in terms of costs, profits or revenue.
Studies in bank efficiency are usually based on costs, with a few attempts to compare profit
and cost efficiency measures and even fewer studies to analyse other alternative measures such
as worst practice method (Juo et al., 2015; Mahdavi et al., 2012).
Studies have demonstrated the importance of the maximum number of variables to discriminate
between healthy and distressed banks (Jenkins and Anderson, 2003). Cooper et al. (2007)
suggests “3 times the number of DMUs as there are input and output variables (i.e., 3 x number
of inputs + the number of outputs < number of DMUs)”. Thus, in order to maintain the
discriminating ability of DEA, the number of inputs and outputs is limited to a total of 5
variables for both cost and profit models.
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Table 1: Input and Output Variables for Cost and Profit Efficiencies
PANEL A: COST EFFICIENCY

PANEL B: PROFIT EFFICIENCY

INPUT VARIABLES:

INPUT VARIABLES:

Equity

Interest Expense

Fixed Assets

Operating Expense

OUTPUT VARIABLES:

OUTPUT VARIABLES:

Gross Loan

Interest Income

Non-Performing Loan

Operating Income

Loan Loss Provision

Gross Revenue

Sources: Barr and Siems (1996), Betz et al. (2014), Fethi and Pasiouras (2010) and Rossi et
al. (2005).

Independent variables: The independent variable is management quality. In line with previous
studies (Barr and Siems, 1996; Cantrell, 2013; Rossi et al., 2005; Seballos and Thomson, 1990;
Williams, 2004; Zaghla and Boujelbene, 2013), management quality is proxied using fifteen
variables. These variables, alongside their A priori expectations, are shown on Table 2. The
choice of the explanatory variables is influenced by the “bad management” hypothesis on
which the study is anchored.

Table 2: Definitions and A priori Expectation of Management Quality Variables
S/NO VARIABLES

CODING FORMULA

1

Assets to employees

Ape

2

Operating income to
employees
Non-interest expense to
assets
Interest expense to
assets
Staff cost to assets
Interest expense to
deposits
Cost-to-income ratio

Oipe

3
4
5
6
7

Niepa
Iepa
Sepa
Iepd
ctir/eff

Assets/ Number of
employees
Operating income/
Number of employees
Non-interest expense/
Total assets
Interest expense/ Total
assets
Staff cost/Total assets
Interest expense/ Deposits
Operating expense/
operating income
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Scpoi

Staff cost/ Operating
+/ -income
9
Rev
Net interest income/
-Earning Assets
10
Operating expense to
Oepa
Operating expense/ total
+
assets
assets
11
Staff cost to total
Scte
Staff cost/(Interest expense + / -expense
+ Non-interest expense)
12
Burden
Burden
Non-interest expense—
+
Non-interest income
13
Burden efficiency ratio Bureff
(Non-interest expense—
+
Non-interest income)/
Assets
14
Implicit lending ratio
Income
Interest income/Total Loan -15
Interest expense ratio
Ier
Interest expense/Interest
__
income
Source: Barr and Siems (1996), Rommer (2005), DeYoung (2003), Seballos and Thomson
(1990) and Shumway (2001).

3.2 Model Specification
In this study, the fractional regression model developed by Ramalho et al. (2010) is adopted
and the following regression models are tested:
𝑌𝑖𝑡 = 𝛽0 + 𝛽1 𝑋1 𝑖𝑡 + 𝛽2 𝑋2 𝑖𝑡 + 𝛽3 𝑋3 𝑖𝑡 … … … … … … … + 𝛽10 𝑋10 𝑖𝑡 + 𝜀𝑖𝑡 Eq. (1)
𝑌𝑖𝑡 = 𝛽0 + 𝛽1 𝑋1 𝑖𝑡 + 𝛽2 𝑋2 𝑖𝑡 + 𝛽3 𝑋3 𝑖𝑡 … … … … … … … + 𝛽10 𝑋10 𝑖𝑡 + 𝜀𝑖𝑡 Eq. (2)
Where:
𝑌𝑖𝑡 𝑖𝑛 𝑒𝑞𝑢𝑎𝑡𝑖𝑜𝑛 1 = 𝐷𝑒𝑝𝑒𝑛𝑑𝑒𝑛𝑡 𝑣𝑎𝑟𝑖𝑎𝑏𝑙𝑒 = 𝑐𝑜𝑠𝑡 𝑒𝑓𝑓𝑖𝑐𝑖𝑒𝑛𝑐𝑦 = (𝑐𝑜𝑠𝑡_𝑒𝑓𝑓)
𝑌𝑖𝑡 𝑖𝑛 𝑒𝑞𝑢𝑎𝑡𝑖𝑜𝑛 2 = 𝐷𝑒𝑝𝑒𝑛𝑑𝑒𝑛𝑡 𝑣𝑎𝑟𝑖𝑎𝑏𝑙𝑒 = 𝑝𝑟𝑜𝑓𝑖𝑡 𝑒𝑓𝑓𝑖𝑐𝑖𝑒𝑛𝑐𝑦 = (𝑝𝑟𝑜𝑓𝑖𝑡_𝑒𝑓𝑓)
The large number of the independent variables may result in over-fitting of the model. Hence,
the principal component analysis (PCA) is employed to determine an optimal sub-set of
variables and remove those variables that will not make a significant contribution in the model
(Field, 2005; Hazar and Osman, 2015). Principal component analysis, using the VARIMAX
method, was adopted to obtain a parsimonious number of variables (Mousavi and Ouenniche,
2018). The results of the PCA show eight independent variables with eigenvalue > 1 and with
a total variance of 86%. These variables are operating income to employees (oipe), non-interest
expense to assets (niepa), interest expense to deposits (iepd), burden efficiency ratio (bureff),
lending ratio (lending), revenue efficiency (rev), interest expense to assets (iepa), and burden
ratio (burden). Consequently, the model is adjusted to reflect the results of PCA. Variables are
winsorized at 1% and 99% levels to minimise the risk of outliers that may drive the result
(Irresberger et al., 2015).
The study adopted four functional forms that define the required constraints on the conditional
mean of the explained variable, and these are probit, logit, loglog and complementary loglog.
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The models are estimated using pooled Quasi-Maximum Likelihood (QML). A RESET test of
specification and a generalised goodness-of-functional form (GOFF) are performed to ensure
the adequacy of the models.

Data Analysis Strategy
The data is analysed using STATA 15.1 for Windows. The statistical significance threshold is
set at 0.05. A two-stage analysis technique is adopted. In the first stage, DEA is applied to
derive efficiency scores that discriminate between financially distressed and healthy banks. In
the second stage, the fractional regression model proposed by Ramalho et al. (2011) is applied,
which incorporates the efficiency scores as explained, and variable and bank specific
management quality variables as explanatory variables. Prior to the analysis of data in the
second stage, a battery of pre-estimation techniques was deployed. First, principal component
analysis was deployed to obtain a parsimonious number of variables out of the fifteen
explanatory identified in literature using VARIMAX rotation technique. Secondly, a RESET
test of specification and a generalised goodness-of-functional form (GOFF) are performed.
Analysis of Findings
Descriptive Statistics
Table 3 below presents an analysis of descriptive statistics for both cost and profit models. The
mean score (n=172) averaged 0.556 (SD= 0.330) for cost model while for profit model, the
mean score (n=172) averaged 0.589 (SD=0.380). The coefficient of variation for the profit
model (0.777) is slightly greater than that of the cost model (0.593), which indicates that profit
efficiency has more variability relative to its mean than the cost model. A paired sample t test
was applied to determine the existence or otherwise of a statistically significant mean
difference between cost and profit efficiency models. The findings showed that there was a
statistically significant mean difference in the mean scores between cost and profit models, t
(163) = 2.52, p <0.05. Out of 172 observations, the mean efficiency score for cost model was
0.556 and 0.589 for the profit model. The score for profit model was higher than that of cost
model with a mean difference of 0.066.
Table 3: Descriptive Statistics of Cost and Profit Efficiency Models
Statistics

Number

Mean

Median

Minimum

Maximum

Variance

Cost
Efficiency

172

0.5557

0.5889

0.1

1

0.1088

Profit
Efficiency

172

0.4893

0.5305

0.1

1

0.1444

Estimation of efficiency scores was based on the Intermediation approach using the inputoriented VRS model. Estimation is done in Stata 15.1
Source: Author’s computation (2019)
Discussion of Findings
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This study examines the effect of management quality on financial distress in Nigerian deposit
money banks. Financial distress is modelled with efficiency scores where scores of ‘1’ mean
financially healthy banks while scores between 0 and 0.9 suggest different levels of
inefficiencies and by implication different levels of financial distress. The dependent variable
is financial distress proxied by efficiency scores derived from the application of DEA, while
the independent variables are the management quality variables. While many techniques,
including Tobit regression, least squares, and Simar and Wilson (2007) bootstrap method, fixed
and random effects regression have been applied in prior studies, this study adopts the
fractional regression model.
A Ramsey RESET test was conducted to assess specification error (Ramalho et al., 2011). The
results of the test are shown on tables 4 and 5; all the models for both cost efficiency (Table 4)
and profit efficiency (Table 5) have correct specification at 5% significance level. Additional
analysis of the model fit is carried out using Akaike Information Criterion (AIC) and Bayesian
Information Criterion (BIC). These indices provide a medium to test the fit of the models
through their likelihood estimates. According to both AIC and BIC indices, loglog indicates
superior relative fit based on “the less the better” criterion for cost model (Table 4) while
complementary loglog indicates the best relative fit for profit model (Table 5). The application
of the R-squared test also favour the loglog model based on “the higher the better” criterion for
the cost model while it favours complementary loglog for the profit model. The model having
a loglog conditional mean function is considered as the most appropriate link specification in
the GOFF test for cost model while the model with a complementary loglog mean function is
considered as the most appropriate link specification for the profit model,
Table 4: Fractional Component of a Two-Part Fractional Regression Model Results
with Four Link Function Specification for Cost Model
Dependent Variable Efficiency Score (Healthy/ Distressed
Banks score)
Logit

Probit

Loglog

Complementary
loglog

0.0311 **
(2.13)
-14.9434 *
(-1.78)

0.0190 **
(2.18)
-9.0907 *
(-1.80)

0.0250 **
(2.18)
-8.8486 *
(-1.77)

0.0187 **
(2.15)
-12.3825 *
(-1.80)

iepd

-22.1233 **
(-2.24)

-13.5799 ** -13.0226 **
(-2.27)
(-2.19)

-18.0758 **
(-2.24)

bureff

22.9523 **
(2.21)
-2.3651 *
(-1.83)
3.3834

13.9570 **
(2.25)
-1.4656 *
(-1.85)
2.2899

17.4938 **
(2.14)
-1.8263 *
(-1.76)
2.6608

Regressors:
Oipe
niepa

lending
Rev

14.5859 **
(2.44)
-1.5446 *
(-1.89)
2.6612
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(0.36)
10.7195
(0.66)
-0.0000
(-1.15)
1.0567
(1.53)

Iepa
burden
_cons

(0.40)
6.4843
(0.65)
-0.0000
(-1.14)
0.6418
(1.53)

(0.43)
4.1277
(0.41)
-0.0000
(-1.26)
0.9722**
(2.25)

Summary
Statistics
N
172
172
172
AIC
1.143985
1.143973
1.141916
BIC
-402.8970
-402.8983
-403.108
Log likelihood -49.3432549 -49.342598 -49.23773854
R-Squared
0.24148494
0.24128218 0.24705155
RESET
0.1962
0.2132
0.2907
GGOFF
0.2576
0.2445
0.3208
Z-Statistics in parentheses; *p<0.10, **p<0.05, ***p<0.01

(0.40)
11.1177
(0.86)
-0.0000
(-1.00)
0.4948
(0.94)

172
1.146272
-402.6638
-49.45987408
0.23486157
0.1860
0.1736

Source: Author’s computation (2019)

Table 5:

Fractional Component of a Two-Part Fractional Regression Model
Results with Four Link Function Specification for Profit Model

Dependent Variable Efficiency Score (Healthy/ Distressed Banks score)
Logit

Probit

Loglog

Complementary
loglog

0.0299 *
(1.96)
-7.9789
(-0.94)

0.0177 *
(1.92)
-4.9656
(-0.98)

0.0180 *
(1.76)
-5.3641
(-1.11)

0.0218 **
(2.01)
-5.9447
(-0.86)

iepd

-25.0203 *
(-1.73)

-13.9640 *
(-1.82)

-12.0348 **
(-1.99)

-21.0489 *
(-1.67)

bureff

15.7887
(1.43)
-0.8397
(-0.45)
17.0267*
(1.80)
27.146

9.6416
(1.50)
-0.5335
(-0.47)
10.6356*
(1.83)
15.2736

9.3572
(1.54)
-0.5144
(-0.45)
10.8093*
(1.71)
13.7503

13.7026
(1.55)
-0.8199
(-0.54)
14.2732**
(2.01)
22.0316

Regressors:
Oipe
niepa

lending
Rev
Iepa
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0.0000
(1.06)
-1.1265
(-1.48)
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(1.33)
0.0000
(1.08)
-0.7018
(-1.52)

(1.37)
0.0000
(1.15)
-0.3953
(-0.85)

Summary
Statistics
N
172
172
172
AIC
1.127273
1.128063
1.130088
BIC
-397.4285
-397.3472
-397.1386
Log likelihood
-49.05457423
-49.095223
-49.19953859
R-Squared
0.19040534
0.18798706
0.18233828
RESET
0.4068
0.4089
0.1665
GGOFF
0.1982
0.2432
0.1511
Z-Statistics in parentheses; *p<0.10, **p<0.05, ***p<0.01

(1.25)
0.0000
(0.83)
-1.1989**
(-1.99)

172
1.127059
-397.4506
-49.04352619
0.19104465
0.8639
0.9848

Source: Author’s computation (2019)

The results of the fractional regression model show that for cost model, three variables are
statistically significant at 5 % level while for the profit efficiency model, two variables are
statistically significant at 5% significance level. Operating income to employee (oipe) presents
positive coefficients of 0.025 and 0.022 on cost and profit efficiencies. The variable shows a
statistically significant and positive relationship with efficiency. The implication for financial
distress is that as operating income to employees increases, the probability of financial distress
decreases. This finding is in agreement with the works of Donkor and Tweneboa-Kodua
(2013), and Tan and Florous (2012), which associate low operating income to employees with
less efficient management. Operating income per employee is an indicator of management
quality. It assesses the ratio of operating income to employees required to produce that level of
income. It measures management’s ability to use their human resources effectively (Donkor
and Tweneboa-Kodua, 2013). The positive coefficient of operating income per employee
suggests an efficient use of human resources by management to create profits for the bank. A
high ratio shows efficient management while a low ratio show less efficient management.
Therefore, financial distress may be reflected in management’s inability to generate high
operating income per employee.
Implicit deposit rate, defined as interest expense to deposits (iepd), presents a negative
coefficient of 13.023 in cost efficiency model only. This indicates a statistically significant
indirect relationship between implicit deposit rate and cost efficiency. The interpretation in
terms of financial distress is that as interest expense to deposit increases, the probability of
financial distress increases. This finding agrees with the works of Jha and Hui (2014), Rahman
et al. (2004), Sufian and Chong (2008) and Sufian (2011) that the higher the ratio of interest
expenses to deposits, the less efficient the bank management and the higher the probability of
financial distress. The implication of this result is that distressed banks, identified by low
efficiency, experience huge deposit outflows and respond by raising deposit rates to reduce the
loss.
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Burden efficiency ratio, which indicates the amount of non-interest expenses by non-interest
income as fraction of total assets (bureff), presents a positive coefficient of 14.586 in cost
efficiency model only. This indicates a statistically significant positive relationship between
burden efficiency ratio and probability of financial distress. A negative value of this variable
indicates that the bank is operating more efficiently. This finding agrees with the works of
Joseph et al. (2015) and Koch and MacDonald (2014). The greater the ratio, the more noninterest expenses exceed non-interest income for the bank’s balance sheet size, and the more
likely for banks to experience financial difficulties. A bank is, thus, better off with a low burden
ratio (Joseph et al., 2015). Smaller burden indicates that the bank is operating more efficiently
with respect to overhead costs, i.e., non-interest expense (Koch & MacDonald, 2014).
Revenue efficiency proxied by net interest margin (NIM), which is defined as net interest
income over earning assets, presents a positive and a statistically significant coefficient of
14.273 at the 5% level in the profit efficiency model only. The variable reveals that an increase
in revenue efficiency improves profit efficiency. The implication of the result shows that better
managed banks enjoy bigger margin, which will lead to profit efficiency in banks. In relation
to financial distress, a decrease in net interest margin indicates probability of financial distress
as the bank is seen as unable to generate sufficient income. This finding aligns with the findings
of Berger and Mester (2003), Raharjo et al. (2014) and Aburime (2007). Nys (2003) posits that
high margins may result in some degree of stability for a banking system in that it can
supplement profitability and capital of banks in order to insulate the system from exogenous
shocks. The net interest margin shows the ability of banks’ management to generate profits
from interest earning assets (Bektas, 2014; Iloska, 2014). The implication of this finding to
inefficiently managed banks is that a low margin may suggest a high loan default rate and an
indicator of growing tension or vulnerabilities in the banking sector (Saksonova, 2014)
Conclusion
The main purpose of the study is to examine the effect of bank-specific management quality
variables on financial distress in the Nigerian banking sector. Data of 18 banks are used for the
period between 2007 and 2017. The empirical model is estimated using the two-stage DEA
model, where DEA is used in the first stage to derive a reflection of financially healthy banks
versus distressed banks. The fractional regression model is used in the second stage to assess
the management quality determinants of financial distress and management superintend
operations, including the management of loan quality and profitability. The results of the study
show that banks managed by less efficient management may be faced with the probability of
financial distress, and the symptoms of their incapability are their inability to use their
resources effectively, inefficiency in monitoring overhead expenses, high interest expenses,
low interest income and low profitability. Thus, a bank’s management quality is significantly
related to cost/expense management. While management of healthy banks show ability to
control and manage interest and non-interest expenses, management of distressed banks exhibit
inefficient expenses (both interest and non-interest). One reason is that banks with inefficient
management may face difficulty managing the costs of their operations therefore resulting in
operational inefficiency.
Several policy implications emerge from this paper. Firstly, banks in Nigeria need to embark
on operational efficiencies techniques that can make them stay competitive. Secondly, banks
must continue to deal with issues of high levels of operating costs in their operations. Thirdly,
profitable, sound and well managed banks enable the economy to stay competitive and able to
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withstand negative shocks. Therefore, promoting a healthy banking industry should be pursued
by regulators.
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TAX COMPLIANCE IN AN ECONOMIC CRIME ENVIRONMENT: A CASE
STUDY OF SOUTH AFRICA
SWANEPOEL, A
College of Accounting Sciences, University of South Africa, South Africa
Abstract
Tax compliance cost is a serious challenge to business leaders, government officials and private
individuals in South Africa. Given the important role of tax compliance in a tax administration
system, the objective of this article was to establish if cost of tax compliance could affect the
actions taken by taxpayers in this regard in South Africa. Primary data from web-based and
manual questionnaires were used to empirically analyse the perceptions of sentenced economic
crime offenders and role-players regarding the statement that tax compliance has become costly
in South Africa. The final realised sample included a total of 345 respondents from the various
populations of key role-players and a total of 82 economic crime offenders from Gauteng-based
correctional institutions. Mann-Whitney U tests were employed to test for significant
differences between the views of role-players and economic crime offenders. The majority of
both groups of respondents were of the opinion that tax compliance has become costly in South
Africa, although statistically significant differences exist in the degree of agreement. The
challenge for the taxpayers is, therefore, to address the cost of tax compliance. The research
assisted in identifying the challenges that tax compliance presents, and the shortcomings in
addressing this issue in South Africa.
Key words: Ethics, morality, conduct, tax laws, tax planning, tax risk management, tax
avoidance, tax evasion, economic crime

Introduction
Economic crime is a reality. Companies should develop a strategy to identify and handle the
risks associated with economic crime. It is important to understand, with regard to economic
crime, what can happen and what the likelihood is of it happening. Companies should also
determine the risk tolerance levels and should develop a cost effective economic crime
prevention, detection and investigative strategy.
Economic crime has become such an integral part of the work or business environment. It will
never be prevented completely, but certain definite measures might prevent or deter the
frequency and/or magnitude of the occurrence thereof. The objective of this study was to
determine whether the steps taken to prevent economic crime and sound management could
minimise the impact of fraud, corruption and related taxation consequences in South Africa. In
order to deal with the objective, it was necessary to determine, in general, the types of economic
crimes, such as white-collar crime, fraud, money laundering and corruption, that are
perpetrated and how such crimes can be prevented, detected and handled.
This research briefly examines some of the aspects of these economic crimes, the effect they
may have on society and taxation in general and the possible means of detecting, exposing and
appropriately addressing the perpetrators of such crimes. Rezaee and Riley (2010:25) contend
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that white-collar criminals are generally intelligent, determined, committed to success, highly
energetic, creative, good problem solvers, and aggressive. These characteristics are similar to
what is generally associated with successful entrepreneurs and leaders in business.
Mintchik and Riley (2019:44) state that white-collar fraud continues to dominate headlines, to
destroy lives and erode public confidence despite the best efforts of regulators and executives.
Murray (2018:228) contends that criminal activity continues to flourish because it is successful
in financial terms. According to Ross (2018:840), the proceeds of corruption have become a
major problem for many countries, including some of the world’s largest economies.
Gunasegaran, Basirudding, Rasid and Rizal (2018:1024) state that corruption and financial
statement fraud are the most common types of fraud in large organisations, while check
tampering, skimming, payroll and cash larceny feature more in small organisations.
The remainder of this article is structured as follows: section two provides an overview of
recent literature relating to economic crimes. This is followed by a section where the research
methodology and data analysis techniques are discussed. Section 4 provides the empirical
research results, whereafter the limitations of the study and implications for prevention of
economic crime in South Africa is discussed. The study then concludes with a summary of the
findings and provides directions for future research.
LITERATURE REVIEW
Definitions of economic crime
For the purpose of this article the following economic crimes will be discussed: white-collar
crime, fraud, money laundering and corruption.
White-collar crime
White-collar crime seems to include almost any financial or economic crime (Wells, 2008:12).
Doig (2006:4-5) argues that white-collar crime includes fraud because the former is
“committed through the use of some combination of fraud, deception or collusion” and
“corruption”. The term “white-collar crime” was first used in the 1940s by Edwin Sutherland,
an influential American criminologist in an address to the American Sociological Association
when he stated that “a white-collar crime is a crime committed by a person of respectability
and high social status in the course of his occupation” (Geis, 2007:134). Marriott (2018:36)
contends that white-collar crime is different from other crimes because of the type of offender
(usually from a higher socio economic level and often well educated), the offender’s
occupation (usually in a managerial of professional capacity), and the sophistication and/or
complexity of the offending. Green (2006:13) states that white-collar crime should be
understood as requiring, as an element that the offender must be:



a corporate entity or officer of such entity acting in his capacity as such; or
performing a particular job or serving in a particular position at the time, he committed the
offence.
Hanrahan (2017:61) states that white-collar crime is a financially motivated non-violent crime
committed by a business or an individual acting from a position of trust or authority. Bolonga
and Lindquist (1995:23) indicate that white-collar crime is primarily a criminal breach of trust,
a breaking or violation of duties, obligations, and responsibilities either by acts of commission
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or omission, by overt or covert action, as in a wilful fraud, theft, or embezzlement of entrusted
property, by inaction, as an oversight and neglect of duty, by negligent performance of duty as
imprudent and failure of judgement, or by exceeding one’s legal authority. For this reason,
Turner (2008:28) contends white-collar crime is internally directed. Hussain and Manzoor
(2014:395) are of the opinion that white-collar crime practices within an organisation should
be controlled to ensure long-term organisational success.
Fraud
Silverstone and Sheetz (2007:3) propose that fraud is an opportunistic infection that “bursts
forth when greed meets the possibility of deception”. It comes in many forms and its main
purpose is to gain an advantage over another party. Fraud as a concept has various definitions
because much of the attention is on the process of fraud (Doig, 2006:21). Wells (2007a: XIII)
puts forth the following universal themes about fraud:




Those who commit fraud usually do so without a grand plan; instead, they make bad
decisions, one after the other.
Like water, fraud follows the path of least resistance. That is, these offences are never more
complicated than they need to be in order to accomplish the perpetrator’s illicit goals.
Occupational fraud (those offences that occur in the workplace) follows definite patterns.

Schaeffer (2007:181) contends that fraud is a fact of life for organizations of all sizes.
According to Schaeffer (2007:181) crooks have no conscience and know no boundaries and
will take from whoever they can. It could therefore be argued that a fraudster may become a
product of his fraudulent actions.
The International Standard on Auditing 240 (ISA) (2010: paragraph 11) proposes that the term
“fraud” refers to “an intentional act by one or more individuals among management, those
charged with governance, employees, or third parties, involving the use of deception to obtain
an unjust or illegal advantage”. Vona (2008:45), on the other hand, defines fraud very
comprehensively as follows:
“Acts committed on the organization or by the organization or for the organization. The
acts are committed by an internal or external source and are intentional and concealed.
The acts are typically illegal or denote wrongdoing, such as in the case of financial
misstatement, policy violation, ethical lapse, or a perception issue. The acts cause a loss
of company funds, company value, or company reputation, or any unauthorized benefit
whether received personally or by others.”
Rezaee and Riley (2010:7), Simmons (1995:1), Wells (2008:8), Coenen (2008:7) and Turner
(2008:8) indicate that fraud occurs when all of the following elements exist:





an individual or an organisation intentionally makes a false representation about an
important fact or event of a material nature;
the false or reckless representation is believed by the victim (the person or organisation to
whom the representation has been made);
the victim relies upon and acts upon the false representation; and
the victim suffers loss of money and/or property as a result of relying upon and acting upon
the false representation.
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Money laundering
Zelenović, Vunjak and Mirović (2015:347) describe money laundering as the legalisation of
criminal capital of an acquired business or financial transactions to disguise the real origin of
the money. According to Gup (2007:3) money laundering is the conversion of the monetary
proceeds of criminal activity into funds with an apparently legal source, but without revealing
the true nature, source or ownership of those proceeds. Thus, the illegal proceeds are disguised
by introducing it into the legitimate commercial and financial environment.
Zelenović, Vunjak and Mirović (2015:348) are of the opinion that money laundering consists
of falsifying financial documents and the manipulation of the system of inter-banking
transactions. Money laundering, according to Zelenović, Vunjak and Mirović (2015:348),
manifests in tax evasion, the illegal trade in drug and arms, in organised gambling, prostitution,
and racketeering and organised criminal channels in the world.
Section 1 of the Financial Intelligence Centre Act No. 38 of 2001 defines money laundering or
a money laundering activity “as an activity which has or is likely to have the effect of
concealing or disguising the nature, source, location, disposition or movement of the proceeds
of unlawful activities or any interest which anyone has in such proceeds, and includes any
activity which constitutes an offence in terms of section 64 of this Act or section 4, 5 or 6 of
the Prevention of Organised Crime Act, No. 121 of 1998”.
Corruption
Stemplewska (2018:16) contends that corruption is the abuse of a social position to obtain
economic benefits for oneself. Silverstone and Sheetz (2007:12) view corruption as a category
of occupational fraud. Mintz and Morris (2011:91) describe occupational fraud as the “use of
one’s occupation for personal enrichment through the deliberate misuse or misapplication of
the employing organization’s resources or assets”. The Collins English dictionary and
thesaurus (2006:260) explains corruption to be the act of corrupting or the state of being
corrupt. To corrupt a person, as explained by the same source (2006:259), is to be open to,
involving bribery, or other dishonest practices. The person acting in a corrupt way becomes
morally depraved. Azim and Kluvers (2017:591) state that corruption is associated with
poverty, greed, unemployment, ineffective law enforcement, a lack of moral standards and
codes.
Stemplewska (2018:16) states that the world of business has accepted that corruption on a
smaller scale has for long been an accepted way of doing business, and in many counties is has
become an integral part in concluding transactions. The perpetrator of corruption uses his
position of trust by exercising the powers vested in him to commit a corrupt act for a personal
gain. Rubasundram and Rasiah (2019:59) state that ‘grand corruption’, being the abuse of highlevel power that often goes unpunished, because of the collaboration of politicians and
businesses with the main aim to siphon billions of dollars in revenue from national economies,
needs more attention.
Strategies to address economic crimes
Gunasegaran et al. (2018:1025) state that fraud prevention and detection can be used to
minimise fraud. However, fraud prevention is more cost-effective than fraud detection because
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fraud prevention is the primary control measure to be taken before the fraud occurs
(Gunasegaran et al., 2018:1025). Boyle, Boyle and Mahoney (2018:3) state that fraud is
perpetrated by individuals and not entities and that the level of authority held by a perpetrator
is directly correlated with the magnitude of the fraud loss. Accordingly, Boyle et al. (2018:4)
support the notion of those charged with governance oversight to become educated in the area
of human behaviour.
Murray (2018:228) is of the opinion that the professions concerned with economic crimes
should reclaim the influence and respect that had been eroded, by establishing a new framework
for recalibrating the professional ethical model. This will ensure that the primacy of outward
looking attitudes to knowledge is re-established at the heart of the respective professions.
Hartley (2008:84) observes that globalisation has produced multinational companies that do
business on a global scale and with less resistance from governmental rules and regulations.
Pickhardt and Shinnick (2008:82) observed that democratic national governments tend to be
subject to such strong pressure from vested interests within their own territories and that many
of their decisions operate against the interests of society as a whole.
Coenen (2008:124), Wells (2008:399-402), Hartley (2008:68-69), Levi (2008:318-322),
Tamas, Petrascu and Toalder (2018:19-33), Solaiman (2018:283-284) and Badwani and
AlQudah (2019:181) proposed that to deal with economic crimes in general, companies,
employers or government departments can implement the following deterrence measures:


There should be proper internal controls to deter potential fraudsters from committing
economic crimes.



There should be the perception that crimes would be detected – employees who perceive
that they will be caught engaging in economic crimes are less likely to commit it.



Companies and government departments should bring occupational fraud and abuse out
of the closet and deal with the issue in an open forum.



Employee education programmes should be presented outlining the consequences of
economic crimes and abuse of job security, benefits, morale, profits and one’s integrity.



Proactive fraud policies should be in place, which will give it a higher stance by
management, auditors and fraud examiners.



There should be an increased use of analytical review procedures on the organisation’s
financial statements.



Surprise audits, where feasible, may be a very powerful deterrent to occupational fraud
and abuse.



Adequate reporting programs should exist in which the whistle-blower will be protected
because the chances of the whistle-blower being victimised once an economical crime
has been reported, is a reality.



Public education and awareness programs should be presented to educate and inform the
public about the various forms of economic crimes and consequences thereof by either
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getting involved in it or keeping silent about the existence thereof. The public must see
for themselves that fraudsters are being prosecuted and convicted.


Public naming and shaming of economic crime offenders irrespective of their status or
stance in society should take place.



Exclude sentenced economic crime offenders from conducting business with any
government department.



Create/implement fraud and anti-corruption hotlines to facilitate an anonymous channel
for people to report economic crimes. Tip-offs are still the best way of identifying
economic crimes.



Continued taxpayer education and a change in taxpayer attitude towards tax authorities
should take place.



Improved service delivery and effective enforcement reaction towards non-compliance
may contribute towards better or improved tax compliance in general.



The media (printed and electronic) should remain the watchdog of the modern society.



Implement anti-corruption policies to fight corruption on both political and economic
levels.



Values must be established within a family and, once established, such values could be
transferred to the next generation.

More laws and regulations would not necessarily deal with the current levels of economic crime
in South Africa. Coenen (2008:141) states that financial crimes have a much lower priority for
most law enforcement agencies. Coenen (2008:198) also states that regulation is not really the
answer to curb fraud as dishonest people will commit fraud or other crimes if they can get away
with it, regardless of laws. The focus should be on the more effective application of existing
laws and regulations. The implementation of sound principles, such as corporate ethics and the
promotion of moral conduct, could contribute towards a business environment where economic
crime could be labelled as the enemy of sound business practices.
Economic crime will not be stopped completely, but it can be handled by implementing certain
measures or controls to manage the possible impact it may have on companies, businesses or
even governments. There is a notion that if one sees others punished for a transgression one
would be less likely to commit the same transgression. According to Wells (2007b:14) the
average sentence for fraud is 16 months in the United Kingdom and 23 months in Australia.
Thus, a jail sentence may not be a serious consideration in the mind of a potential offender.
Wells (2007b:14) contents that there is a more effective and equitable way to punish company
executives involved in white-collar crime. Wells (2007b:14) suggests the following
punishment as a strategy to address economic crimes:



Corporate executives should be stripped of all their assets, which could be used to
compensate for victims’ losses.
High-level managers should serve a modest stretch in prison to demonstrate that they are
not above the law.
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Managers and corporate executives should return to the workforce but with a twist
(transgressors should not be permitted to keep their earnings; any excess funds over the
minimum wage should go towards restitution).

The Prevention and Combating of Corrupt Activities Act No. 12 of 2004 was introduced
specifically to address corruption in South Africa. It also reflects government’s commitment to
eradicate corruption in the South African society. This Act also makes provision for
extraterritorial jurisdiction. If a South African entity, for example, pays a bribe in a foreign
country, that entity can be prosecuted in South Africa notwithstanding the fact that the corrupt
activity took place in a foreign country. This act also makes provision for blacklisting
individuals or entities that have been convicted of corrupt activities. Those individuals and
entities will be barred from doing business with government.
The South African legislator introduced two new laws into its statutory framework to combat
money laundering and to suppress the financing of terrorism, namely the Financial Intelligence
Centre Act No. 38 of 2001 and the Prevention of Organised Crime Act No. 121 of 1998. This
legislation has brought South Africa in line with international standards and empowered law
enforcement agencies to combat organised crime more effectively.
The government has shown its intention to curb corruption and to promote transparency by
promulgating The Protected Disclosures Act No. 26 of 2000 (it is informally known as “The
Whistle-blowers Act”). This law makes provision for procedures to enable and assist
employees to be protected when they make disclosures of the unlawful or irregular conduct of
their employers or fellow employees, without the fear of victimisation or reprisals. Any
disclosure made should however be true and made in good faith. To promote whistle blowing,
the Protected Disclosures Act offers the potential whistle-blower protection from possible
retaliation or occupational detriment (for example being subject to disciplinary action).
Protection can only be available if the whistle-blower acts in accordance with the procedures
provided for in the Protected Disclosures Act.
Winter (2008:100) states that while offenders are imprisoned, they often have the opportunity
to further their education and that may offer inmates a distraction from an otherwise
monotonous prison lifestyle (2008:100). Winter (2008:101) contends that a lengthy prison
sentence may create a more pronounced social stigma that negatively affects the inmate’s postrelease opportunities. Winter (2008:101) observes that lengthy prison sentences may act as a
deterrent measure for those wishing to avoid such severe punishment, but may increase crime
from released inmates who find they have few legitimate alternatives because they have been
in prison for so long. Winter (2008:102) is of the opinion that vocational training and the
prospect of stable employment are undoubtedly the keys to successful rehabilitation and the
prevention of reoffending.
Winter (2008:108) says that resources could be devoted to social programs, especially aimed
at the young, to discourage future criminal behavior. Winter (2008:109) also observes that
although increased incarceration tends to have benefits that are seen fairly quickly, improved
social programs tend to have current cost but benefits that accrue far in the future. Winter
(2008:114) is also of the opinion that criminals are more responsive to changes in the certainty
of punishment (especially through the probability of apprehension) than to the changes in the
severity of punishment.
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Van Zyl (2001:240) and Rezaee (2007:58, 446 and 503) propose the following tips and tools
from a corporate governance perspective to promote ethical behaviour and conduct as measures
to address economic crimes:










Ethical conduct regarding the use of office supplies and equipment and ethical conduct
regarding others in business, employers, employees and customers should be promoted.
Employees should display a sense of responsibility.
The employer will need to set an example, which can be followed by employees.
Employees should have the freedom to raise concerns without fear of retaliation.
Managers should model ethical behaviour and emphasize the importance of integrity.
Leadership should understand the pressure points that drive unethical behaviour.
Processes should be in place to find and fix pressure points for unethical behaviour.
Companies need to have ethics and business programs to address issues such as the
diversity of personnel and human resources, the expectation of the public and their
stakeholders and the legal, professional and regulatory environment.
Ethics and business conduct programs should be incorporated into corporate governance

Theoretical and conceptual framework
Leshem and Trafford (2007:8) contend that a conceptual framework is fulfilling an integrating
function between theories that offer explanations of the issues under investigation. Economic
crime occurs within the current financial and legislative systems in place in South Africa.
Legislation and control measures may not be enough to stem the tide of economic crime. More
laws may also not impact favourable on the prevention of economic crime. Current legislation
should be used more effectively and high profile people involved in economic crime should
not get preferential treatment because of their high public profile or political connections.
Research Methodology
The purpose of this article was to establish if the steps taken to prevent economic crime and
sound management could minimise the possible negative impact of fraud, corruption and
related taxation consequences in South Africa. This section provides an overview of the data,
data collection methods and statistical analysis employed to address this.
Data and data collection methods
This is a descriptive study in which questionnaires were used to test the perceptions of
sentenced economic crime offenders and role-players regarding the statement that steps to
prevent economic crime and sound management may minimise or reduce the possible negative
impact of fraud, corruption and related taxation consequences in South Africa. In order to
design the questionnaires, ten interviews were conducted with various role-players and
community leaders involved in the prevention, detection and prosecution of fraud, corruption
and related taxation consequences in South Africa in general. The information gathered during
these interviews laid the foundation for compiling questionnaires used in this study and
provided a broad perspective whether the steps taken to prevent economic crime and sound
management could minimise the possible negative impact of fraud, corruption and related
taxation consequences in South Africa.
Sampling framework for role-players
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Maxfield and Babbie (2008:261) contend that a web-based questionnaire has the benefit that
responses are automatically recorded in computer files, saving both time and money. In
contrast, they also raise a concern with using a web-based questionnaire, namely whether it
could be representative of a population (Maxfield & Babbie, 2008). To overcome this perceived
problem the researcher invited role-player respondents from the following target populations
in an attempt to make the sample as representative as possible of the role-players in the
prevention, detection and prosecution of economic crimes in general in South Africa:









members of the auditing and accounting profession;
members of the legal profession including attorneys and lawyers;
fraud examiners;
internal auditors;
South African Revenue Service (SARS);
South African Banking Risk Information Centre (SABRIC);
the public prosecutor; and
the crime prevention and detection unit of the South African Police Service.

The following professional bodies are recognised for their co-operation by requesting their
members to participate in this research project: the South African Institute of Chartered
Accountants (SAICA), the South African Institute of Tax Practitioners (the SAIT) and the
Association of Certified Fraud Examiners of South Africa Chapter (ACFE SA).
Questionnaire addressed to role-players
A web-based questionnaire comprising 66 questions were directed at role-players involved in
the prevention, detection and prosecution of fraud, corruption and related taxation
consequences in South Africa. For purposes of this study, only the questions relating to the
steps to prevent economic crime and sound management that may minimise or reduce the
possible negative impact of fraud, corruption and related taxation consequences were used from
the questionnaire.
Respondents were asked to access the questionnaire via the provided link and completed the
questionnaire electronically. The questions requested role-players to rank each statement from
1 (strongly agree) to 7 (strongly disagree) with regard to the influence they believe it has or
may have on fraud, corruption or related taxation consequences in general. A cover letter to the
questionnaire re-assured the respondents that their answers and responses to the questions
would be treated as strictly confidential.
A total of 670 respondents from the mentioned role-players participated in this research project
by way of a web-based questionnaire. Provided that the size of the greater population of roleplayers is unknown, the researcher deemed this sufficient. The final realised sample included
a total of 345 usable questionnaires from the various populations of role-players, representing
a 52% response rate. All 345 questionnaires were statistically analysed.
Demographic profile of role-players
Some of the relevant demographic information with regard to the 345 participating role-players
is reflected on Table 1 below. Mainly male respondents (67%) completed the questionnaire
and the majority of role-player respondents were between 30 and 49 years of age (63%).
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Approximately 52% of role-player respondents were from Gauteng, followed by 13% from the
Western Cape.
Table 1: Demographic information regarding role-players
Total
SEX
Male
Female
AGE
Younger than 20 years
20 to 29 years
30 to 39 years
40 to 49 years
50 to 59 years
Older than 60 years
PROVINCE
Eastern Cape
Free State
Gauteng
KwaZulu-Natal
Limpopo
Mpumalanga
Northern Cape
North West
Western Cape
Multiple provinces

Number of role-players
345

Percentage
100,00%

229
116

66,38%
33,62%

0
33
108
109
68
27
Number of role-players

0,00%
9,57%
31,30%
31,59%
19,71%
7,83%
Percentage

13
20
178
40
9
14
1
13
45
12

3,77%
5,80%
51,59%
11,59%
2,61%
4,06%
0,29%
3,77%
13,04%
3,48%

Source: Author’s calculations
Sample framework for economic crime offenders
Authorisation and permission to conduct the survey were obtained from the Department of
Correctional Services (DCS) to involve economic crime offenders jailed for their offences in
this research project. It would not have been possible to interview all the sentenced economic
crime offenders in South Africa due to time and resource constraints as this process would have
involved obtaining extensive permission from the DCS and visiting all prisons in the country.
For this reason only Gauteng-based prisons were selected for the purpose of this study. The
DCS identified economic crime offenders at the various Gauteng-based correctional
institutions as possible participants from its databases and arrangements were made with the
relevant DCS area commissioners before the date of the actual visit to a specific prison. On
arrival at the prison on the pre-arranged date, the identified economic crime offenders were
gathered to participate in the survey. It is important to note that the identified offenders were
under no obligation to participate. They were re-assured, before completing the questionnaire,
that their answers and responses to the questions would be treated as strictly confidential.
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Questionnaire addressed to economic crime offenders
A scaled down version of the questionnaire directed at the role-players was provided in preprinted format to economic crime offenders jailed for their offences related to fraud, corruption
and taxation in general. For purposes of this study, only the questions relating to the steps to
prevent economic crime and sound management that may minimise or reduce the possible
negative impact of fraud, corruption and related taxation consequences were used from the
questionnaire.
In total, 82 offenders participated, which is considered as a convenience sample of sentenced
economic crime offenders in Gauteng. Taking into account the unique circumstances, the focus
of the study and the willingness to participate by the identified economic crime offenders, the
sample was regarded as sufficient for the purpose of this study. At the time they completed the
questionnaire, all of them had served a period of their respective official sentenced terms.
The questionnaire (comprising 38 printed questions) was manually provided to each
participating offender for completion. Once an offender had completed a questionnaire, the
researcher, in the presence of the offender, reviewed the questionnaire to determine that all the
questions had been answered.
Demographic profile of economic crime offenders
The relevant demographic information with regard to the participating economic crime
offenders is displayed in Table 2. Male participants (77%), mainly between the ages of 20 and
39 years (67%) dominated the sample. As the sample was taken from Gauteng based prisons,
it is expected that the majority of participants were active or resided in Gauteng (78%), with
the other provinces represented to a lesser extent.
Table 2: Demographic information regarding economic crime offenders
TOTAL
SEX
Male
Female
AGE
Younger than 20 years
20 to 29 years
30 to 39 years
40 to 49 years
50 to 59 years
Older than 60 years
PROVINCE
Eastern Cape
Free State
Gauteng
KwaZulu-Natal
Limpopo
Mpumalanga
Northern Cape

Number of offenders
82

Percentage
100,00%

63
19

76,83%
23,17%

4
25
30
15
5
3

4,88%
30,49%
36,59%
18,29%
6,10%
3,66%

3
0
64
3
4
5
0

3,66%
0,00%
78,05%
3,66%
4,88%
6,10%
0,00%
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0
2

1,22%
0,00%
2,44%

Source: Author’s calculations
Statistical methods applied to the research
The results obtained from both sets of questionnaires were statistically captured and processed
in SPSS. Cronbach alpha tests were conducted to test for internal consistency and reliability of
the data and therefore the associations between the questions pertaining to the concept of the
steps taken to prevent economic crime and if sound management could minimise the possible
negative impact of fraud, corruption and related taxation consequences in South Africa in the
questionnaire. The score is expressed as a number between 0 and 1, where the score will be 0
if the items are not related and 1 when they are all exactly the same. A score of 0,70 or greater
is generally regarded as an indication of a satisfactory level of association (Tavakol & Dennick,
2011:54).
EMPIRICAL RESULTS
The empirical results obtained from the study addressed to the role-players and economic crime
offenders as well as a statistical comparison between the views from each of these target groups
is conducted in the following sections.
Presentation of data
Role-players in the prevention, detection and prosecution of economic crime offences
Respondents were requested to rank twelve statements regarding the issue whether steps to
prevent economic crime and sound management will minimise or reduce the possible negative
impact of fraud, corruption and related taxation consequences. A Lickert scale was used were
respondents had three levels of agreement and three levels of disagreement and an uncertain
option as well. For reporting purposes the three levels of agreement and the three levels of
disagreement were grouped together as “Agree” of “Disagree”. Their responses are reflected
in table 3. The reliability of the data collected presented a Cronbach’s Alpha score of 0,934.
A score of 0,70 or more is acceptable (Tavakol & Dennick, 2011:54).
Table 3

Steps to prevent economic crime and sound management will minimise or
reduce the possible negative impact of fraud, corruption and related taxation
consequences
Statement
Agree
Uncertain Disagree
The implementation of a code of conduct, ethical
rules, company policies and procedures will
counter the incidences of possible fraud,
82,90%
2,30%
14,80%
corruption or tax evasion.
Statement
The implementation of proper personnel training
will counter the incidences of possible fraud,
corruption or tax evasion.
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A company’s code of conduct should deal with the following:
(a) Protection of company assets, including
intellectual property
99,10%
0,90%
0,00%
(b) The use of company assets
98,60%
1,20%
0,20%
(c) Fair dealings guidelines and examples
97,70%
1,70%
0,60%
thereof
(d) Illegal actions
98,60%
0,60%
0,80%
(e) Compliance with laws
99,70%
0,30%
0,00%
(f) Reporting requirements and protocol, for
example a whistle blower hotline
97,70%
1,20%
1,10%
(g) Protection of the whistle blower
98,60%
0,90%
0,50%
(h) Related party transactions
97,70%
2,30%
0,00%
(i) Confidentiality of company information
98,80%
0,90%
0,30%
(j)
Conflict of interest and company
98,80%
0,90%
0,30%
opportunities
(k) Sales and procurement practices
98,00%
1,70%
0,30%
(l) All employees signing an ethical business
96,50%
1,40%
2,10%
conduct form
An entity should create a working environment
that promotes and encourages ethical behaviour.
99,40%
0,60%
0,00%
An entity should implement measures to prevent,
deter, and/or detect fraud in each of its identified
99,70%
0,30%
0,00%
fraud risk areas.
A company should have established procedures
for the confidential, anonymous submission of
concerns by employees about possible fraudulent
99,40%
0,30%
0,30%
activities.
A company should have a clearly stated, antifraud policy in which it articulates each
99,10%
0,60%
0,30%
employee’s responsibility.
Fraud risks should be reassessed periodically,
especially when new processes and procedures
are instituted, when new employees are
99,10%
0,60%
0,30%
appointed or when employees are promoted.
Company employees should receive appropriate
training in identifying inappropriate behaviour
98,60%
0,30%
1,10%
and inappropriate conduct.
A company should have standardised procedures for responding to allegations or
suspicions of fraud, corruption or tax evasion including the following:
(a) Communication
strategies
directed
internally and externally
98,30%
1,20%
0,50%
(b) Co-ordination with legal counsel
97,70%
1,40%
0,90%
(c) Public relations and crisis management
95,90%
2,00%
2,10%
Statement
Agree
Uncertain Disagree
A company should have policies/procedures in
place to ensure that all allegations of
fraud/corruption or violations of the code of
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conduct are evaluated, investigated and
documented with a view to adequate disclosure
or reporting.
A company should, upon identification of fraud,
corruption or any other legal violations, provide
additional training to employees to reinforce
values, codes of ethics and expectations.

99,70%

0,30%

0,00%

97,70%

0,30%

2,00%

Data analysis and interpretation
It is significant that almost all the respondents were of the opinion that steps to prevent
economic crime and sound management would minimise or reduce the possible negative
impact of fraud, corruption and related taxation consequences. The prevention or management
may include a code of conduct, ethical rules, company policies, personnel training, and a
working environment that promotes ethical behaviour, anti-fraud policies and procedures to
appropriately handle allegations or suspicions of possible economic crimes (Coenen,
2008:187).
The three main aspects that should be dealt with by a company’s code of conduct were ranked
by the respondents to be compliance with laws (99,70% – question 3(e)), protection of
company assets, including intellectual property (99,10% – question 3(a)) and confidentiality of
company information and conflict of interest and company opportunities (98,80 % – question
3(i) and 3(j)).
The majority of the role-players also agreed with the statement that the implementation of a
code of conduct, ethical rules, company policies and procedures will counter the incidences of
possible fraud, corruption or tax evasion (82.90% – question 1), as well as the implementation
of proper personnel training (90,10% – question 2), that a working environment should be
created to promote ethical behaviour (99,40% – question 4), that measures should be
implemented to prevent, deter and/or detect fraud (99,70% – question 5), that established
procedures should be in place to report possible fraudulent activities (99,40% – question 6),
that the company should have a clearly stated anti-fraud policy (99,10% – question 7), that
fraud risks should be reassessed periodically (99,10% – question 8), that company employees
should receive appropriate training in identifying inappropriate behaviour and inappropriate
conduct (98,60% – question 9), that a company should have standardised procedures in place
for responding to allegations or suspicions on fraud, corruption or tax evasion (97,30% –
question 10), that a company should have policies or procedures in place to ensure that all
allegations of fraud, corruption or violations of the company’s code of conduct are evaluated,
investigated and documented (99,70% – question 11) and to provide additional training to
employees upon the identification of fraud, corruption or any legal violations to reinforce
values, codes of ethics and expectations (97,70% – question 12).
Bishop and Hydoski (2009:101) observe that monitoring will help to determine if an
organisation’s anti-fraud procedures are working or may need some improvement. The
monitoring process enables an organisation to assess the operating effectiveness of controls, to
identify problems and to report any deficiencies. Fleming and Zyglidopoulos (2009:126) say
that if corruption escalates without control it “appears to cross a kind of ‘corruption threshold’,
after which corruption becomes an organization-level phenomenon”.
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Economic crime offenders
Economic crime offenders were requested to rank five statements regarding the issue of
whether steps to prevent economic crime and sound management will reduce the possible
negative impact of fraud, corruption and related taxation consequences. Their responses are
reflected in table 4. A Lickert scale was used were respondents had three levels of agreement
and three levels of disagreement and an uncertain option as well. For reporting purposes the
three levels of agreement and the three levels of disagreement were grouped together as
“Agree” of “Disagree”. The reliability of the data collected presented a Cronbach’s Alpha score
of 0,786. A score of 0,70 or more is acceptable. (Tavakol & Dennick, 2011:54).
Table 4

Steps to prevent economic crime and sound management will minimise or
reduce the possible negative impact of fraud, corruption and related taxation
consequences

Statement
The implementation of a code of conduct, ethical
rules, company policies and procedures will
counter the incidences of possible fraud,
corruption or tax evasion.
An entity should create a working environment
that promotes and encourages ethical behaviour.
An entity should implement measures to
prevent, deter, and/or detect fraud in each of its
identified fraud risk areas.
Company employees should receive appropriate
training in identifying inappropriate behaviour
and inappropriate conduct.
A company should have policies/procedures in
place to ensure that all allegations of
fraud/corruption or violations of the code of
conduct are evaluated, investigated and
documented with a view to adequate disclosure
or reporting.

Agree

Uncertain

Disagree

65,90%

7,30%

26,80%

84,10%

6,10%

9,80%

86,60%

4,90%

8,50%

89,00%

4,90%

6,10%

87,80%

4,90%

7,30%

Data analysis and interpretation
The majority of the offenders agreed that the implementation of a code of conduct, ethical rules,
company policies and procedures will counter the incidences of possible fraud, corruption or
tax evasion (65,90% – question 1), that a working environment should be created to promote
ethical behaviour (84,10% – question 2), that measures should be implemented to prevent, deter
and/or detect fraud (86,60% – question 3), that company employees should receive appropriate
training in identifying inappropriate behaviour and inappropriate conduct (89% – question 4)
and that a company should have policies/procedures in place to ensure that all allegations of
fraud/corruption or violations of the company’s code of conduct are evaluated, investigated
and documented (87,80% – question 5). However, it should be noted that 26.80% of the
economic crime offenders were of the opinion that the implementation of a code of conduct,
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ethical rules, company policies and procedures may not be effective in countering the incidence
of possible fraud, corruption or tax evasion.
It is significant that the majority of the offenders were of the opinion that prevention or
management will minimise or reduce the possible negative impact of fraud, corruption or
related taxation consequences. Having experienced the monetary rewards of an economic
crime and the associated risks emphasised the view of the majority of the offenders. They have
exploited the weaknesses in particular systems and their views may be regarded as valuable
advice with regard to prevention or management that will minimise or reduce the possible
negative impact of fraud, corruption and related taxation consequences.
Discussion of research results
The main objective for this study was to establish if the steps taken to prevent economic crime
and sound management could minimise the possible negative impact of fraud, corruption and
related taxation consequences in South Africa. This section provides a discussion of the
research results obtained with the questionnaires addressed to role-players and economic crime
offends. Both groups of respondents had the same five questions to respond to and a
comparison between the two groups regarding their agreement to the five statements made in
their respective questionnaires, are reflected in table 5.
Table 5

Steps to prevent economic crime and sound management will minimise or
reduce the possible negative impact of fraud, corruption and related taxation
consequences

Statement

Agree
Role-players

Agree
Economic
crime
offenders

82,90%

65,90%

99,40%

84,10%

99,70%

86,60%

98,60%

89,00%

99,70%

87,80%

The implementation of a code of conduct, ethical rules,
company policies and procedures will counter the
incidences of possible fraud, corruption or tax evasion.
An entity should create a working environment that
promotes and encourages ethical behaviour.
An entity should implement measures to prevent, deter,
and/or detect fraud in each of its identified fraud risk
areas.
Company employees should receive appropriate
training in identifying inappropriate behaviour and
inappropriate conduct.
A company should have policies/procedures in place to
ensure that all allegations of fraud/corruption or
violations of the code of conduct are evaluated,
investigated and documented with a view to adequate
disclosure or reporting.
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The majority of the role-players and the majority of the economic crime offenders were in
agreement with the statement that the steps to prevent economic crime and sound management
will indeed minimise or reduce the possible negative impact of fraud, corruption and related
taxation consequences. One could have expected that the role-players involved in the
prevention, detection and addressing of economic crime offences would have responded in the
way that they did. It is however, significant that the majority of the sentenced economic crime
offenders that participated in this research project, reacted in the affirmative to the broad
statement. Their responses can therefore be interpreted as an indication of the failure of
existing systems and procedures in place to prevent the occurrence of economic crimes. They
have managed to circumvent control and other measures in place to perpetrate their economic
crime offences, for which they have paid dearly by way of a prison sentence.

Summary and conclusion
From the literature reviewed and consulted, it is evident that the mentioned economic crimes
are challenges for the public and private sectors (Doig, 2006:53). There are various measures
to help prevent or deter economic crimes and that may include internal control measures,
physical control measures, audit procedures, risk assessment procedures, customer/client
measures, training of employees, financial control measures, reporting procedures, ethics,
documentation procedures, communication measures and technology and computer controls.
Economic crimes should be prevented or deterred as it affect negatively on the economy at
large and has a negative impact on the tax revenue of government.
There could be many reasons why people may perpetrate economic crimes in general. Greed
is observed to be part of human nature and the temptation and opportunity to commit an
economic crime may be overwhelming (Coenen, 2008:191). However, greed may not be the
only reason why people perpetrate economic crimes. In the literature, the following main
reasons were identified as possible drivers for perpetrating economic crimes in general (Du
Plessis, 1997:12, Wells, 2001:2 and Summerford & Taylor, 2003:33):








economic/financial gain;
need or greed;
personal revenge or grudge;
thrill seeking;
everyone else is doing it;
addiction; and
expectation of not being caught.

The literature consulted confirmed that economic crimes such as fraud, corruption and money
laundering might have an impact on taxation, especially direct taxation such as income tax
(Pickhardt & Shinnick, 2008:80). Money laundering is also directly linked to tax evasion
because of the illegal nature of the income (Gup, 2007:3). Money launderers may refrain from
declaring their illegal income for tax purposes in fear of their illegal activities being detected
and reported to prosecuting authorities.
Reporting economic crime is also perceived to be fruitless and whistle-blowers fear
victimisation, should they report economic crime (Van Vuuren, 2004:15). Economic crime
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may affect revenue collections for tax authorities in the case of poor tax administration and
corruption in a tax administration (Rose-Ackerman, 2006:487). Direct taxes (such as income
tax for example) may also suffer more because of corruption than indirect taxes (such as ValueAdded Tax for example) (Lamdsdorff, 2007:95).
Economic crime needs to be dealt with from a legal perspective and the current laws in place
to combat these crimes, should be enforced more rigorously. That would be only part of the
process to combat the mentioned crimes. The promotion and implementation of ethics
programs by the public and private sectors may contribute towards combating fraud and
corruption. By promoting ethics in the public and private sectors and condemning the crimes
of fraud and corruption, the battle against these crimes may start to deliver tangible results.
From the sources consulted in the previous paragraphs, it is obvious that ethics are essential to
prevent the occurrence of economic crime. The promotion and implementation of steps to
prevent economic crime and sound management will affect positively on the occurrence of
economic crime. Economic crime has managed to infiltrate virtually all spheres of life and
seem to have become part of the daily lives of people in the public and private sectors. By
addressing the moral orientation of people and promoting ethical conduct in all spheres of life,
the negative impact of economic crime can be addressed. It is suggested, in this light, that future
research should be conducted on the impact of education and ethical orientation towards
economic crime in general to determine if it has a positive impact on the prevention of
economic crime.
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SUSTAINABLE DEVELOPMENT GOALS AND MICROFINANCE SECTOR
EFFICIENCY
EBOIGBE, S & IMAGBE, V
Department of Banking and Finance, University of Benin, Nigeria and Bursary Department,
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Abstract
This paper looks at the efficiency levels of Microfinance Institutions (MFIs) in Nigeria, and it
uses Data Envelopment Analytical tool. With gross loans portfolios as input and total
borrowers, total depositors and total assets respectively as output, the technical efficiency,
slacks, and peer scores therefrom spells some policy connotations for microfinance banking
activities. Amongst such implications is the poor input-output mix technology. This is
confirmed by high scale inefficiency of 75.8% and 24.2% efficiency. It also revealed a total
borrower slack of 59.696 indicative that the current total borrowers could still be extended by
59.7% to attain optimality. Slack in output variable of depositor shows 229.631, which implies
that the current number of depositors can be increased by 229.6% and total assets output slack
of 279.810 shows total asset could be increased by 279.8% of its current value with current
technology. As a result of this, we recommend a serious policy review of input and resources
employment policy, supervisory attention by the relevant authorities to ensure optimum returns
from the input as well as measures that will attract depositors into microfinance banks (MFBs)
activities. This will correct the gap resulting from financial exclusion created by the inability
of the conventional deposit money banks to lend to highly uncollateralized economic agents.
Keyword: Microfinance institutions, Government policy, and Regulations, Nongovernmental, Nonparametric Methods, Financial exclusion, Sustainable Development Goals,
Introduction
The Sustainable Development Goals (SDGs) is a collection of seventeen (17) global objectives
and goals to be achieved by 2030. These goals have one hundred and sixty-nine (169) targets
made up of one to three (1-3) performance measuring parameters each. This culminates in three
hundred and four (304) parameters to measure compliance. First among the goals is to end
poverty in all of its forms by 2030, where people should not live on less than $1.25 daily
through subsistence for the human. It was, however, the United Nations’ opinion that the
benchmark for the poverty line be raised to $5 daily, where poverty is seen as going beyond
lack of income (International Food Policy Research Institute, 2013).
Poverty denotes where the fundamentals of existence, such as healthcare, familiarity with
hunger, social discrimination, gender prejudices and elimination from vital decision-making
processes as well as the right to quality education, are elusive. Irrespective of the size of income
citizens have, insecurity and other factors that impact emotional and spiritual development
render them poor. The quest to end hunger, achieve food security and promote sustainable
agriculture with a view to reducing the staggering percentage of people undernourished
globally, with a majority living in developing nations, is one of the goals. This rate is powered
by a multiplicity of factors. These range from war, poor governance culture, and weak
agriculture incentives. This goal seeks to increase agricultural productivity with a
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corresponding increase in earnings from small-scale businesses that ensure sustainable food
production and progressive improvement in land and soil quality to boost agriculture. The goal
also is to target maintenance of genetic diversity of seeds, prevent trade restrictive terms as
well as distortions in global agricultural markets. This will limit extreme food price instability,
with the elimination of waste as an associated object.
The International Food Policy Research Institute (IFPRI) (2013) states that besides SDGs
ending poverty by 2030, they are also to eliminate hunger and malnutrition by 2025 using
agriculture, social protectionist and various nutritional interventionist schemes at regular
intervals. Guaranteed healthy lives that promote well-being for all at all ages undoubtedly will
increase life expectancy through the elimination of killer diseases associated with infant and
maternal mortality. These formed the crust of this goal during its articulation. Access to clean
water, sustainable sanitary condition, reduced malaria, tuberculosis, polio, and HIV and AIDS
spread will play a significant role in the attainment of this goal. Inclusive and equitable quality
education that promotes learning opportunities for all is an integral part of the goals. Ironically,
access to education had nothing to do with its quality. It is our belief that some basic literacy
skills are low in most nations. Gender equality and women empowerment are both a
fundamental human right and sufficient groundwork for the peaceful, successful and
sustainable global economy. Equal access to education, health care, work, and political
representation and economic decision making will enhance sustainable economies. Availability
and sustainable management of water and sanitation are building blocks of modern society.
Schooling and working without disruption are fundamental to successful education and jobrelated performances. Consequently, toilets in schools and workplaces are the target to be
measured.
Also on the list of the global desire is access to reasonably priced, consistent, sustainable
modern energy, which is not only instrumental to societal well-being but also a key indicator
for determining ease of doing business as well as building an irrepressible infrastructure.
Promotion of inclusiveness and maintainable industrialization that nurtures innovation,
reduction of income inequality within and among countries, make cities and human settlements
inclusively safe, coupled with resilient, maintainable consumption and production patterns is
another goal. Besides the aforementioned, sustainable development goals also include
combating climate change, formulating emissions regulatory guidelines, and renewable energy
developments. Promoting peaceful and inclusive social order for sustainable development,
access to justice at all levels is another goal.
Microfinance institutions (MFIs) embrace the delivery of limitless right to funding for the
financially excluded sector of the population. These are financially left out by the conventional
Deposit Money Banks (DMB) and other financial establishments driven by their unwillingness
to grant loans without collateral, hence to allay the fear of market failure. This Market failure
arises because of asymmetric information between lenders and borrowers, which leads to
adverse selection and moral hazards. These groups include poor rural farmers, rural nonfarming business owners, socially coordinated groups as well as other vulnerable rural
economic groups whose activities marginally affect the gross domestic product (Armendariz
de Aghion & Morduch, 2005; Dev, 2006; Singh & Goyal, 2013; Eboigbe & Uguru, 2015;
Eboigbe & Ehigiamusoe, 2015). It is a truism, therefore, that a healthy financial system is a
catalyst for economic recovery, growth and sustainable development goals. Unfortunately, the
most economically active people with latent entrepreneurial capacity and biases in sub121
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Saharan Africa have no access to the formal financial services, hence they are financially
excluded. Financial inclusion refers to where financially empowered adults have access to a
range of financial services that meet their needs at reasonably priced cost. Such services include
payments, savings, loans, insurance, pensions, and capital market investments.
According to CBN (2015), available shreds of evidence show that as at 2014 credit products of
financial institutions financially excluded 39.5% of adult Nigerians. It reveals further that 59.6
million adults are unbanked, with 34.6% in the 18-25 years bracket, 59.2% are females, 33.7%
have no formal education and 27.8% are farmers. Geographically, the following reflects the
percentage of unbanked Nigerians: North-West (73%), North-East (85%), North-Central
(87%), South-South (59%), South-East (61%) and South-West (58%). The statistics of male
access to financial services in Nigeria are 6%, other formal but not the conventional style of
financial service at 16% while informal access was at 37%. Informally, 41% of males were
financially excluded while female access reveals as follows: 52% financially excluded, 23%
formally banked, 6% other formal access and 19% informal access as at 2010 (EFinA, 2010;
CBN, 2013). A critical evaluation of these data lends credence to the weaknesses of the MFIs,
driven by regulatory deficiencies and weak oversight.
Data envelopment analysis (DEA) is a non-parametric analytical tool for the assessment of
homogeneous units such as security services, military operations, education, health care
(hospitals), production-performance management efficiency, bank and other financial
institutions, hotels etc. DAE as decision units making tool implores linear programming for
the measurement of comparative efficiency of sets of comparable units. It identifies and detects
the sources as well as the level of comparatively well-organized and wasteful units of inputs
and outputs. It is also used for providing a best-practice benchmark for the performance of
computers with emphasis on screen size and resolution, size of the memory cards, the speed of
processing, size of the various hard disk and other storage devices.
Agricultural production, as well as public sector production where inputs and outputs
classification and efficiency measurement are entrenched, can also be measured using this
technique (Cook, Tone & Zhu, 2014). DEA also has relevance production approximating tasks,
getting your strength back undetected shadow values of inputs and outputs, revealing evasion
in principal-agent problems in addition to decision support in difficult choice making situations
(Fay et al., 1971). Recently, the Buhari led administration in Nigeria came up with efficiency
unit under the ministry of finance so as to entrench the culture of efficiency and performance
measurement of state administration slightly ruined. The assertiveness that state administration
is not competing with anyone is now historical, hence public administration and state functions
are becoming increasingly transparent with coordinated procedural transformation. This
arguably results in efficiency and effectiveness of service delivery irrespective of the size of
public funds. These structural reformations of public sector activities are a cornerstone for rule
of law, freedom, and security upon which development, democracy, and economic progress
hinge.
In articulating competition strategies, the need to measure the comparative performance of
firms within the industry for the purpose of discovering corporate strengths and weaknesses
so as to have knowledge treats and opportunities inherence becomes imperative. The purpose
of this paper, therefore, is to examine the performance efficiency levels of microfinance banks
(MFBs) in Nigeria in its capacity to sustain poverty alleviation and its associated components
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of SDGs. We used the following research questions as a guideline: How efficient are the
microfinance institutions in Nigeria in pursuance of the global goals of poverty alleviation?
Does the apex bank post-regulatory policies impact on MFIs performance efficiency?
Premised on these aforementioned, we hypothesized that:
Microfinance Banks in Nigeria are highly inefficient in their use of input by decision
making units for sustainable development goals
Review of Related Literature
DEA is both a measurable and investigative tool with practical judgment backing that
incorporates several inputs and outputs. It contemplates the concepts of returns to scale in
working out efficiency, thereby permitting aggregating or disaggregating on the basis of size
(quantity and quality) of inputs and output levels. It is an important performance evaluating
tool identifying inefficiency inherent and opportunity for ameliorating such challenges. Having
to exploit the parametric approaches extensively in estimating firms’ input-output
relationships, with a view to revealing the efficiency of resource sharing in production
purposes, the postulation that organizations’ usage of existing expertise resourcefully and
optimally is not without error. However, wastefulness is concealed in the estimated production
functions. DEA, therefore, seeks to upset this shortcoming of the parametric line of attack so
as to make known, with exactitude, the input-output nexus in production. This is why
Theodoridis, Psychoudakis and Christofi (2006) define DEA as a tool that reveals relationships
hidden from parametric analytical kits, which hitherto distorts the correctness of specific firms’
efficiency frontier. DEA as an evaluating technique operates with free disposability of inputs
and outputs (a first-order twist condition), convexity (a second-order curvature) and
homogeneity (various philosophies of returns to scale conditions). Interestingly, practical
importance of all applications of DEA appear to be a puzzle to knowledge seekers and
practitioners. Creation, as well as subsequent recreation of this principle of a production
function, seeks to reinforce measurement of various economies of scale with potential
economies of specialization in inputs-outputs synthesis traded-off.
The relationship between customer quality perception and firms’ performances are interrelated
and interdependent factors that sharpen corporate strategic plans. This lends credence to greater
awareness of concepts and functionalities of DEA. Haq, Skully and Pathan (2010) reveal that
non-governmental MFIs appear more efficient using the production model of the DEA, and
this result is consistent with the alleviation of poverty and financial sustainability as their target.
The above agrees with what Woller et al. (1999), Murdoch (2000) and Brau and Woller (2004)
call the institutionist and welfarist classification of MFIs goals. They aver further that the
microfinance banking/institutions outperform the non-governmental institutions using the
intermediation approach. From this revelation, it, therefore, reinforces the robust relationship
between banks as financial intermediaries and investors’ unrestricted access to the investable
fund. Bassem, (2008) reveal that sizes of the MFIs impede their efficiency level suggestive that
MFIs of medium size are more efficient than the renowned at both the long-run and short-run.
Given the affirmative effect of reform processes and highly competitive business environment,
rapid expansion, competitive market, and dynamic economic climate, it, therefore, becomes
necessary for service providers to formulate competitive strategies with a view to strengthening
corporate operational kits for service delivery.
Microfinance Institutions (MFIs) are special institutions with the simultaneous social role of
uplifting the relegated and commercially-oriented self-sustainability pursuit irrespective of
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global financial liberalization and domestic regulatory policies of government (Rhyne & Otero,
2006; Eboigbe & Ehigiamusoe, 2015; Eboigbe & Nguru, 2015). They are relatively small
finance-based institutions that make available small loans to low-income citizens for
productive activities called microenterprises. These developments induced MFIs to modify
strategic policies and widen their service delivery (Hermes, Lensink & Meesters, 2008).
Evidently, DEA does not precisely address absolute efficiency; rather it notifies only how well
the decision-making units (DMU) perform in relationship with efficiency (Ramanathan, 2003;
Kuosmanen & Kortelainen, 2005). Here, researchers aver that multinational banks perform
better than their domestic counterparts.. This they attribute to improved production of financial
services, market-based banking competition and privatization of government-owned banks
motivated by liberalization, restructuring, and deregulation of financial markets globally
(Crystal, Dages & Goldberg, 2002; Buch, 2002; Hasan & Marton, 2003; Drakos, 2002; Fries
& Taci, 2005). These aforesaid led to the emphasis on financial sector performances evaluation
using efficiency and productivity of financial institutions, with some of these variables bank
size, ownership structure and other relevant variables (Kumar & Charles, 2011; Fuentes &
Vergara, 2007). Fuentes and Vergara (2007) further reveal that publicly quoted financial
institution shows a higher level of efficiency than those established as closed companies. This,
to us, is not unconnected with related parties dealing, where transactions are not at arms lengths.
Staub, Da Silva, Souza and Tabak (2010) posit that there is a low level of economic
efficiency/cost efficiency in Brazil compared with European Banks and the USA banks. They
avow further that state-owned banks were significantly more cost-efficient than their foreign
and private domestic banks counterparts.
In the traditional economic, firms’ input and output mix are demonstrated using a production
function to unearth the relationship between maximum outputs achievable with possible inputs
mix. Farrell’s (1957) revolutionary work, extended by Brockhoff (1970) and Charnes, Cooper
and Rhodes (1978) uses linear programming to appraise production technology limit to regulate
marginal productivity of Research and Development, coupled with other factors of production
to match efficiency within the industry and across firms. Farrell (1957) asserts that firms’
economic efficiency alternatively called productive efficiency to consist of pure technical
efficiency (PTE) and allocative efficiency (AE). PTE indicates the ability and readiness of
firms to minimize waste, maximize output production for a given input usage, which means
maximal utility from inputs in the production of goods and services. Admittedly, high
production efficiency is attained when firms utilize its resources efficiently and optimally for
output creation. From finance dictionary, allocative efficiency encompasses the selection of
input combination factors of production gets the highest value of resources allocation. The
points at which lowest unit cost of output connecting various points of inputs depicts the
efficient frontier. Firms outside the frontier are termed inefficient. There exist quantitative and
qualitative variables that are of the essence in the establishment of productivity cutting edges.
These include a number of employees, service quality, environmental safety, fuel consumption,
etc. (Jamasb & Pollitt, 2001).
DEA has, as one of its strengths, the ability to put up with a variety of inputs and outputs in
returns to scale through simulation and efficiency test. This allows the concept of increasing or
decreasing efficiency subject to sizes and output levels. MFIs have been recognized by
development experts as veritable tools for poverty alleviation; therefore, the need to guarantee
efficient use of its funds increases rivalry among MFIs. This brings about lowering of interest
rates and efficient operations. Lastly, profitability potentials of MFIs have appealed to deposit
money banks and other investors to microfinance business. Accordingly, researchers highlight
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some variables that are the bedrock of efficiency to microfinance institutions to include
administrative expense ratio, loans per loan officer, loan officers to total staff, portfolio size,
loan size, lowered interest rate, lending methodology and styles, source of funds and salary
structure (Farrington, 2000; Leon, 2001; Lafourcade, Isern, Mwangi & Brown, 2005;
Abdelkader, Jemaa, & Mekki, 2012; Jayamaha, 2012).
Disagreement exists among researchers on which of the performance indicators to classify as
inputs and outputs of the banking industry production and intermediation approach (Humphrey,
1985, Casu, 2002; Sathye, 2003). This is not unconnected with the definition of production
approach, thats sees banks as using purchased inputs (operating cost) to produce deposits and
other assets (output), while intermediation methodology sees banks as financial intermediaries
that use volume of deposits, loans, and other variables as inputs and outputs (Berger &
Humphrey, 1997; Casu & Molyneux, 2000; Isik & Hassan, 2003; Kumar & Gulati, 2008).
Using the production methodology, some researchers considers assets, capital, and personnel
as inputs while loan portfolio, financial revenue or number of active borrowers as the output
(Bassem, 2008; Haq, Skully & Pathan, 2010; Kipesha, 2013; Ahmad, 2011). Sedzro and Keita
(2009) see labour, funds and other financial assets as inputs and the total number of savers,
total number of borrowers and investments outstanding as outputs. Haq et al. (2010), in
estimating using the intermediating model on MFIs in Vietnam, assumes cost per borrower,
cost per saver and total operating costs as inputs. Molinero et al. (2004) used total credit officers
and operating cost as input, with total outstanding loans, gross loan portfolio, interest and other
fee income as output.
Hassan and Sanchez (2009) confirm efficiencies of non-profit organization (NGO)
microfinancing institutions blazing the trail and followed by non-bank financial institutions
using the intermediation line of attack. Their inputs were total operating costs, total monetary
expenses, and labour while output was gross loan portfolio outstanding, total funds and
monetary revenues. They aver further that using the production line of attack is inputs
consisting of total operating cost and labour while the output is represented by numbers of
active borrowers. Qayyum and Ahmad (2008), from their assessment by means of production
style, choose loans as output and total credit officers and average cost per borrower as input.
Methodology and Model Specification
We employed the production methodology, which sees financial institutions as organizations
that produce goods and services for consumers using input and output data generated from a
sample size of thirty-three (33) microfinance banks (MFBs) in Nigeria. Out of the eight
hundred and seventy-nine (879) Microfinance Institutions, only five hundred and sixty-six
(566) were reported to the regulatory body (CBN, 2016). Eighty-three (83) MFBs reports were
captured with thirty-three (33) having full sets of performance support information by the
global MIX Market Reports from Microfinance Information Exchange in Pennsylvania,
Washington DC as at May 2016. The international data outfit was of essence, owing to its
credibility and avoidance of local biases. DEAP 4.1 software was employed. DEA does not
impose any assumption, hence it is less prone to misspecification error. In this analysis, pure
technical efficience of MFBs has a score of 1 or 100%, while the inefficient ones have scores
between zero and one. This method was employed in this study because microfinance banks
operate in a market that is dominated by small-scale firms and co-operative societies that form
low-income individuals.
The study also adopted the variable returns to scale technical efficiency (VRSTE) instead of
the constant returns to scale. This is so because whereas the constant returns to scale technical
efficiency works under the assumption of equality of scale of all decision making units
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(DMUs), in the sample size it operates under optimality. The variable returns to scale efficiency
deems it realistic that all DMUs are not necessarily equal in scale. Moreover, financial
constraints and competitive imperfections could cause most firms not produce at optimality.
Hence all firms may not be at optimum in the sample size (Charnes, 1984). The study concludes
the variable returns to scale assertion to be more realistic and hence its adoption in this analysis.
The model adopted is based on Charnes (1984) and Coelli (2005). As a relative measure of
efficiency, the general problems are stated as:
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(1)
=
amount of output r from MFB i
Xij
=
amount of input to MFB j
μr
=
Weight given to output r
λ1
=
Weight given to input i
n
=
number of MFBs
s
=
number of output
m
=
number of input
The study adopted input-oriented DEA in the analysis. This is because it is easier and much
possible for the MFBs to control their inputs rather than their outputs (number of depositors,
total assets, total borrower etc.).
Thus, in this case, rather than specify a maximization problem, the study specified a
minimization problem since the intention was to maximize output at minimum input. To do
this, the duality linear programming technique was employed to specify an equivalent version
of the maximization problem above.
Min Øλ
Subject to:
-q+Qλ≥ 0
Øxi-Xλ≥ 0
λ≥ 0
(2)
q≤Qλ; x≥Xλ
Where
Ø = scalar of efficiency score for the ith DMU which satisfies Ø ≤1
Thus equation (2) seeks to radially contract the input vector Xi as much as possible while still
remaining within the feasible inputs sets. Moreover, (2) defines a production set that is closed
and convex and it enables constant returns to scale and strong disposability.
Equation (2) is therefore adjusted to account for the variables returns to scale characteristic by
adding the convexity constraint indicated us: II’λ=1. Hence the VRSTE model is specified as:
MinØ
Фλ
Subject to:
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Results Presentation
Table (1) below shows the constant and variable returns to scale technical efficiency scores. It
also shows scale efficiency scores as well as the indication of the individual MFB’s location
on the production frontier, for those whose values could be determined, in columns one, two,
three and four respectively.

Table 1: Constant Returns to Scales Technical Efficiency (CRSTE), Variable Returns to
Scales Technical Efficiency (VRSTE), SCALE EFFICIENCY, AND SCALE FRONTIER
BANK
Bank Name
CRSTE VRSTE
SCALE
SCALE
EFFICIENT FRONTIER
1

AMFB

1.000

1.000

1.000

-

2

Advans NGA

0.000

1.000

0.000

DRS

3

Alliance MFB

0.000

1.000

0.000

DRS

4

Ascend Nigeria

0.000

0.002

0.000

DRS

5

Basura MFB

0.002

0.000

6

Excel MFB

0.000

0.002

0.000

DRS

7

FADU

0.200

1.000

0.200

DRS

8

Fortis MFB

0.000

0.142

0.000

DRS

9

Grassroots

0.000

0.002

0.000

DRS

10

Greenland MFB

0.000

0.000

0.000

-

11

Grooming centre

0.000

0.006

0.000

DRS

12

Hasal MFB

0.000

0.204

0.000

DRS

13

Ilobu Community Bank

0.000

0.208

0.000

DRS

14

LAPO-NGR

1.000

1.000

1.000

-

15

Micro-Cred-NGR

0.100

0.129

0.000

DRS

16

Moyofade MFB

0.000

0.002

0.000

DRS

17

Mutual Alliance

0.000

0.000

Non

-

18

Nasarawa MFB

0.000

1.000

0.000

DRS
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19

Onibu-Ore MFB

0.000

0.007

0.000

DRS

20

Chikum MFB

0.000

0.002

0.000

DRS

21

Awe MFB

0.000

0.000

Non

-

22

Ibu-Aje MFB

0.000

1.000

0.000

DRS

23

ICMFB

0.000

1.000

0.000

DRS

24

Ikoyi-Ile MFB

1.000

1.000

1.000

-

25

IMFB

0.000

0.041

0.000

DRS

26

WODASS

0.000

0.000

0.000

-

27

Ikpetu MFB

0.000

0.072

0.000

DRS

28

Kantis MFB

0.000

0.001

0.000

DRS

29

Keff MFB

0.000

1.000

0.000

DRS

30

LFH

0.000

0.000

0.000

-

31

LMI

0.000

0.000

0.000

-

32

Okigwe Indughi MFB

0.000

0.000

-

-

33

Ologbon MFB

0.000

0.274

-

-

Mean

0.067

0.274

-

Source: Authors’ computation 2018
Variable returns to scale technical efficiency
This study sought to base its interpretation of technical efficiency on variable returns to scale
technical efficiency (VRSTE) due to reasons already given above in section three of this study.
Thus, based on the variable returns to scale technical efficiency scores on table (1) above, the
sampled MFBs had a mean technical efficiency of 0.274. This implies that the current use of
input could actually be cut by 0.726 or 73% and still attain the current level of output. This
implies a technical inefficiency of 73% in the employment of inputs by the sampled MFBs. Put
differently, current levels of output attainment by the sampled MFB could be attained by
approximately 27% of their current input employed. This is not surprising because the result
shows gross technical inefficiency by the individual MFBs. Out of the thirty-three (33) MFBs,
eight had zero variable returns to scale technical efficiency. This implies that the input is not
evenly put to use. This is 100% technical inefficiency.
MFBs in this category are Babura MFB, Greenland MFB, Mutual Alliance, Awe MFB,
WODASS LFH, LMI, and Okigwe industrial MFB. Hasal MFB, Ilobu Community Bank and
Ologbon MFB had VRSTE of between 20% and 30%. This implies a technical inefficiency of
more than 80% and 70% in their use of input. Fortis MFB and micro-credit NGR had a VRSTE
of between 10% and 20% implying a technical inefficiency of more than 90% and 80% in the
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employment of their input resources. Meanwhile, Ascend Nigeria, Excel MFB, Grassroot,
Grooming centre, Moyofade MFB, Onibu-Ore MFB, Chikum MFB, IMFB, Ikpetu MFB and
Kartis MFB all had minimal VRSTE of 0.02%, 0.02%, 0.02%, 0.06%, 0.02%, 0.07%, 0.02%,
0.04%, 0.07% and 0.01% respectively. This implies technical inefficiency of more than 90%
in their employment of input resources. On the other hand, AMFB Advans-NGA, Alliance
MFB, FADU, Nasarawa MFB, Ibu-Aje MFB, ICMFB, Ikoyi-Ile MFB, and Keff MFB had
optional VRSTE of 100% respectively. This implies that they all operated exactly on their
production frontiers and had 100% employment of their input resources. In particular, AMFB
and Ikoyi-Ile MFB both had global scale efficiency as their constants return to scale and
variable returns to scale technical efficiencies laid tangential. This is an excellent input resource
employment efficiency worthy of emulation among the sampled MFBs. On the whole, it could
be safely concluded that technical inefficiency chequered the input employment characteristic
of the sampled MFBs. It shows gross underemployment or gross uneconomic technology in
the use of input resources by most of the MFBs in the sample size.
Scale efficiency
Scale efficiency implies the level of efficiency attained as to level or extent of the size of
production. In this case, AMFB and Ikoyi-Ile MFB attained an optimum level of 100%. This
shows that their technology optimizes their input. Thereafter, it was 20% scale efficiency,
which implies 80% scale inefficiency. This suggests very poor technological application on the
employment of resource inputs by FADU.
The very worst case was those of Babura, MFB, Mutual Alliance, Awe MFB Okigwe Industrial
MFB and Ologbon MFB whose scale efficiency were indeterminate due to abysmally poor
input and/or output figures. For example Awe MFB had total borrower of 100 and returns on
asset of -4.93%; Mutual Alliance had returns on asset of -8.11%; Babura had total borrowers
of 3,948 out of a gross loan portfolio of 1,083045 and depositors of 6,659, Okigwe MFB had
4.08% return on asset, total asset of 333, 586,000 dollars and zero depositor; while Ologbon
MFB had 8.90% returns on total asset of 38033,000 and dollars total borrowers were 2,189
while loan portfolio was 477,725. Thus, with this abysmally poor data performance their scale
efficiency would also be far below classifiable standard.
The rest MFBs had outright zero scale efficiency. Thus, apart from AMFB and Ikoyi-Ile MFB,
the remaining thirty-one (31) MFBs performed below the classifiable scale of production.
Frontier scale
Table (1) above shows the frontier scale of each MFB. Apart from the efficient three MFBs
(LAPO-NGR, AMFB, and Ikoyi-Ile MFB) the rest are on the decreasing returns to scale phase
of the global production frontier. This implies gross underemployment of input resources by
the MFBs. This further buttresses the argument of the existence of gross technical inefficiency
among the various MFBs sampled in the study.
Input and output slack score
Another variant of technical efficiency is the input mix utilization or the input-output ratio
technology in the typical decision-making unit (DMU). This is always measured by the
techniques of inputs slacks and output slacks in the analysis.
Input slack shows the proportion of input over employment. It is the measure of excess input
utilized in the production of given output, without which the current level of output could still
have been produced. Output slack is the unit of output that could have been produced by the
current level of input employment or production technology. Thus, input and output slacks are
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measures of units of resource wastage recorded in the concerned decision-making unit. On
table (2) below, the scores of input and output slacks for the thirty-three MFB are shown.
The table shows scores for one input employed in the analysis, which is gross loan portfolio
and three output scores also employed in the study. These show as output (1) total borrowers
(2) depositors and (3) total assets.
Table 2
Input and output slacks and peer counts
MFB
Input
Outputs Slack
1

1

2

3

Peer
Count

1

AMFB

0.000

0.000

0.000

0.000

0

2

Advans NGA

0.000

0.000

0.000

0.000

0

3

Alliance MFB

.0.000

0.000

0.000

0.000

14

4

Ascend Nigeria

-0.752

0.000

434.613 703.703 0

5

Basura MFB

-0.000

0.000

0.000

6

Excel MFB

-0.599

258.000

363.000 524.000 0

7

FADU

0.000

0.000

0.000

0.000

0

8

Fortis MFB

0.000

241.129

69.290

0.000

0

9

Grassroot

-0.194

0.000

106.323 703.063 0

10

Greenland MFB

0.000

0.000

0.000

0.000

0

11

Grooming centre

0.000

186.183

800.495 0.000

0

12

Hasal MFB

0.000

268.645

706.452 0.000

0

13

Ilobu Community Bank

-0.816

0.000

766.613 414.425 0

14

LAPO-NGR

0.000

0.000

0.000

15

Micro-Cred-NGR

-0.224

250.000

364.000 83.000

16

Moyofade MFB

-0.173

0.000

94.903

708.842 0

17

Mutual Alliance

0.000

0.000

0.000

0.000

0

18

Nasarawa MFB

0.000

0.000

0.000

0.000

0

19

Onibu-Ore MFB

-0.695

0.000

588.903 677.953 0

20

Chikum MFB

-0.521

0.000

402.677 709.715 0

21

Awe MFB

0.000

0.000

0.000

22

Ibu-Aje MFB

-0.323

0.000

177.161 709.004 0
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23

ICMFB

-0.000

0.000

0.000

0.000

3

24

Ikoyi-Ile MFB

0.000

0.000

0.000

0.000

24

25

IMFB

-0.062

235.000

338.000 23.000

26

WODASS

-0.814

103.000

493.000 708.000 0

27

Ikpetu MFB

-0.538

0.000

295.129 443.914 0

28

Kartis MFB

-0.277

123.000

168.000 489.000 0

29

Keff MFB

0.000

0.00

0.000

30

LtH

-0.690

0.00

378.355 708.152 0

31

LMI

-0.609

227.000

369.000 702.000 0

32

Okigwe Indughi MFB

0.000

0.000

0.000

0.000

33

Ologbon MFB

0.104

0.000

56.903

708.953 0

Mean

-0.242

59.696

229.631 279.810

0.000

0

0

0

Source: Authors’ computation 2018
Thus, from the table above the mean input slack is 0.242, showing that the thirty-three MFB's
could produce the current level of output, with approximately 76% less input employment. In
other words, they could produce the current level of output with approximately 24% input mix
adjustment in their current input technology. Slack in output (1) of 59.696 shows that their
current number of total borrowers could still be extended by 59.7% to attain optimality, using
the current level of input employment. This implies an under engagement of borrowers to the
tune of 59.7%. Slack in output (2) of 229.631 implies that a current number of depositors could
still be increased by 229.6%. This shows an under attraction of depositors by the index above.
The output slack of 279.810 in output (3) shows that total assets could still be increased by
279.8% of its current value, with current technology. This shows that the total asset of the
DMUs is grossly contracts instead of expanding.
Looking at the individual input and output slack scores, apart from AMFB and Ikoyi-Ile MFB
which had optimum technology, the rest with zero input and output slack are actually
indeterminate figures due to the abysmally low input and/output figures. Thus, among the
DMUs with realistic performances, Ilobu community bank has the highest input slack of 81.65
while Hasal MFB, Grooming centre and Chikum MFB have the highest output slacks of 268%,
800.5% and 709.7% in their total borrowers, depositors, and total asset expansions. This is a
serious pointer to gross technical inefficiency in resource employment on the part of these
MFBs.
Peer count
The last column of table (2) above shows the peer counts of each of the thirty-three (33) MFBs.
Peer counts show the number of times each DMU (MFB) is compared by each of the DMU in
the entire horizon for emulation. The DMU, with the highest peer count shows the DMU with
the most efficient technology to be emulated by other DMUs in the horizon. Thus, from the
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results, Ikoyi-Ile MFB has the highest peer count of 24. Ikoyi-Ile and Lapo-Ngr have the best
and second-best input-output ratio respectively. This is not surprising. It can be seen from Table
1 that these MFBs have optimal constant and variable technical efficiency. Theire scale
efficiency was generally optimum. This shows that they have efficient supervision and
management efficiency that all other MFBs should emulate.
Conclusions, policy implication and Recommendations
The technical efficiency, slacks and peer scores above spell some policy connotations for
microfinance banking in Nigeria. First among such implications is the poor input mix
technology. This is confirmed by several high scale inefficiencies shown in the results.
Technical efficiency, slacks, and peer scores therefrom spell some policy connotations for
microfinance banking activities. Amongst such implications is the poor input-output mix
technology. This is confirmed by high scale inefficiency of 75.8% and 24.2% efficiency. It also
revealed the total borrower slack of 59.696, indicative that the current total borrowers could
still be extended by 59.7% to attain optimality. Slack in output variable of depositor shows
229.631, which implies that the current number of depositors can be increased by 229.6% and
total assets output slack of 279.810 shows total asset could be increased by 279.8% of its
current value with current technology. Apart from AMFB, Lapo-Ngr and Ikoyi-Ile MFB, the
rest had scale inefficiency scores of varying degrees. As a result of this, we recommend a
serious review of input and resources employment policy, supervisory attention by the relevant
authorities to ensure optimum returns from the input as well as measures that will attract
depositors into MFBs activities. This will correct the gap resulting from financial exclusion
created by the inability of the conventional deposit money banks to lend to highly
uncollateralized economic agents. Apart from AMFB, Lapo-Ngr and Ikoyi-Ile MFBs, the rest
had scale inefficiency scores of varying degrees. This requires a serious review of input
resource employment policy, and serious supervisory attention by the relevant authorities to
ensure optimum employment of input.
The issue of high input and output slacks spells a very high toll of uneconomic employment of
input resources. This also reflects on very low output performance. This points to the serious
need for efficient administrative and optimality achieving technology in resource employment.
Therefore from these results, MFBs in Nigeria should emulate their technology to attain
optimality.
Possible Limitations and Suggestion for Further Studies
These data used were all secondary data from the Central Bank of Nigeria’s financials of
various issues up to 2016, and global MIX Market Reports from Microfinance Information
Exchange in Pennsylvania, Washington DC as at May 2016. Moreso, the DEAP 4.1 software
usage might constrain the report findings in the face of modern technology. More importantly,
the United Nations pursuit of SDGs can better be achieved if the funding components
efficiencies of the African member States are studied. Therefore, it is our desire to see the
deposit money banks and other funding agencies within the continent studied objectively.
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DISCLOSURE OF INFORMATION TECHNOLOGY GOVERNANCE BY SOUTH
AFRICAN STATE-OWNED ENTITIES
VUTABWAROVA, N & KEEVY, M
Department of Accountancy, School of Accountancy, University of Johannesburg, South
Africa
Abstract
Information Technology (IT) has become an invaluable business asset, making IT governance
an important part of corporate governance. State-owned entities (SOEs) are fundamental to
governments’ structures, as they assist in the pursuit of political, social and economic agendas.
Particularly in South Africa, these entities play a significant role in socio-economic
development. Furthermore, given the corruption challenges experienced by SOEs in South
Africa and other developing countries, it is essential that entities – funded through taxpayers’
money – have structures that govern and oversee IT. Using content analysis to extract data from
annual integrated reports, this paper explored the King III governance disclosures of SOEs.
The findings suggest that in general, there is poor disclosure of IT governance by SOEs, as
only one entity met all the recommended King III disclosure principles. Furthermore, the study
found that although most SOEs do disclose some form of IT governance information, these
disclosures often lacked detail. It is recommended that SOEs include a specific section
dedicated to IT in their integrated reports, which would increase compliance with the King
Code principles. This research makes a useful contribution to prioritising IT governance
policies, especially due to the significant spend on IT by most organisations.
Key words: Information Technology; Integrated Reporting; Governance; King; Public Sector;
State-owned Entity
Introduction
Corporate governance arose in the 19th century, as a result of the agency ‘problem’ where one
party acts on behalf of another party (Moloi & Barac 2009). Jensen and Meckling (1976)
convey that the agency problem occurs when cooperating parties have different goals and
division of labour. With this in mind, managers can abuse their control to the detriment of the
shareholders of the organisation (Rossouw, Van der Watt & Malan 2002), given that “in
organisations where there is separation between ownership and control an agency relationship
results, that is, shareholders own the firm but managers control the firm on behalf of
shareholders” (Moloi & Barac 2009: 49). In addition to the agency theory, there is also the
stakeholder theory, which focuses on stakeholder interests (Heath & Norman 2004). To ensure
good corporate governance, managers need to balance the shareholders’ returns while taking
the needs of other stakeholders into account (Harrison & Freeman 1999). Organisations are
under pressure from stakeholders, to promote greater accountability and transparency through
sound corporate governance practices (Ntuli 2013). This pressure has been intensified over
recent years due to high-profile corporate scandals such as Enron and WorldCom in the early
2000s (National Computing Centre 2005), and more recently in South Africa, the Steinhoff,
KPMG (Cairns 2017) and VBS Bank sagas (Mertin 2018).
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Corporate scandals, both globally and locally, have resulted in efforts to increase “regulatory
frameworks to restore investor confidence and to bring about greater transparency and
accountability to corporate affairs” (Moloi & Barac 2009: 49). South Africa responded to
governance developments by releasing the King I report in 1994, which has been revised with
three subsequent versions (King II, King III and King IV). Information Technology (IT)
governance is a branch of corporate governance (Selig 2008) that arose from the importance of
information (Adendorff, Botha, Tolom & Adendorff 2014) and the need to leverage an
organisation’s strategy using IT. Moreover, IT plays a vital strategic business role (Annwareen
2008). Most organisations’ IT spend represents a large portion of their total expenditure (Weil
& Woodham 2002; Grewal & Knutsson 2005; Son 2012). Despite its benefits, IT also creates
inherent business risks (Muchenje 2012). Dahlberg and Lahdelma (2007) share this view,
indicating that when IT is embedded in an organisation, it creates significant threats to the
organisation and to the continuity of its operations. IT risks can however be managed by the
board of directors, which exercises oversight through properly implemented IT governance
(Lubbard 2014). Son (2012) reports that although numerous organisations have established IT
governance structures, there is little known on how to successfully implement IT governance
structures in organisations. A PricewaterhouseCoopers (PWC) global survey revealed that
while IT governance principles are known universally, they are not necessarily applied to the
same extent (Information Technology Governance Institute (ITGI) 2008). Weill and Ross
(2004) report that organisations with effective IT governance report profits 20% higher than
those of their counterparts following similar competitive strategies. Moreover, the success of
most organisations depends of how effectively IT is managed and controlled to ensure that
project rewards are realised (Bowen, Cheung & Rohde 2007). With this in mind, entities should
follow the requirements of the King Code in terms of IT governance.
State-owned entities (SOEs)1 are fundamental to governments’ structure, as they assist in the
pursuit of political, social and economic agendas (Fourie 2014). In South Africa, these entities
play an important role in the country’s socio-economic development. For example, in 2015,
SOEs contributed 20% to South Africa’s economic growth (National Treasury 2015), 20% to
investment globally, 40% to output and 5% to employment (World Bank Group 2014).
However, SOEs are under immense pressure from stakeholders to enhance their operations
(International Federation of Accountants 2013; Peng, Bruton, Stan & Huang 2016; Njenge
2015), given that they are funded through taxpayers’ money (Peng et al. 2016). The structures
of SOEs often make them subject to poor accountability (Heath & Norman 2004). For example,
board appointments are often informed by politics rather than by qualifications and experience
(Thomas 2012). Furthermore, these entities are often fraught with corruption, lack of human
resources, and poor integration between government departments (McGregor 2014) as well as
operational and structural problems (Fourie 2001). Therefore, good governance is of paramount
importance. The oversight of this lies with parliament and the SOEs’ boards and executives
(Department of Public Service and Administration 2012).
Since the early 1970s, there has been ongoing research on IT governance. However, most of
these studies have been conducted in developed countries (Weill & Ross 2004; Grewal &
Knutsson 2005; Castillo & Stanojevic 2011; Son 2012; Lubbard 2014). Studies in the context
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of South Africa – a developing country – has focused on the state of IT governance in general
or on private entities (Motloutsi 2009; Boamah-Abu 2010; Maseko 2015; Marchbank 2016),
and not on the public sector, barring one study by Terblanche (2011). Her study, based on
public entities, established a suitable framework for IT governance. Given the current
corruption challenges experienced by SOEs in South Africa and other developing countries
(Owoye & Bissessar, 2012) it is imperative that SOEs have sound governance practices in
terms of reporting. In the words of Owoye and Bissessar (2012: 1), “with the absence of
effective checks and balances, corruption continues”. The current study, therefore, assesses the
state of one area of governance – IT governance – in South African SOEs.
The paper commences with a review of the existing international and local research literature.
This is followed by a description of the research method and the findings of the study. The
conclusions, limitations and areas for future research are presented in the last section.
Literature Review
There have been four versions of the King Code to date. The first King Code was released in
1994, followed by King II in 2002, and King III in 2009. The most recent version, King IV,
was released in November 2016 and is applicable to organisations with financial years ending
after 1 April 2017. This study deals with King III. The purpose of the principles in King III is
not to be a one-size-fits-all framework, but rather to make organisations aware of the need of
corporate governance (PWC 2012). Furthermore, King III has adopted an ‘apply or explain’
governance framework (PWC 2012). This means that when the board of the company deem it
appropriate to adopt a practice which is different from the recommend guideline in King III,
the board must explain this and justify the reason. IT governance – an area of corporate
governance – was addressed for the first time in King III, given the rapid developments in IT
over recent years and the significant associated risks (IoDSA 2009).
At the outset it is important to define ‘IT governance’. Gartner (2010) states that it is a “…
process that ensures the effective and efficient use of IT in enabling an organisation to achieve
its goals”. ITGI (2003: 11) states that IT governance “consists of leadership and organisational
structures and processes that ensure that the organisation’s IT extends and sustains the
organisation’s strategy and objectives”. Weill and Ross (2004: 4) propose that IT governance
is “the decision rights and accountability framework for encouraging desirable behaviours in
the use of IT” while the King Code defines IT governance as “a framework that ensures
efficient and effective administration of IT resources to enable the success of an organisation’s
strategic goals” (IoDSA 2009: 52). Regardless of how IT governance is defined, it ensures the
maximisation of IT benefits, responsible use of IT resources, harmonisation of IT with the
organisation, and the management of IT risks (Lubbard 2014).
An IT governance system should therefore communicate the state of IT governance to
stakeholders (PWC 2012). Communication should be through board disclosures by sharing
information that is valuable for decision-making (Simpson 2013). The global financial crisis
heightened concerns around governance structures and the need for transparency (Association
of Chartered Certified Accountants (ACCA) 2009). Therefore, as a minimum, disclosures
allow organisations and regulators to react in a timely manner to underlying economic
predicaments and assist stakeholders in understanding an organisation’s policies and structures
140

International Conference of Accounting
& Business

Conference Proceedings of Accounting &
Business in the 4IR Era

ISBN: 978-0-6398115-0-5

in terms of compliance with governance and ethical standards (Hong Kong Society of
Accountants 2001). Organisations view information disclosure as an opportunity for open and
transparent communication with stakeholders and a way of improving their internal reporting
processes and governance structures (ACCA 2009). However, good reporting does not
necessarily indicate good governance (ACCA 2009). It does, however, demonstrate the
emphasis placed on governance by the board (Financial Markets Authority 2016). Some
authors (De Haes, Joshi, Huygh & Jansen 2015) reiterate this view, pointing out that the board’s
involvement in IT governance improves the organisation’s performance as well as reporting on
non-financial disclosures.
IT has revolutionised business operations and has become an invaluable business asset. The
extensive use of IT and the dependency of most businesses on it, has placed the spotlight on IT
governance (De Haes & Van Grembergen 2005). IT violations could cause substantial financial
loss and create regulatory risk to organisations. Executives should therefore view IT
governance as a matter of prime strategic importance (Janahi, Griffiths & Al-Ammal 2015).
Sound IT governance which supports organisational strategies, lays the foundation for good
practices and allows top-performing organisations to derive value from IT (Weill & Ross
2004). Strong IT governance is the most convincing predictor of IT-generated value in
organisations (Weill & Ross 2005a). This notion is supported by Adendorff et al. (2014) who
maintain that IT governance is the most important part of business management as a strategic
corporate governance instrument.
Organisations with strong IT governance are most likely to lead in the effective use of IT to
sustain their business (Guildentops 2003; Weill & Ross 2004). Weak IT governance is likely
lead to the incomplete or ineffective use of technology, reducing the reliability and integrity of
management and financial information and increasing the risk of poor security and control
(Guildentops 2003). IT governance is of particular importance because, if adequately exploited,
it can become a major driver of economic wealth for an organisation. Particularly in South
Africa, the government’s IT sector operates in silos, with departments purchasing their own IT
requirements without much consideration for the future (Ntuli 2013), resulting in wasteful IT
expenditure. For example, IT projects often overrun timelines and budgets, and in most cases,
do not add value to the organisation (Marnewick & Labuschagne 2011). Furthermore, many
organisations make IT decisions with no consideration for good corporate governance
principles (Marnewick & Labuschagne 2011). As IT constitutes a large proportion of
investment, it requires proper governance.
There is no single best formula for IT governance. However, it is important to note that
effective IT governance does not occur by accident (Weill & Ross 2005b). Therefore, in
exercising its fiduciary duties, the board should ensure oversight of IT governance (IoDSA
2009; Coertze & von Solms 2013). IT governance should occur at all three levels of the
organisation, with lower and middle level management focusing on the framework, while
executive management and the board focus on the King Code principles (Butler & Butler
2010).
SOEs are not immune to the risks of IT as they are also largely dependent on IT in their business
operations. It is therefore necessary to implement structures to govern and oversee IT spending
in SOEs which can also result in substantial cost savings (Shane, Lafferty & Beasley 1999).
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According to common law, the King Code is binding to SOEs. For example, in the court case
between the South African Broadcasting Corporation v Mpofu, the principles of King were
deemed to be binding on SOEs (Kleitman 2016). Similarly, in the Minister of Water Affairs
and Forestry v Stilfontein Gold Mining Company, the King Code principles were used as a
benchmark against which to measure the conduct of directors insofar as their fiduciary duties
were questioned (Kleitman 2016). Consequently, it is evident that the King Code plays a
pivotal role in providing guidelines for IT governance implementation in SOEs.
The South African government has made positive developments by improving SOEs’
functioning and operations. These developments include: the close monitoring of SOEs by
National Treasury (Ministry of Public Enterprises 2001); the establishment of the PRC to
provide feedback on the performance of SOEs (The Presidency 2016); and a restructuring
programme between 2000 and 2004, focusing on the transport, telecommunications, energy
and defence industries (Ministry of Public Enterprises 2001). Some of the objectives of the
restructuring was to attract foreign investment, promote fair competition, enhance SOEs’
competitiveness, reduce state debt and mobilise private sector investment and expertise
(Ministry of Public Enterprises 2001). More recently, in 2016, on the recommendation of the
PRC, the Presidential SOE Coordinating Council was established, in order to improve SOEs’
performance (The Presidency 2016). In addition, the PRC recommended that the South African
public sector establish a culture of good governance, specifically in terms of IT (Van Der Walt,
Von Solms & Coetsee 2014).
The public sector should be at the forefront of promoting IT governance transparency in the
South African economy. However, the lack of accountability and transparency in the public
sector leads to inefficient markets and economic instability, deterring long-term sustainability
(Bergmann 2014). IT governance is one of the ways in which SOEs can ensure sound IT spend
and optimal use of IT resources to make their expected contributions to the economy and to
ensure high returns on their IT investment (Wibowo 2011). SOEs implementing proper IT
governance would benefit from reduced IT costs, thereby freeing up funds which could be
redirected to other more critical areas (Ntuli 2013). IT governance should be incorporated into
the integrated reports to ensure that the specific opportunities and threats associated with IT
are appropriately managed (De Haes et al. 2015). It is against this background that this study
sought to investigate the extent to which IT governance has been disclosed in the integrated
reports of SOEs, according to the principles of the King Code.
Research method
Qualitative data collection methods were used to answer the research question of the state of
IT governance disclosure in SOEs. This involved the use of non-numerical data (Saunders,
Lewis & Thornhill 2009), which included the IT governance disclosures, which was collected
from secondary data in the SOEs’ annual integrated reports. Purposive sampling, “synonymous
with qualitative research” (Given 2008: 697), was used to select the sample. The sample was
limited to SOEs found on the Schedule 2 list of public entities who have listed bonds or equities
on the Johannesburg Stock Exchange (JSE).
Schedule 2 entities are a focus of this study, as these entities make a significant contribution to
the South African economy and a considerable portion of the South African government’s
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capital spend is made on these entities (Ministry of Public Enterprises 2001). It would be
expected that the IT spend in these entities would be significant, and governance would be of
paramount importance. According to the South African Finance Minister, most major
infrastructure is financed in the SOEs’ Statements of Financial Position. Consequently, these
entities need to be financially sound and operate effectively in order to make any real impact
on the economy (Ministry of Finance 2015).
Schedule 2 consists of 21 entities. However, only nine of these entities have listed bonds or
equities on the JSE. Thus, all nine entities - ACSA SOC Limited; Denel SOC Limited;
Development Bank of Southern Africa SOC Limited; Eskom SOC Limited; Industrial
Development Corporation of South Africa SOC Limited; Land and Agricultural Development
Bank of South Africa SOC Limited; Telkom SA Limited; Trans-Caledon Tunnel Authority
SOC Limited; and Transnet SOC Limited - were selected for this study.
Integrated reports are publicly available, thus permission to use this information was not
required. However, the information remains sensitive and no mention of the SOEs’ actual
names appeared in the results. Despite the fact that these are publicly available documents, they
were only used by the researchers for the intended purpose of the study. Only audited integrated
reports were used in the study, with a cut-off date of 31 March 2017. Therefore, one year of
integrated reports were reviewed for each of the nine entities.
Data Analysis and Research Findings
The integrated reports were analysed using content analysis. This involved the analysis and
observation of data contained in the reports to evaluate the inclusion or exclusion of any
analytical criteria (Zikmund 2003). The SOEs’ integrated reports were evaluated against a
checklist containing 24 recommended guidelines in King III. If an entity disclosed the
information as set out in King III, it was allocated a ‘yes’; if the entity did not disclose the
information, it was allocated a ‘no.’ Integrated reports are the medium through which SOEs
disclose their governance information to stakeholders. For the purposes of answering the
research question, where a guideline was disclosed elsewhere in the integrated report, other
than the specific section referring to ‘IT governance’ it was considered to be disclosed.
King III information technology governance disclosures
From the analysis of the integrated reports, the IT governance disclosures consisted of one to
two pages. However, certain SOEs did not have a specific section that addressed IT
governance. Based on the analysis, 67% of entities had a specific disclosure page dedicated to
IT governance, while 33% did not have such a section but did meet certain of the disclosures
by providing information elsewhere in the reports. However, all entities had some form of King
III IT governance disclosure. Furthermore, all the entities stated in their integrated reports that
they complied with the King III Code, however, it was established that only three entities met
at least 70% of all the related disclosures (i.e. 17 of the 24 recommended practices). Only one
entity met all the disclosures, followed by 92% and 71% for the second and third best disclosure
requirements respectively for the SOEs.
The SOE which met all the disclosure requirements used the ‘apply and explain’ principle in
its disclosures. This SOE stated the principle as well as whether or not it was compliant. Where
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the SOE did not follow the guidelines as set out in King III, it explained how compliance was
achieved. The three entities identified as adhering to at least 70% of King III disclosures all
had a specific section in the integrated report dedicated to IT governance. The results of the
analysis for the specific principles of King III are set out in the respective tables below.
Table 1: Results for the analysis of King III - Role of the board
Recommended practice: Principle 5.1

Yes
n
SOE

The board should assume the responsibility for the
governance of IT and place it on the board’s agenda
6
5.1.2 The board should ensure that an IT charter and policies are
established and implemented
1
5.1.3 The board should the ensure promotion of an ethical IT
governance culture and awareness and of a common IT
language
5
5.1.4 The board should ensure that an IT internal control
framework is adopted and implemented
5
5.1.5 The board should receive independent assurance on the
effectiveness of the IT internal controls
3
Total
20
n: number of SOEs

%

No
n
SOE

%

67

3

33

11

8

89

56

4

44

56

4

44

33
44

6
25

67
56

5.1.1

The results indicate that of the five disclosures relating to the role of the board, 44% were
adhered to while the remaining 56% were not adhered to. Principle 5.1.1 regarding the boards’
responsibility for IT governance had the highest disclosure, with six of the nine entities
disclosing this principle in the integrated reports. As reported in the literature (IoDSA 2009;
Coertze & von Solms, 2013), the board should ensure oversight of IT governance in exercising
its fiduciary duties. Therefore, three entities did not comply with this requirement. Principle
5.1.2 ‘The board should ensure that an IT charter and policies are established and implemented’
was only disclosed by one entity. Several entities stated that they obtained assurance on the
effectiveness of internal controls, but they did not specifically mention the IT controls.
Table 2: Results for the analysis of King III - Role of the board concerning IT strategy
Recommended practice: Principle 5.2
Yes
No
n
n
SOE % SOE
5.2.1. The board should ensure that the IT strategy is integrated
with the company’s strategic and business processes
7
78 2
5.2.2. The board should ensure that there is a process in place to
identity and exploit opportunities to improve the
performance and sustainability of the company through
78
the use of IT
7
2
Total
14
78 4
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22

International Conference of Accounting
& Business

Conference Proceedings of Accounting &
Business in the 4IR Era

ISBN: 978-0-6398115-0-5

n: number of SOEs
The results show that seven (78%) entities adhered to the disclosures for Principle 5.2. There
was an increased compliance in respect of disclosures in these principles, as most of the SOEs
appear to understand the need for leveraging the use of IT against their strategies. As Weill and
Ross (2004) attest, implementing effective IT governance to support organisational strategies
lays a solid foundation for good governance.
Table 3: Results for the analysis of King III - Management to assist the board
oversight of IT governance
Recommended practice: Principle 5.3
Yes
n
SOE %
5.3.1. Management should be responsible for the
implementation of the structures, processes, and
mechanisms for the IT governance framework
67
6
5.3.2. The board may appoint an IT steering committee or
similar function to assist with its governance of IT
8
89
5.3.3. The CEO should appoint a CIO responsible for the
management of IT
56
5
5.3.4. The CIO should be a suitably qualified and experienced
person who should have access to the board and/or
appropriate board committee and executive management
and interact regularly on strategic IT matters
5
56
Total
n: number of SOEs

24

67

in exercising
No
n
SOE %

3

33

1

11

4

44

4
12

44
33

Principle 5.3 had 67% of the disclosures adhered to. The highest recorded percentage of
adherence was at 89% for principle 5.3.2 “The board may appoint an IT steering committee or
similar function to assist with its governance of IT”. Principles 5.3.3 and 5.3.4, on the other
hand, recorded the least number of disclosure on CIO qualifications and experience. Five (56%)
of the nine entities stated who their CIO was and whether they were qualified for the position.
Table 4: Results for the analysis of King III - Board to ensure positive rate on return
investments
Recommended practice: Principle 5.4
Yes
No
n
n
SOE % SOE
5.4.1. The board should oversee the value delivery of IT and
monitor the ROI from significant IT projects
33 6
3
5.4.2. The board should ensure that intellectual property
contained in Information System is protected
2
22 7

145

of IT

%
67
78
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5.4.3. The board should obtain independent assurance on the IT
governance and controls supporting outsourced IT
services
2
Total
7
n: number of SOEs

22
26

78
7
20

74

Of the entities reviewed, only 26% adhered to the disclosures recommended in Principle 5.4
regarding the board ensuring a positive rate of return on IT investments. As observed by
Wibowo (2011), IT governance is a way in which SOEs can ensure sound IT spend and
optimum use of IT resources in order for them to make a valid contribution to the economy and
ensure high returns on their IT investment. Therefore, the lack of disclosure for this principle
is concerning. This result could be attributed to the fact that some of the entities not outsourcing
services in the period under review. Most of the entities mentioned security as a key risk area,
but there was no mention of the protection of intellectual property.
Table 5: Results for the analysis of King III - Disaster recovery process
Yes
Recommended practice: Principle 5.5
n
SOE
5.5.1. Management should regularly demonstrate to the board
that the company has adequate business resilience
arrangements in place for disaster recovery
6
5.5.2. The board should ensure that the company complies with
IT laws and that IT related rules, codes, and standards are
considered
3
Total
9
n: number of SOEs

%

No
n
SOE %

67

3

33

33
50

6
9

67
50

A total 50% of the disclosures for Principle 5.5 were adhered to by the SOEs. Six (67%) of the
nine entities disclosed Principle 5.5.1, while three (33%) adhered to the disclosure of Principle
5.5.2. All the entities stated that they complied with laws and regulations in general, however,
only three entities elaborated that they complied with IT laws and regulations.
Table 6: Results for the analysis of King III - Information security policy
Recommended practice: Principle 5.6
n
SOE %
5.6.1. The board should ensure that there are systems in place
for the management of information, which should include
information security, information management, and
information privacy
4
44
5.6.2. The board should ensure that all personal information is
treated by the company as an important business asset and
that it is identified
2
22
146

n
SOE %

5

56

7

78
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5.6.3. The board should ensure that an Information Security
Management System is developed and implemented
4
5.6.4. The board should approve the information security
strategy and delegate and empower management to
implement the strategy
3
Total
13
n: number of SOEs

44

5

56

33
36

6
19

67
64

Of the SOEs reviewed, 36% adhered to the disclosures for Principle 5.6. The highest adherence
to disclosure (44%) was observed for Principles 5.6.1 and 5.6.3 while Principle 5.6.2 had the
lowest adherence with only 22%. This is most likely due to entities not wanting to disclose
their security strategy information, however, all the SOEs did mention cybersecurity as one of
their top priority risks. McFadzean, Ezingeard and Birchall (2007) state that executives view
information security as a competitive weapon, which supports the above inference.
Table 7: Results for the analysis of King III - Risk and Audit Committee to address IT risks
Recommended practice: Principle 5.7
Yes
No
n
n
SOE % SOE %
5.7.1. The risk committee should ensure that IT risks are
adequately addressed
7
78 2
22
5.7.2. The risk committee should obtain appropriate assurance
that controls are in place and sufficiently effective to
address IT risks
6
67 3
33
5.7.3. The audit committee should consider IT as it relates to
financial reporting and the going concern of the company 6
67 3
33
5.7.4. The audit committee should consider the use of
technology to improve audit coverage and efficiency
6
67 3
33
Total
25
69 11
31
n: number of SOEs
Seven (78%) entities disclosed Principle 5.7.1 while six (67%) disclosed the remaining
attached guidelines 5.7.2 to 5.7.4. This resulted in an overall compliance of 69%. This figure
is likely due to the fact that most entities realise the risks that IT brings and therefore consider
IT as one of the top priority risks, as documented in their integrated reports. Another reason is
that four of the nine entities combined their audit and risk committees rather than having two
stand-alone committees. The JSE allows the audit committee and the risk committee to be
combined as long as they comply with the more stringent criteria imposed on the audit
committees with regard to independence (Deloitte 2016).
Conclusions, Recommendations, Limitations and Areas of Future Research
The study sought to establish whether IT governance was disclosed by SOEs as set out in their
integrated reports. The disclosures were evaluated against the King III IT governance
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recommended guidelines. When considering the impact of IT, and the significant portion of the
budget that is allocated to this area, governance of disclosure is important. Furthermore, SOEs
are funded by the government using taxpayers’ funds and should therefore be accountable to
the public for IT expenditure. Added to this, stakeholders have a greater need for transparency
and accountability given the recent corporate scandals, and should be informed of the state of
IT governance within the organisation. IT governance information should be incorporated into
the integrated annual report not only because of its importance but also because of the unique
opportunities and threats that are associated with IT.
First, the findings reveal that all the entities stated in their integrated reports that they complied
with the King III Code; however, it was established that only three entities met at least 70% of
all the related disclosures (i.e. 17 of the 24 recommended practices). Only one entity met all
the disclosures, followed by 92% and 71% for the second and third best disclosure requirements
respectively for the SOEs.
The SOE that met all the disclosure requirements used the ‘apply and explain’ principle in its
disclosures. This SOE stated the principle as well as whether or not it was compliant. Where
the SOE did not follow the guidelines as set out in King III, it explained how compliance was
achieved. The three entities identified as adhering to at least 70% of King III disclosures all
had a specific section in the integrated report dedicated to IT governance. This study can be
useful to SOEs’ boards in evaluating the IT information contained in their integrated reports in
order to conceptualise what measures they need to implement to ensure compliance. The mere
fact that all companies had some form of IT governance disclosure indicates that IT governance
systems are likely to be in place and that more attention needs to be given to IT governance
reporting.
It is recommended that the disclosures provided by SOEs be more complete in order to provide
a clearer picture of the state of IT governance in SOEs. This is because integrated reports are
one of the most common forms of feedback that stakeholders are more likely to look at in order
to understand an entity’s IT governance processes. Furthermore, it was found that the three
entities that adhered to at least 70% of King III disclosures all had a specific section in the
integrated report dedicated to IT governance. Therefore, it is recommended that SOEs have a
separate section dedicated to IT governance.
One of the limitations of the research was that the results of the study may only apply to South
African SOEs, particularly those listed in Schedule 2. The study is spread across many
industries, which may have different levels of investment and risks related to IT. This may
affect the importance attached to IT governance. Another limitation is the research is nonempirical as the results of the study are biased towards information disclosed in integrated
reports, which may not give a complete picture of the current state of IT governance. This is
most likely due to the fact that reporting is based on historical data rather than current
information. Using approaches such as questionnaires, future studies could identify IT
governance disclosure based on current empirical data. A third limitation was that the study
was conducted during a transformation period in South African corporate governance
principles, and does not reflect the latest developments in terms of King IV. This study however
affords the opportunity for future research. Future research on disclosure of IT governance in
South Africa, incorporating the changes of King IV, should be conducted annually so as
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determine whether the extent of disclosure has improved or deteriorated. Moreover, the
significance of this research is to provide a contribution that can be used by the Ministry of
Public Enterprises to revise existing policies or to prioritise IT governance policies.
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A CRITIQUE OF THE METHODOLOGY IN A THESIS TO DEVELOP AN
ENGAGEMENT RISK MANAGEMENT INSTRUMENT FOR THE ZIMBABWEAN
AUDIT FIRMS
DENHERE, V
Bindura University, Zimbabwe.
Abstract
The purpose of this study was to critique the Qual-quan sequential mixed methods employed
by this researcher in her doctoral thesis conducted to develop an audit engagement risk
management instrument for the Zimbabwean audit firms. The objective of the study was to
establish the appropriateness of the methodology utilised in the aforementioned thesis.
Research experts were sampled from selected universities in Zimbabwe to participate in the
critique. The current study employed a quantitative research approach and used a questionnaire
to collect data from accountancy lecturers from eleven Zimbabwean universities that had more
than ten years of Accountancy departments establishment to evaluate the methodology
employed in the aforementioned doctoral thesis. Five respondents were purposively sampled
from each of the Accountancy Departments of the eleven universities. The majority rule was
applied to determine the appropriateness of the methodologies. A total of 69.2% of the
respondents confirmed pragmatism research philosophy for the whole doctoral thesis under
review. For phase 1 of the thesis, 87.2% of the respondents confirmed the qualitative research
method; 84.6% respondents confirmed the desk research; and 64.1% confirmed the structured
interviews. For phase 2 of the thesis, 79.5% of the respondents confirmed quantitative research
method; and 79.4% confirmed the Delphi technique for data collection. The results indicated
that the methodology that was employed in the thesis under review was appropriate.
Recommendations were a further interrogation of the appropriateness of the sequential mixed
method in the construction of an instrument by a wider panel of research specialists in the audit
field.
Keywords – Methodology appropriateness, Research critique, Instrument construction

Introduction
The existence and availability of different research designs necessitates that the researcher
chooses the appropriate research design for a research study. As a result, selecting an
appropriate research design becomes a critical aspect of the research process. According to
Khankeh, Ranjbar, Zavareh, Boroujeni and Johansson (2015:636), “identifying the problem,
forming the question, and selecting an appropriate methodology and design are some of the
initial challenges that researchers encounter in the early stages of any research project”. Opoku,
Ahmed and Akotia (2016) also concur with Khankeh et al. (2015) that choosing an appropriate
research methodology is the most difficult and confusing decision for most researchers.
Another author, Goulding (2002:33) also indicates that, “the choice of a research methodology
is a difficult one and should be based on the researcher’s convictions, beliefs and interests”. If
choosing the appropriate methodology in research is as difficult as has been indicated by
Khankeh et al. (2015), Opoku et al. (2016) and Goulding (2002), then there is room for
researchers to make errors in the choice, and this could have a bearing on the results of the
research.
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The use of different methodologies to achieve one research objective could yield different
results. The right choice of the methodology becomes critical in this regard. It is therefore
important according to Opoku et al. (2016:33) to note that “the type of research will dictate the
right research methodologies that should underpin the research and data-collection methods to
be used”. Further, the data-collection techniques that are employed in a research must be
acceptable and able to meet the objectives of the study (Crotty 2004). Still on the issue of data
collection, Mackenzie and Knipe (2006) further stress the importance of adequacy of data
collection techniques to provide information required to achieve the ultimate goals of the study.
In addition to data collection techniques, Barbie (2010) posited that researchers must also
comprehend the philosophical concepts on which each approach is based as they select between
varieties of research approaches. Data collection techniques and research philosophy are part
of the research methodology.
Making the right choice for methodology in a research study is critical since the methodology
employed has a bearing on the results. Buchanan and Bryman (2007:33) pointed out that “there
are important factors that are involved in choosing a research methodology and these include
the aim of the research, epistemological concerns and norms of practice of the researcher and
other previous work in this topic area”. Further, Saunders, Lewis and Thornhill (2009) posit
that the choice of appropriate data-collection and analysis methods for any research study is
determined by the philosophy of the study and genre of the research question.
The above sentiments suggest that making an appropriate choice of methodology for a research
study is critical. It is against this background that this paper focused on critiquing the sequential
mixed methods that were employed in a thesis on developing an engagement risk management
instrument for the Zimbabwean audit firms by this researcher. The study on developing an
engagement risk management instrument for the Zimbabwean audit firms was based on the
pragmatism philosophy and conducted in two phases. Phase 1 was qualitative and employed
desk research and structured interviews to collect data. Thematic analysis was also used for
data analysis for this phase. Phase 2 was quantitative and employed a one round Delphi
technique to collect data and descriptive statistics from the SPSS was used to analyse the data.
Objective of the study
The objective of the study was to establish the appropriateness of the Qual-quan sequential
mixed methods employed in a thesis by this researcher that sough to develop an engagement
risk management instrument for Zimbabwean audit firms.
Literature review
Since this study critiqued the methodology employed by the thesis to develop an engagement
risk management instrument by this researcher, the literature reviewed is, therefore, on research
critique and instrument construction.
Research critique
According to Opoku et al. (20116:33), “a methodology refers to the philosophy and framework
that are fundamentally related to the entire process of the research”. Methodology, therefore,
spans steps from broad assumptions to detailed methods of data collection, analysis and
interpretation. Therefore, methodology involves a number of decisions but the overall decision
involves which approach should be used to study a topic. Informing this decision should be the
philosophical assumptions the researcher brings to the study; procedures of inquiry; and
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specific techniques of data collection, analysis and interpretation (Saunders et al. 2007).
According to Boswell and Cannon (2009:405), ‘every study has limitations because researchers
must inevitably make multiple methodological judgements that influence the significance,
integrity and value of the research outcomes”. Therefore, faced with a variety of
methodological designs, it is important for a researcher to choose and employ the most
appropriate methodology for the best results.
A research critique is defined by Boswell and Cannon (2009) as a systematic process for
evaluating research studies and the results reported focusing on its strengths and limitations.
Another definition from Polit and Beck (2008:404) states that, “a research critique is a
mechanism to provide feedback for improvement”. The purpose of the research critique is to
determine whether the findings are usable (Brink & Wood 2001). Since research critique is a
systematic process, Holder (2003) identified the following four key aspects of research critique
namely: understanding the purpose and problem, while determining if the design and
methodology are consistent with the purpose; determining if the methodology is properly
applied; assessing if outcomes and conclusions are believable and supported by findings; and
reflecting on overall quality, strengths and limitations. These aspects guide the critiquing
process of a research study.
Critiquing the methodology was the main focus of the current study, and this, according to
Boswell and Cannon (2009), involves questioning the research philosophy, participants,
instruments, research design, and data analysis. When critiquing participants, it is important to
focus on the target population of the study, selection of the participants included and excluded
as well as sample size (Holder 2003). To critique the instruments, Brink and Wood (2001)
pointed out that focus should be on their validity and reliability. In this case, the thesis under
critique employed mixed methods, and critiquing this design, as states Boswell and Cannon
(2009), involves, among other things, establishing whether there is a stated rationale for the
use of the mixed methods; whether the discussion provides for the integration of the two types
of data and how they strengthened the outcomes. Therefore, the data collection tool used in this
study captured the research philosophy, instruments and research design that was employed
during the thesis that was evaluated.
Construction of an instrument
It was necessary to establish what literature says with regards to the construction of an
instrument since the objective of this study was to critique the method that was used to construct
an engagement risk management instrument intended to assist audit firms in Zimbabwe to
manage engagement risk at client acceptance level. There is an indication in literature that
scientific research is inadequate with regards to the evaluation of the effectiveness of risk
management practices (Vergotine 2012). Another observation from literature made by
Vergotine (2012) is that the current engagement risk management measurement tools are based
on the authors’ opinions. These observations further concretised the need for developing the
engagement risk management instrument in the Zimbabwean context in a thesis by this
researcher that sought to contribute towards the management of risk in the audit industry. To
describe the development of an instrument, the three instrument criteria proposed by
Onwuegbuzie, Bustamante and Nelson (2010), Cloete, Crous and Schepers (2002) and Briller,
Schim, Thurston and Meert (2012) were considered to be of great relevance to the developed
instrument in the thesis under critique. Following is a description of each of the three criteria.
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Instrument Criteria 1
A meta-framework that comprised a number of frameworks and models, together with various
research techniques meant to increase the evolution of quantitative instruments was presented
by Onwuegbuzie, Bustamante and Nelson (2010). The meta-framework was called Instrument
Development and Construct Validation (IDCV) and it contains ten detailed phases of a rigorous
way used to develop and validate an instrument through a mixed research approach. Steps that
are taken by a researcher in developing an instrument and augment its aptness and usability
were identified by the proponents of the IDVC. The ten interactive phases of the IDCV are
listed as follows:
conceptualise the construct of interest; identify and describe
behaviours that underlie the construct of interest; develop
initial instrument; pilot-test initial instrument; design and
field-test revised instrument; validate revised instrument:
Quantitative analysis phase; validate revised instrument:
Qualitative analysis phase; validate revised instrument: Mixed
analysis phase: Qualitative-dominant crossover analyses;
validate revised instrument: Mixed analysis phase:
Quantitative-dominant crossover analyses; and evaluates the
instrument development / construct evaluation and product
(Onwuegbuzie et al. 2010:799).

The ten above listed phases are best described as intermixed as this allows for gesticulation
among the stages to embrace the new findings that come out. This implies that the process of
instrument construction is iterative because after the design and field-testing, the researcher
might go back to conceptualise the construct of interest. Each of the ten phases from the IDCV
are summarised as follows:

Phase 1: Conceptualise
It is in this phase that the construct of interest is developed. In this phase, the researcher, as
their important early goal, are expected to be cognisant of their own personal belief system
which could be one of the following belief systems: overall worldview, research philosophy,
and discipline-specific philosophy (Onwuegbuzie et al. 2010). In addition to the goal
awareness, conduction of a substantial literature review to enable the identification of the
pertinent theoretical frameworks is one of the basic ways of establishing the construct of
interest (Onwuegbuzie et al. 2010). According to Onwuegbuzie et al. (2010:800), “a few mixed
research–based models have been developed recently to assist instrument developers carry out
rigorous literature reviews”.
In addition, Onwuegbuzie et al. (2010) posit that the researcher at this stage is expected to
engage with various local experts and also organise focus group meetings. By doing this the
researcher will be capitalising on the contribution by experts when they are in a group generated
from the social processes that occur when people come together. Another crucial thing to be
done at this point is to make sure that all the key contributors’ voices are heard with the
intention to comprehend and capture their cultural background (Onwuegbuzie et al. 2010). It
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is also important to conduct individual interviews, focus groups, and direct observations
because they can contribute positively towards the whole exercise. Detailed field notes should
also be kept and a traceable audit trail should be left (Onwuegbuzie, Bustamante & Nelson,
2010). Banks & Banks (2001) emphasise the importance of a key goal in this phase which is
to develop an instrument with cultural sensitivity, which when done will provide optimally
reliable and valid data.
Phase 2: Identify and describe behaviours that underlie the construct
This phase involves adapting qualitative approaches and any other data collection tools to
achieve data saturation. Also, data analysis tools are central at this phase. Reaching data
saturation is very important because it is only when this point is reached that the instrument
developer can be in a position to identify behaviours underpinning the concept of interest. If
data saturation is not accomplished there will be need for the instrument developer to revisit
phase 1, to reconceptualise the theory and re-evaluate the philosophical and research
assumptions, and recollect data.
Phase 3: Develop initial instrument
At this stage, the development of the instrument commences through item writing. A
specification table containing specifications from the preceding two phases is used to guide the
item writing. Onwuegbuzie et al. (2010) posit that where the situation permits, a group of
specialists and main participants should take part in writing items and appraising on those items
to make sure that they conform to cultural sensitivity. The researcher might be forced to revisit
phase 2 in order to start the whole process if feedback from the experts on the items indicates
that the instrument in question was extremely underdeveloped.
Phase 4: Pilot-test initial instrument
Phase 4 involves testing the instrument in the field. The test involves assessing each item to
verify coherence, comeliness, tone and the amount of time needed by the responded and, above
of all, aesthetic proficiency. The focal point during this phase is more on content-related
validity than on the other areas of validity.
Phase 5: Design and field-test revised instrument
This stage involves some refining or removal of those items that would have been identified in
phase 4 to have problems. The revised instrument is circulated in order to get substantial test,
where the recommended adequate sample size for exploratory factor analysis ranges from 510 participants per item. It is also strongly recommended at this stage that both open-ended
qualitative and quantitative items be included.
Phase 6: Validate revised instrument: Quantitative analysis phase
The collected quantitative responses are analysed at this stage, the major goal being to assess
the content-related validity, criterion-related validity and construct-related validity of the
instrument. The key activity in this phase is the rigorous exploratory factor analysis.
Phase 7: Validate revised instrument: Qualitative analysis phase
The qualitative responses collected in phase 5 are analysed at this stage to address one or more
of the five purposes of mixing qualitative and quantitative data. The analysis techniques that
can be used for this include method of construct comparison analysis, key words in context,
and word count among others.
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Phase 8: Validate revised instrument: Mixed analysis phase; Qualitative-Dominant crossover
analyses
This phase, according to Onwuegbuzie et al. (2010:69), involves either a qualitative analysis
of scores obtained from quantitative instrument in phase 6 or quantitative analysis of the
qualitative data that was obtained from phase 7. For the qualitative analysis, quantitative data
can be converted to qualitative data via narrative profile formation, in which narrative
descriptions are constructed from quantitative data….the profiles include the following among
others: modal profiles, average profiles, holistic profiles, comparative profiles, and normative
profiles. The most vital technique at this stage is the factor-analysing the themes that would
have arisen in phase 7.
Phase 9: Validate revised instrument: Mixed analysis phase: Quantitative-Dominant crossover
analyses
At this stage the crucial thing is conduct one or more sets of quantitative-dominant crossover
analyses and instrument developer again, it should be noted that at this stage again the
instrument developers are exposed to a number of data analysis tools that they can use. The
important point is that this phase expands on the preceding one. As an illustration,
Onwuegbuzie et al. (2010:805) state that “the factor scores obtained from the factor analysis
of the springing up themes in phase 8 could be correlated to the factor scores obtained through
the exploratory factor analysis of the quantitative instrument that was undertaken in phase 6”.
Phase 10: Evaluate the instrument development/construct evaluation process and product
This phase is about conducting an extensive evaluation of both the product and the process.
The revised instrument is the product which can be evaluated through the findings obtained
from phases 6 up to 9. According to Onwuegbuzie et al. 2010:806), the use of framework for
debriefing the researcher is suggested for this purpose and this framework can assist instrument
developers in reflecting on the IDCV process in order to establish their feelings as they went
through this process, establish which data collection and analytical strategies were more useful,
and expose areas for further growth and development of the instrument.
There might be need for the instrument developer to go back to phase 5 and revisit the
instrument so that they can repeat phases 6 to 9, or even to revisit all the phases up to Phase 1
to reconceptualise the theory and/or hypotheses, re-evaluate any philosophical and research
assumptions borne by the instrument developers, and/or collect supplementary data from the
specialists and main participants, before repeating phases 2 to 9 basing on the evaluation data
(Onwuegbuzie et al. 2008). Therefore, the IDCV framework can be described as a collection
of iterative and cyclical processes that promote more rigour to the process of developing the
instrument and validating the concept as indicated by Onwuegbuzie et al. (2008).
Instrument criteria 2
Cloete, Crous and Schepers (2002) suggest five criteria for consideration in the construction of
new measuring instruments. The five criteria process is briefly outlined below:



Criterion 1: Development of the measuring instrument must be theoretically investigated
and should be clearly expressed because it is the focus area.
Criterion 2: There has to be utter lucidity on the actual sphere on which the construct has
to be based.
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Criterion 3: Sub-domains have to be identified and should contribute towards the elements
of which the actual sphere is comprised.
Criterion 4: Feasible designs of behaviour for the identified sub-domains have to be
outlined. This criterion aims to operationalize the sub-domains by delineating them in terms
of observable behaviour patterns. The ultimate outcome of applying this criterion is the
development of a diversity of behaviour patterns regarding each sub-domain.
Criterion 5: The format of the items has to be connected to the construction of questions
that support the designed behaviour patterns.

According to Vergotine (2012), these criteria have been taken on board in the evaluation of
assessment instruments and in the blueprint of new instruments. The following are two of the
examples of the application of the instrument construction criteria: A study by Cloete, Crous
and Schepers (2002) constructed and assessed a scale for measuring employee empowerment
that might add value to the organisational transformation. The construction of the scale adhered
to criteria 1 to 5 for test construction, which yielded findings that signalled that a highly reliable
scale that was sensitive to group differences had been developed; and Schepers (2008) designed
and assessed a work performance questionnaire for use in administrative and operational
developments. The construction of the questionnaire adhered to criteria 1 to 5 for test
construction. The findings of the study revealed high reliabilities on scales of both
questionnaires.
Instrument criteria 3
Briller, Schim, Thurston and Meert (2012) suggest six criteria to be considered in the
construction of new measuring instruments which are outlined by Briller et al. (2012:3052) as
follows; “determining what data should be collected; establishing if existing instruments are
available; planning for reliability and validity assessments; designing new instrument format
and content; establishing pre-testing protocols; and evaluating pilot data”.
The doctoral thesis focused on the above three theories because they all explain the construction
of an instrument. All the three are guided by some criteria where the first one is guided by ten,
the second one by five criteria and the third one is guided by six criteria. The one with ten had
detailed criteria but these were summarised in the other two theories with six and five criteria.
Therefore, the three theories have some common steps at some point. According to Briller et
al. (2012), the development process of an instrument begins with careful review and
comparison of existing instruments, and this involves reference to literature. For the instrument
design, Briller et al. (2012) indicate that there is need to use in-depth interviews to generate a
detailed listing of categories of themes. In addition to the above, Briller et al. (2012) emphasise
the need to consult with experts when drafting a list of items during the creation of items. For
the thesis, a hybrid of criteria from the three theories was obtained to suit the circumstances
under which the thesis was conducted in an effort to fulfil its main objective.
Methodology and data
This section describes the research design, sampling and data collection that were employed
in this current study.
Design and methodology
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The positivist research philosophy was employed in this study. According to Guba and Lincoln
(1994), this paradigm aims at revealing the truth and facts in the form of quantitatively specified
relations among variables. This paradigm involves the use of quantitative methods to collect
data. Barbbie (2010:57) indicates that “quantitative methods emphasise objective
measurements and the statistical, mathematical, or numerical analysis of data collected through
polls, questionnaires and surveys, or by manipulating pre-existing statistical data using
computational techniques”.
Sample and data
Purposive sampling was employed in this study. A purposive sample, according to Tongco
(2007), is a non-probability sample that is selected based on characteristics of a population and
the objective of the study. In this study a homogeneous purposive sample type was applied as
the researcher selected the sample for having a shared characteristic which is accountancy
lecturers who are expected to have content knowledge on auditing as well as research
experience. Two criteria used for the purposive sampling in this research were as follows: For
sampling the universities from which participants were drawn, the researcher chose those
universities that had over ten (10) years of established Accountancy Departments. Such
universities were expected to have well organised departments of Accountancy. For sampling
the participants, the researcher targeted lecturers in the Accountancy departments from the
sampled universities. Lecturers from the Accountancy departments were expected to have
knowledge in Auditing and also experience in research through supervision of students’
research and their own research. There was a population of eighteen (18) universities in
Zimbabwe at the time of data collection. Data was collected through a questionnaire that was
administered to academic lecturers in the Accountancy departments from eleven (11) of the
eighteen (18) Zimbabwean universities that met the criterion aforementioned, to evaluate the
methodology employed in developing an engagement risk management instrument for the audit
firms in Zimbabwe. Five (5) respondents were targeted from each of the eleven (11)
universities to yield a total of fifty-five (55) expected respondents. The data that was collected
was analysed using the SPSS package.
Presentation and analysis of findings
Tables were used to present results of the study and are found on the appendices.
Response rate
Thirty-nine (39) out of the expected fifty-five (55) respondents completed and returned the
questionnaires. This translated to a response rate of 70.9%. According to Fowler (2002), there
is no agreed-upon or common standard for a minimum acceptable response rate. In this regard
the American Education Research Association (AERA) has published extensive guidelines for
the reporting of social science research. However, it is generally agreed that high response rates
increase efficiency and ensure representativeness of the collected data (Brtnikova, Crane,
Allison, Hurley, Beaty & Kempe 2018; Agustini 2018). Therefore, the response rate in this
regard is high and representative enough of the target population.
[Table 1]
Table 1 illustrates that of the thirty-nine (39) respondents that participated in the research,
eleven (11) were females (28.2%) and twenty-eight (28) were males (71.8%). It is apparent
that the audit lectureship in the sampled universities in Zimbabwe is dominated by males.
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[Table 2]

Table 2 illustrates that respondents to the questionnaire were in the age range twenty-six (26)
to fifty-one (51) years and above. The results show that three age groups: 36-40; 41-45; and 51
and above had the highest number of respondents, with twenty-four (24) out of thirty-nine (39)
respondents. This translates into 61.5%. These were followed by another two age groups: 2635; and 31-35, which had twelve (12) respondents translating into 30.8%. The last age group
was 46-50 which had three (3) respondents. This age group translated into 7.7%. These results
indicate that the majority of participants were in the middle age.
[Table 3]
Table 3 illustrates the highest qualifications held by the respondents. Of the thirty-nine (39)
respondents that participated, the majority twenty-two (22) were holders of Masters Degrees
(56.4%), followed by seventeen (17) holders of a doctoral degree (43.6%). These results reflect
that there are fewer lecturers holding doctoral degrees in the sampled universities and yet a
doctoral degree suggests a higher level of exposure to research by the respondents.
[Table 4]
Table 4 illustrates that all respondents had at least a professional qualification. Of the thirtynine (39) respondents, the majority (20), which translated into 51.3%, were holders of
unspecified professional qualification, followed by eleven (11) (28.2%) holders of the
Association of Chartered Certified Accountants (ACCA) and the least were eight (20.5%)
holders of Certified Institute of Secretaries (CIS). These results anchor the researcher’s
expectation of respondents having the knowledge on some audit procedure to enable them to
participate in the research.
[Table 5]
Table 5 illustrates that the participants belonged to one of the four lecturer grades. The lecturer
grade had the highest number of respondents, twenty (20) translating into 51.3%. The next was
senior lecturer grade with nine (23.1%), followed by eight (20.5%) associate professors. The
last was two were (5.1%) professor grade. These grades are promotional grades usually based
on highest academic qualifications and research output by the lecturers.
[Table 6]
Table 6 illustrates that the majority of respondents, twenty-two (56.4%), had 6-10 years of
experience in university lectureship. These were followed by eleven (28.2%) with 11-15 years
of university experience and lastly six (15.4%) with 1-5years of university experience.
Experience in lectureship as expected in this research, should buttress knowledge of audit
content by the respondents since the analysed thesis was audit based.
[Table 7]
Table 7 illustrates that 6-10 years had the highest number of respondents under the
undergraduate degree. This had twenty-three (23) respondents which is 59% of the
respondents. This was followed by the two remaining time ranges of 1-5 and 11-15 years which
both had eight (8) respondents each and this translated into 41% of the respondents. The
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master’s and doctoral degrees each had a total of nineteen (19) respondents instead of the 39.
This could be as a result of those respondents who are holders of master’s degrees not in a
position to supervise research for masters and doctoral students. Under master’s supervision
the highest supervision experience was 1-5 years with nine (23.1%_ respondents followed by
6-10 years with eight (20.5%). The least was 11-15 years with two (5.1%) respondents. Under
doctoral supervision, the highest supervision experience was 1-5 years with twelve (30.8%) of
the respondents followed by 6-10 years with five (5), 12.8% of the respondents. The least was
11-15 years with two (5.1%) respondents. Research supervision experience is the core requisite
of respondents in this study since it was expected by this researcher to reflect the level of
research knowledge. A research knowledgeable respondent was expected to make an informed
choice of the appropriate methodology that could have been employed in the analysed doctoral
thesis.
[Table 8]
Table 8 illustrates results on the appropriateness of research philosophies in the analysed
doctoral thesis. From the 5-point Likert scale, two (2) levels of appropriateness and a neutral
level were identified. Point 4 and 5 represented the appropriate philosophies while 1 and 2
represented the inappropriate levels. Therefore to determine the most appropriate philosophy,
a total of levels 4 and 5 were determined for each philosophy to establish the one that was
chosen by the highest number of respondents. To determine the most appropriate methodology
from different responses, the majority rule was applied. According to Zhang, Hsee and Xiao
(2005) the majority rule is a decision heuristic that selects alternatives which have a majority,
which is more than half the vote. Therefore the methodology with 50% and above respondents
was deemed to have the majority of support and hence confirming the appropriateness of the
methodology in question. Out of the four (4) philosophies, pragmatism had the highest total in
the appropriate category with twenty-seven (27) respondents translating into 69.2%. The other
three that followed, all had totals below 50% and could not be considered as appropriate in the
methodology of the analysed thesis. This means that pragmatism research philosophy was
considered the most appropriate and this concurred with the methodology that was employed
in the analysed doctoral thesis.
[Table 9]
Table 9 illustrates the appropriateness of research techniques that could be employed in the
doctoral thesis that was analysed in this research. From the 5 point Likert scale, a total of levels
4 and 5 for each research technique was used to determine the most appropriate research
techniques that could have been employed in phase 1of the doctoral thesis under analysis in
this research. This determination process also applied in establishing the most appropriate
research technique in phase 2 illustrated on table 10. Those techniques that registered a total of
51% and above participants would be considered to be applicable basing on the majority
opinion ignoring the margin of error (Strauss 2018). Qualitative research, desk research and
structured interview were each selected by over 51% of the respondents. Qualitative research
was selected by 87.2% of the respondents; desk research was selected by 84.6% of the
respondents; and a structured interview was selected by 64.1%. These results indicate that
according to the participants in this analysis, the three research techniques would be applicable
in phase 1 of the doctoral thesis under analysis. This is confirming the techniques that were
also employed by the researcher in that doctoral thesis.
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[Table 10]
Table 10 illustrates results of the research techniques that could be used in phase 2 of the
analysed thesis. Again the majority opinion by Strauss (2018) was applied in determining the
appropriate research techniques for phase 2 of the analysed study. The techniques that were
selected by over 51% of the respondents are quantitative and Delphi. The quantitative was
selected by 79.5% of the respondents and the Delphi questionnaire was selected by 79.4% of
the respondents. These results again confirmed the techniques that were employed by the
researcher in the analysed doctoral thesis.
Conclusion
This study aimed at evaluating the methodology that was employed in a doctoral thesis by this
researcher to establish the methodology’s appropriateness. The thesis that was evaluated
developed an engagement risk management instrument to be considered for use by under
resourced audit firms in Zimbabwe. The thesis employed a pragmatism research philosophy
which involved a mixed methods research approach where data was collected through the desk
research and structured interviews in phase one of the thesis. Phase two employed the
quantitative method and collected data through the Delphi technique. The critique of this
methodology was prompted by the fact that there are challenges for researchers in selecting the
most appropriate methodology for a study. Therefore there was need for interrogation of the
methodology by other researchers. The current study employed a questionnaire for data
collection and yielded a 70.9% response rate. The critique of the methodology employed in the
doctoral thesis through the application of the majority rule of decision making, confirmed the
appropriateness of the research philosophy, research design and data collection tools that were
employed by the researcher in both phases of the thesis. This study recommends a further
interrogation of the methodology by increasing the sample size of respondents at a global scale
to establish a broader perspective of the kind of methodology that could be used generally in
such studies involving the development of an audit engagement risk instrument.
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Appendices
Table 1: Descriptive statistics on gender of the respondents

Male
Valid Female
Total

Gender
Frequenc Percent
Valid
y
Percent
28
71.8
71.8
11
28.2
28.2
39
100.0
100.0

Cumulative Percent
71.8
100.0

Table 2: Descriptive statistics on age distribution of respondents

Valid 26 – 30
31 – 35
36 – 40
41 – 45
46 – 50
51 and
above

Frequenc Percent
y
6
15.4
6
15.4
8
20.5
8
20.5
3
7.7
8

Valid
Percent
15.4
15.4
20.5
20.5
7.7

20.5

20.5
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Total

39

100.0

100.0

Table 3: Highest Academic qualifications
Frequenc
y
Doctoral
degree
Valid Master's
degree
Total

Percent

Valid
Percent

Cumulative Percent

17

43.6

43.6

43.6

22

56.4

56.4

100.0

39

100.0

100.0

Table 4: Professional qualifications
Frequenc
y
Association of
Certified Chartered
Accountants
Valid Certified Institute of
Secretaries
Other
Total

Percent

Valid
Percent

Cumulative
Percent

11

28.2

28.2

28.2

8

20.5

20.5

48.7

20
39

51.3
100.0

51.3
100.0

100.0

Table 5: Lecturer grade

Professor
Associate
Professor
Valid
Senior Lecturer
Lecturer
Total

Frequenc Percent
y
2
5.1

Valid
Percent
5.1

Cumulative
Percent
5.1

8

20.5

20.5

25.6

9
20
39

23.1
51.3
100.0

23.1
51.3
100.0

48.7
100.0

Table 6: University lectureship experience
Frequenc
y

Percent

Valid
Percent
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1 -5 years
6 - 10 years
Valid 11 - 15
years
Total

6
22

15.4
56.4

15.4
56.4

15.4
71.8

11

28.2

28.2

100.0

39

100.0

100.0

Table 7: Research supervision experience
Undergraduate degree

Master’s degree

Doctoral degree

Time

Frequency

Percent

Frequen
cy

Percent

Frequen
cy

Percent

1-5yrs

8

20.5

9

23.1

12

30.8

6-10yrs

23

59.0

8

20.5

5

12.8

11-15yrs

8

20.5

2

5.1

2

5.1

Total

39

100.0

19

48.7

19

48.7

Table 8: Research philosophy for the analysed doctoral thesis

Most
appropri
ate-5

Appropria
te

No
.

%

No.

%

Positivism

8

20.
5

6

15.
4

Constructi
vism

6

15.
4

8

20.
5

Total
appropri
ate %

Total no.

Levels of appropriateness

N

Research
philosoph
y

Neutra
l

Less
appropri
ate

Not
appropri
ate

N
o.

%

N
o.

%

No
.

%

35.9

6

1
5.
4

8

20.
5

11

28.
2

48.5

39

35.9

8

2
0.
5

1
1

28.
2

6

15.
4

43.6

39
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Realism

3

7.7

11

28.
2

35.9

1
8

4
6.
2

6

15.
4

1

2.6

18.0

39

Pragmatis
m

16

41.
0

11

28.
2

69.2

6

1
5.
4

3

7.7

3

7.7

13.1

39

Table 9: Research techniques employed in phase 1 of the analysed doctoral thesis
Levels of appropriateness

Most
appropri
ate-5

Appropri
ate

N
o.

%

No
.

%

Quantitativ
e

8

20.
5

11

28.
2

Qualitative

2
5

64.
1

9

Desk
research

2
2

56.
4

Structured
interview

6

Semistructured
interview

Total no.

Research
technique

Total
appropri
ate %

Neutra
l

Less
appropri
ate

Not
appropri
ate

N
o.

%

N
o.

%

No
.

%

48.7

6

1
5.
4

8

20.
5

6

15.
4

35.9

39

23.
1

87.2

5

1
2.
8

0

0.0

0

0.0

0.0

39

11

28.
2

84.6

3

7.
7

3

7.7

0

0.0

0.0

39

15.
4

19

48.
7

64.1

8

2
0.
5

6

15.
4

0

0.0

15.4

39

6

15.
4

13

33.
3

48.7

6

1
5.
4

8

20.
5

6

15.
4

35.9

39

Unstructure 3
d interview

7.7

8

20.
5

28.2

8

2
0.
5

8

20.
5

12

30.
8

51.3

39
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Questionna
ire

6

15.
4

6

15.
4

30.8

1
1

2
8.
2

8

20.
5

8

20.
5

41.0

39

Delphi
questionnai
re

6

15.
4

3

7.7

23.1

8

2
0.
5

8

20.
5

14

35.
9

56.4

39

Focus
group

3

7.7

8

20.
5

28.2

8

2
0.
5

1
2

30.
8

8

20.
5

51.3

39

Table 10: Research techniques employed in phase 2 of the analysed doctoral thesis
Levels of appropriateness

Most
appropri
ate-5

Appropri
ate

N
o.

%

No
.

%

Quantitativ
e

2
0

51.
3

11

28.
2

Qualitative

8

20.
5

8

Desk
research

3

7.7

Structured
interview

6

Semistructured
interview

3

Total

Research
technique

Total
appropri
ate %

Neutra
l

Less
appropri
ate

Not
appropri
ate

N
o.

%

N
o.

%

No
.

%

79.5

8

2
0.
5

0

0.0

0

0.0

0.0

39

20.
5

41.0

6

1
5.
4

1
4

35.
9

3

7.7

43.6

39

6

15.
4

23.1

5

1
2.
8

1
4

35.
9

11

28.
2

64.1

39

15.
4

8

20.
5

35.9

8

2
0.
5

6

15.
4

11

28.
2

43.6

39

7.7

8

20.
5

28.2

7

1
7.
9

1
3

33.
3

8

20.
5

53.8

39
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Unstructure 4
d interview

10.
3

5

12.
8

23.1

8

2
0.
5

5

12.
8

17

43.
6

56.4

39

Questionna
ire

5

12.
8

9

23.
1

35.9

7

1
7.
9

1
0

25.
6

8

20.
5

46.1

39

Delphi
questionnai
re

2
4

61.
5

7

17.
9

79.4

5

1
2.
8

3

7.7

0

0.0

7.7

39

Focus
group

4

10.
3

7

17.
9

28.2

6

1
5.
4

8

20.
5

14

35.
9

56.4

39

172

International Conference of Accounting
& Business

Conference Proceedings of Accounting &
Business in the 4IR Era

ISBN: 978-0-6398115-0-5

THE IMPACT OF INNOVATION ON SMALL AND MEDIUM ENTERPRISES
PERFORMANCE: EMPIRICAL EVIDENCE FROM SOUTH-WEST NIGERIA
OLUWASEGUN, A & OLOGUNDE, A
The Polytechnic Ibadan, Oyo State, Nigeria & Obafemi Awolowo University, Ile-Ife,
Nigeria.
Abstract
This study investigated the impact of innovation on small and medium enterprises performance
in Southwestern Nigeria. Previous studies on the subject cluster around technology innovation,
especially in developed countries while product, process, marketing and organizational
innovation among Small and Medium Enterprises in Nigeria have not been adequately
investigated, hence this study. The survey method was adopted for the study. A structured
questionnaire (α=0.77) was used to elicit information from the respondents in selected local
government areas in southwest Nigeria. The Simple Random sampling technique was adopted
in selecting the sample. The data obtained were analyzed using statistical and econometrics
techniques (binary and ordered logistics regression models). The results reveal that among all
forms of innovation, it was only organizational innovation that was both significant and of
positive influence on performance of SMEs in Nigeria (ß = 1.209, p<0.05). Though other forms
of innovations are positive, they have no significant influence on performance. Based on the
findings, we conclude that innovation among small and medium scale enterprises is still at the
constraint level. Hence, there is need for small and medium scale enterprises in Nigeria to
explore the innovative opportunities brought by the adoption of ICT in all areas of production
and marketing.
Key words: Innovation and SMEs Performance.
Introduction
Over the years, the contribution of small and medium scale enterprises (SMEs) to economic
development had received considerable attentions from literature of finance and enterprise
Development (Audrey and Jaraji, 2016; Guimaraes and Langley (1994) and Alegre, Lapiedra
and Chiva (2006). The present study focused on the dimensions of innovation, such as Product
Innovation, Process Innovation, Marketing innovation and Organisation Innovation. The
evaluation on innovation will be incomplete without the extent to which various dimensions of
innovation influence the performance of SMEs.
Generally speaking, scholars have come to terms with the fact that the contribution of
innovation is significant to the growth of an economy, especially on SMEs (Zwingina, Christy
and Opusunjumi, 2017). For instance, in Italy, Japan and France, the size of SMEs to the total
number of enterprises is about 99% while in the United States, result show that for more than
200 million small and medium sized enterprises, about 98%, are SMEs (Liu, 2012). On the
other hand, in Turkey, Small and medium sized entrepreneurs constitute 99.9% of the total
number of enterprises,76% of employment, 53% of wages and salaries, 63% of turnover, 53.3%
of value added at factor cost and 53.7% of gross investment in tangible goods (Kumar, Rajan,
& Zingales, 2001). SMEs are considered the life blood of many economies, and Nigeria is not
left out. In all, there are 17, 284, 671 Small and Medium Scale Enterprises in Nigeria,
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employing 32,414,884 persons and contributing 46.5% of the nation's Gross Domestic Product
in nominal terms (Enterprise Baseline survey, 2012). In general, Small and Medium Enterprises
(SMEs) constitute about 99.7% of the enterprises worldwide (Agarwal and Ashwani, 2008).
Innovation in economic development was popularized by Joseph Schumpeter, a German
economist. To him, innovation is a driver of organizations’ and nations’ building mechanisms
as it leads to entrepreneurship and, hence, economic prosperity (Schumpeter, 1934). In his
view, innovation comprises the elements of creativity, research and development (R&D), new
processes, new products or services and advance in technologies (Lumpkin and Dess, 2001).
In addition, innovation is the creation of new wealth or the alteration and enhancement of
existing resources to create new wealth (Kuratko and Hodgetts, 2004). Due to current economic
crisis and trend in the level of unemployment, innovation, through entrepreneurship, is
recognized as the answer to the increasing burden of unemployment and growing societal
unrest. Most of the developing economies of the world are facing significant challenges of
rapid societal change, volatile economy and insufficient number of skilled youths. Developing
countries like Nigeria are similarly coming to terms with the need to foster entrepreneurial
drive more vigorously.
Performance has been regarded as the achievement of specified task measured against
predetermined or identified standards of accuracy, completeness, cost and speed. In an
employment contract, for instance, performance is the accomplishment of a commitment in
such a manner that releases the performer from all liabilities laid down under the contract
(Cannarella, and Piccioni, 2003). Organizational performance depends on the employee
performance because the human resource capital of the organization plays an important role in
the growth and its performance.
Despite huge amounts spent on innovation, the performance of Small and Medium Enterprises
(SMEs), Performance still remains at dismal level. Previous studies cluster around technology
innovation, especially in developed countries, while product, process, marketing and
organizational innovation among Small and Medium Enterprises in Nigeria have not been
adequately investigated, hence this study.

Literature Review
The Creative Theory
This study draws its theoretical support from the Creative theory. The theory opines that the
entrepreneurial spirit is developed by three motivations, which are; opportunities are
subjective, individuals are ordinary, and entrepreneurs are uncertainty bearing
Subjective Opportunities
The argument this theory posits is that opportunities are subjective depending on individual
creations through a series of decisions. Ex-ante and ex-post are in line with this theory of
opportunities. Opportunities in this theory do not exist independent of economic actors. One of
the assumptions of this theory is uncertainty and, as such, knowledge about a business
organization or an industry cannot be used as the expectation for opportunities. In essence,
opportunities must be created. Opportunities are subjective through a series of hypotheses in
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order to arrive at potential opportunities; such opportunities cannot be anticipated as result of
industry structure or pattern of its operation.
Individuals do not Recognize Opportunities: They Make Them
Entrepreneurship, in this, does not put expectation on people as individuals. It does not require
special attributes; rather entrepreneurship requires special decision-making that will create and
generate new methods and opportunities. The entrepreneur, in this theory, is someone who
coordinates resources before the value of these outcomes can be known with probability.
Decision making, in this theory, often occurs when there are no obviously correct procedures
in existence for exploiting these resources. This theory differs from the IO nexus - once again
- in the sense that it is difficult to understand ex-ante what is known ex-post. In the IO nexus
Theory, the two main differences that unique individuals possess over non-unique individuals
are that these unique individuals possess relevant prior knowledge about an opportunity and or
personal characteristics. While this approach is certainly easy to use and understand ex-post,
ex-ante, it is less clear whether individuals have special knowledge or traits prior to exploiting
an opportunity or it is the process of exploiting the opportunity that makes these individuals
unique? In other words, these special traits of these special individuals are a result of the
experience of exploiting an opportunity.
Entrepreneurs Bear Uncertainty
The number three condition of this school of thought is that uncertainty, and not risk, is an
anticipated situation for entrepreneurship. Just as the first and second conditions in the
individual / opportunity nexus relied on conditions of risk, the first and second axioms in the
creative theory depend on axioms of uncertainty. While many theoreticians have confounded
the dissimilarity between risk and uncertainty (Shane, 2003), there are obvious differences
while they yield significantly different outcomes (Knight, 1921; Alvarez & Barney 2005).
Risk and Uncertainty
A decision-making situation is defined as risky when two conditions exist: first, when all
possible future outcomes of a decision are known at the time a decision is made and, second,
when the probability of each of these outcomes are also known at the time a decision is made
(Wald, 1950). The outcomes of these decisions are governed by well-defined probability
distributions. A well-defined probability distribution has three characteristics (Triola, 2003):
(1) all possible future outcomes are known before a decision is made,
(2) the probability of any one of these outcomes occurring is less than or equal to one,
but greater than zero, and
(3) the probability of all these outcomes occurring sums to one.
Small and Medium Scale Enterprises (SMEs)
The definition of Small and Medium Scale Enterprises varies from time to time and across
countries. It is important to note that at different points in time both operational and contextual
definitions have been given a varying interpretation. Some attempt to define it in terms of the
use of capital asset; others use skill of labour and turnover level. Some other authors even see
it in terms of their legal status and method of production. It is good to know that as long as
different firms exist, different definitions of SMEs will exist. The National Council of Industry
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(NCI) (2003) defines SMEs as firms having between 10 and 100 employees, and a total cost of
working capital that is between N1million and less than N200million.
Innovation
Over the decades, scholars have pointed out clearly what can be called innovation with different
perspective. There exist a myriad of perspectives to innovation. The early concept of innovation
in the development of entrepreneurship was pronounced by Joseph Schumpeter, a German
economist whose definition of innovation comprises the element of creativity, research and
development. It a process that begins with an invention (Acs and Audretsch, 1988; Damanpour,
1999), sees innovation as the adoption of an idea or behaviour. Other studies on innovation that
gave definitions include Alvonitis and Salavou (2007), Lumpkin and Dess (2001), Kuratko and
Hodgetts (2004) Thornhill (2006), Jong and Vermenlen (2006), Beaver (2002) and Anderson
(2009). Also, OECD/Eurostat (2005) defines innovation as the implementation of a new or
significantly improved product (good or service), or process or a new marketing methods, or a
new organizational method in business practices, workplace, organization or external relations.
Forms of Innovation
The early studies classified innovation on different dimensions, which include new products,
new production processes, new materials and resources, new markets and new organizational
forms. Brouwer (1991) sees innovation as either product or process. However, the author based
the study on the classification by Oslo manual (OECD and Eurostat, 2005) as product, process,
organization and marketing innovations, which are explained below.
Product Innovation
Product innovation means introduction of new products/services or brining significant
improvement in the existing products/services (Baker and Ahamad, 2010). For product
innovation, the product must either be a new product or significantly improved with respect to
its features, intended use, software, user-friendly or components and material. The first digital
camera and microprocessors are examples of the product innovation. Change in design that
brings significant change in the intended use or characteristics of the product is also considered
as product innovation (OECD, 2005). Firms bring product innovation to facilitate efficiency in
the business (Baker and Ahamad, 2010). In the highly competitive environment of today, firms
have to develop new products according to customer’s needs (Olson et al.1995). The aim of
product innovation is to attract new customers.
Process Innovation
Process innovation means improving the production and logistic methods significantly or
bringing significant improvements in the supporting activities such as purchasing, accounting,
maintenance and computing (Baker and Ahamad, 2010). The OECD (2005) defines the process
innovation as implementation of the production or delivery method that is new or significantly
improved. Firms bring novelties in the production and delivery method to bring efficiency into
the business. The firm can develop new processes either by itself or with the help of another
firm (Baker and Ahamad, 2010). To decrease the production cost, firms go for bringing process
innovation.
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Marketing Innovation
Marketing innovation is defined as implementing new marketing methods that involve
significant changes in the packaging, design, placement and product promotion and pricing
strategy. The objective of marketing innovation is to increase the sales and market share and
opening new markets. The product design, which only changes the appearance of the product
and does not change the features and functionality of the product, is also marketing innovation
(OECD, 2005).
Organisational Innovation
Organizational innovation is defined as introduction of new practices of doing business,
workplace organizing methods, decision making systems and new ways of managing external
relations (Baker and Ahamad, 2010). OECD (2005) defines the organizational innovation as
implementing new ways of organizing business practices, external relations and work place.
Organizational innovation refers to new ways of organizing routine activities.
Empirical evidence from developed countries
Studies across the world, both in developed and developing countries have been carried out to
examine and evaluate the interaction of entrepreneurial with innovation on firm performance.
According to a study carried out in Turkey, innovation has been classified as technological
base and non-technological base. Findings suggest that technological base innovation is
referred to as both product and process innovation. Results from top level managers suggest
that product and process innovation are positively related to firm performance. While evidence
was not provided on other forms of innovation, the result agree with the findings of (West and
Altink, 2014).
Evidence from the European Union reports that entrepreneurial knowledge and marketing
orientation play a crucial role in the performance of an institution (Brouwer, 1991). Findings
suggest that to have a significant impact on firm performance, information should be
symmetrical, especially when making marketing mix decisions.
Studies across different times in developed countries have examined the interaction between
entrepreneurship and innovation on firm performance with the uses of different econometric
techniques, e-business use as a component of organizational innovation, which arises from
technological and internal organizational resources is positively impactful to firm performance
(Rubera and Kirca, 2012). Organizational innovation, through the use of administrative
innovation and technical innovation, is positively impactful on organization performance in
line with organizational innovation. Structural and human resources strategies should be
formulated, implemented and mandated in an organization that wants to experience greater
outcomes (Damanpour, Szabat and Evan, 1989).
Extensive literature has examined the role of organizational forms of innovation on firms’
performance, especially its contribution to other forms of innovation through human personnel
and resources involved. Nazimi and Malcolm (2013) recommend that to improve and achieve
quality performance, entrepreneurial orientation strategies should be implemented; however, it
does not show the impact or relationship of such strategy on performance.
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Empirical evidence from developing countries
Nassar and Faloye (2015) classify inhibiting factors of innovative capacities and abilities of
firm level innovation into both internal and external factors. Findings suggest that factors such
as weak institution based, dominance and prominent multinational firms, capital base cost and
management support were identified as the main discouraging factors for the purpose of
adaptation of firms. The interaction of innovation, entrepreneurial and firm performance is a
global phenomenon. Innovative capacity brings new ideas, techniques and procedures;
however, when such capacity is overstressed, its purpose maybe defeated.
Oura, Zilba and Lopes (2015) investigate the impact of innovation capacity and international
experience on the expert performance. The results reveal that innovation capacity is positively
impactful on export performance of SMEs. Considering the conflicting issue arising across the
globe, Sag, Sezan and Guzel (2016) focus on the inhibiting reasons for the implementation of
an open innovation approach in order to decrease the cost and the risk of innovation by firms
in developing countries.
Fouad (2015) assesses the nexus between innovation, performance and competitive advantage
on Ghanaian banks. The author made use of the subjective way of customer perception to
measure innovation, performance and competitive advantage with questions based on theory.
The customers involved in this study are mainly retail customers who visit their respective
banks. Using a Structural Equation Model (SEM) with respect to Confirmatory Factor Analysis
(CFA) as a analytical tool, findings show that the nexus between innovation, performance and
competitive advantage is positively impactful. However, performance and innovation are not
significant.
However, Emmanuel, Nicholas, Aristomenis and Keith (2003) present innovation benchmarks
for SMEs, which will be used to measure the progressive growth of SMEs. Findings across
different times, with different econometric techniques have suggested that there is positive and
significant relationship between innovation and firm performance (Audrey and Jaraji, 2016).
However, Tajuddin, Ibrahim and Ismail’s (2015) findings suggest that measurement for
capturing innovation and performance majorly determines the impact and role it plays. Using
both project performance and business performance to capture the success of an organization,
and using innovative design solution, innovation project practices, and advance technology
utilization to capture innovation, evidence indicates that they are insignificantly related to each
other, suggesting that appropriate innovative strategies have a role to play in determining the
link and, as such, should be adopted by those that have the knowledge of set goals (business
managers).
Empirical Evidence from Nigeria
Findings by Olughor (2015) and Nawaz and Naz (2013) support existing consensus of positive
impact between innovation types and firm performance in Nigeria. Jansen et al. (2006) submit
that scarce resources, dynamic business environment, intense competition and changing
customer demands for better quality are conditions suitable for different forms of innovation.
Given that the effectiveness of innovation as a tool to enhance competitive advantage and
improve organisational performance. Odumeru (2013) examines how performance outcomes
of firms have been influenced by their innovation strategies. Drawing evidence from the
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literature, and in light of various types of innovation, Odumeru (2013) posits that the key
determinant of firm performance is, particularly in Nigeria, innovation. In southwest Nigeria,
accessibility to foreign and government aid, educational experience of the entrepreneur, a
competitive firm’s product, extent of involvement in the research and development were factors
from descriptive and inferential statistics that influence the technological and organizational
innovation performance of SMEs (Faloye, 2015). Also, Moshood and Dotun (2015) finger
financial constraint, sponsorships, dependent on government assistance, poor infrastructure
investment, size of the firm and market, lack of enabling environment for new innovation,
inadequate research and development facilities and subjective opportunities for cooperation
with other firms and research institutions as the barriers to innovation in Nigerian SMEs.
Innovation and Firm Performance
As revealed in many studies, innovation and firm performance have a positive relationship wih
performance; for example, Zahra and Das (1993), Van et al. (2008), Terziovski (2010) and
Mensah and Achuah (2015). Evidence from literature shows that in a competitive environment
of market forces, innovation has been the dominant measure for firms to continue in their
operation (Ryeowon, Jong & Tony, 2019). It has energize growth, control the success of an
organization and also allow for sustainable economy. Porter and Stern (2001) argue that
innovation, such as access to create and commercialize on product and process that move the
frontier of knowledge.
In a survey from Directory of Manufacturing and Service Industries in Northern part of Taiwan,
Sapienza, Smith and Gannon (1988) show that 80% of the innovations were mainly from
technological and marketing types. However, other innovations have a weak link with the
organizational turnover. Administrative innovation surfaced to be the factor most influencing
sales rather than technological innovations. Innovation has been proven over time to be the
measure that sustains a firm in an environment characterized with competitiveness, profitability
and productivity of goal aim. However, such an objective will be achieved when firms
strategise in their new ideas.
Studies from Malaysia, in the context of the construction industry, suggest that the type of
innovation venture will determine the performance of the industry. However, this study
provides new phenomenon of performance on the industry that has been labelled mature and
delayed in innovative effort. In accordance with the study conducted by Datche and Wambua
(2013) for the bank industry, innovation refers to the channels of distribution that lead to risk
reduction as a bank enters into different markets. Thus, the risk of depending on a single market
is diminished when a bank innovates. As banks enter new markets, they begin to develop
expertise in key areas over time in a distinctive way. This goes a long way in improving bank
performance. These areas of expertise may be in any area but are most likely to develop in the
critical central areas of the bank where most value is added to its products and service delivery.
Atalay et al. (2013) investigates the relationship between innovation and firm performance. In
their study, they cite various studies on the relationship between these two variables. Among
these studies is Schumpeter’s (1934) work. According to Schumpeter, there is a limit to direct
competition when new innovative products are first introduced to the market. This normally
results in firms enjoying a relatively high performance over competitors, which are likely to
erode with time due to imitations and competitions.
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However, Rosenbusch, Brinkman and Bausch (2011), in their study of “is innovation always
beneficial?” found the relationship between innovation and performance to be context
dependent. This means the results derived from the relationship between the two variables can
vary from context to context. According to their analysis, factors such as the age of the firm,
the type of innovation and the cultural context affect the impact of innovation on firm
performance to a large extent.
Methodology
Research Design
The data obtained was analysised using statistics and econometric techniques, where the
description of the distribution of the respondents was carried out using frequency counts and
simple percentages. Other research hypotheses were tested using econometric techniques like
binary and ordered logistics regression models.
Population for the Study
The population of the study for primary data comprised all small and medium scale enterprises
(SMEs) in selected south west Nigeria States (Oyo, Ogun and Lagos States).
Table 1: Number of Registered Small and Medium Scale Enterprises in Southwestern,
Nigeria
N/S
State
Number of SMEs
1
Ekiti
12,000
2
Lagos
210,162
3
Ogun
39,567
4
Ondo
21,291
5
Osun
9,036
6
Oyo
67,948
Total
360,004
Sources: Corporate Affairs Commission of Nigeria
(Registered SEMs before National Data Bank), 2017
Sample and Sampling Technique
Multistage sampling procedure was used to select enterprises and participants for the study. At
the first stage, Purposive sampling was used to select 50% of the south west States, such as
Oyo, Ogun and Lagos because they have larger numbers of SMEs. At the second-stage random
sampling was used to select SMEs from each of the states to make a total sample of 400 SMEs.
In all, a total of 400 SMEs in South West, Nigeria were considered for the study.

Table 2: Number of SMEs Selected for the Study
N/S
State
Number of SMEs
2
Lagos
210,162
180

Selected SMEs
265
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4
6

Ogun
39,567
50
Oyo
67,948
85
Total
317,677
400
Sources: Adapted from Corporate Affairs Commission of Nigeria, 2017
Sample Size Determination
Various methods of sample size determination from any population exist in literature. Some
examples include Cochran (1997) formula, the US National Education Association (NEA)
statistical table (1960) and Taro Yamane (1967) formula. To obtain the representative sample
for this research, the sample size for this study was determined using the Yamane (1967)
formula. This formula is commonly used to calculate the sample size in survey research; a 95%
confidence level and P=0.05 are assumed for the equation.

181

International Conference of Accounting
& Business

Conference Proceedings of Accounting &
Business in the 4IR Era

ISBN: 978-0-6398115-0-5

The formula is:
N
n=
1 + N(e)2
Where:
n = Sample size
N= Total Population
e = Level of precision

Based on the Yamane (1997) formula, the calculation of the sample size was as follows:
(!The Formula Not In Table÷ (1 + !The Formula Not In Table(0.5)2) = 400
The sample size is therefore approximately to 400
Variables of the Study and Sources of Data
Independent Variables
i.
Organizational Innovation
ii.
Process Innovation
iii. Product Innovation
iv.
Market Innovation
Dependent Variable
i.
Organizational Performance
Instrumentation
Two instruments were used to collect data for the study, and these were;
i. Lin, Chen, Shun, Chiu (2010) innovation scale; and
ii. Organizational Performance Scale (OPS).
Lin et al., 2010 Innovation Scale
The 21 item innovation scale constructed by Lin, Shunchiu and Chen (2010) was adapted to
collect data on the extent and forms of innovation among SMEs in south west Nigeria. The
instrument was sub scaled into organizational innovation, process innovation, product
innovation and market innovation. The response format was patterned after Likert’s modified
format of Strongly Agree = 4points, Agree = 3points, Disagree =2points and Strongly
Disagree= 1point.
Organizational Performance Scale
Originally, OPS were developed using the work of Rensis Likert (1961), Michael Harrison
(1994), Edward Lawler III (1993), and others.
Validity of the Instrument
The scale was submitted to a number of experts for reviewing, correction and proper
modification. Copies of the draft instrument were also treated the same way to determine the
182

International Conference of Accounting
& Business

Conference Proceedings of Accounting &
Business in the 4IR Era

ISBN: 978-0-6398115-0-5

face and content validity of the instrument and ensure that the instruments measures what it is
intended to measure.
Reliability of the Instrument
The reliability of the instruments was established by conducting a pilot study on 30 staff
members of SMEs in Osun State because they are different from the scope of the study. Its
reliability coefficient was established using Crombach Alpha reliability coefficient of 0.77,
which supports the reliability of the instrument.
Method of Data Collection
The researcher and other trained research assistants administered the instruments to the owners
of SMEs, with the assistance of the staff. The instruments were retrieved (63%) and the
information gathered was coded for appropriate analytical procedure.
Method of Data Analysis
The data analysis was achieved using statistics and econometric techniques. To achieve the
first objective of the study, the study employed descriptive method of analysis. In addition, the
second, third and fourth objectives were achieved using descriptive statistics, while Logit
regression techniques were used to achieve objective five.
Model Specification and Estimation Techniques
The model, as specified, can be expressed as follows;
Pi(y=1) = αi+∑𝑛𝑖=1 xiꞌβ +εi
…………………………………………………eq 1
P(y=1)= αi + α2Product + α3Process + α4Market + α5Organisation ………………………..…………eq 2
Marginal effect
Pi(y=1) = ˄(xiꞌβ)(1- ˄(xiꞌβ)) βj
………………………………………….……………eq 3
Where 𝑌𝑖 represents the measure of firm performance- sales growth, which is expressed as a
binary choice outcome variable i.e either increasing or decreasing as a result of the introduction
of any of the classes of innovation. 𝑋𝑖 ꞌdenotes the vector of types of innovation 2;
organizational, process, product and market innovations. The coefficient of the independent
variables is represented by𝛽𝑖 , which shows how much a unit increase in each individual
variable affects firm performance. It is expected to be positive. Equation 3.3 shows the average
marginal effect of the different forms of innovation over the sample. Furthermore, 𝛼𝑖 and 𝜀𝑖
represent the intercept and error terms respectively. Also, in the marginal effect model Bj is
the average coefficient of each of the explanatory variables when other variables are kept
constant, while 1- ˄ and ˄ are the probability of having and not having improved performance
respectively. Where xi are as described earlier.
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Data Presentation, Analysis and Interpretation
Research Question 1: What are the features of product-innovation among small and
medium scale enterprises (SMEs) in Nigeria?
Table 3: Product (Good or Service) Innovation
Variables

Percentage (%)

Improved services/goods

77.29

Innovation developed by the enterprise

50

Innovation developed by the enterprise plus other enterprise

38.80

Innovation developed mainly by other enterprises

16.06

Innovation origination

81.45

Goods and services innovations new to your market

46.77

Only new to your firm

47.79

Source: Author’s compilation from field work (2019).
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Figure 1: Product Innovation
Source: Author’s compilation (2019).
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Research Question 2: What is the extent of process innovation among small and medium
scale enterprises in Nigeria?
Table 4 below shows the distribution of respondents based on the extent of process innovation
adopted in their business activities. It is observed that 68.13% claimed their methods of
manufacturing had improved. Similarly, 74.1% and 72.8 % experienced improved logistic and
improved supporting. Innovation developed by mostly your enterprise (50.78%). While
process innovation from the enterprise and those from other enterprises is 50.78% drive of tax.
Table 4: Process Innovation
Variables

Percentage (%)

Improved methods of manufacturing

68.13

Improved logistics

74.10

Improved supporting activities

72.80

Who developed process innovation your
enterprise

50.78

Who developed process innovation your
enterprises plus other enterprises

33.20

Who developed process innovation mainly by
other enterprises

19.07

Source: Author’s Compilation (2019).
Research Question 3: What is the level of market innovation among small and medium
scale enterprises in the study area?
Market Innovations
Table 5 below shows the distribution of responses on the various market innovation features in
selected south western firms. It is revealed that 82.28% of the respondents had either changed
design or packaging of their goods and/or services. A total of 42.63% embarked on internet
sales and just 14% adopted franchise sales. However, the majority of the respondent firms
employed direct sales strategy as a critical component of their market innovation. Lastly, just
23.6% claimed they got distribution licenses.

185

International Conference of Accounting
& Business

Conference Proceedings of Accounting &
Business in the 4IR Era

ISBN: 978-0-6398115-0-5

Table 5: Market Innovations
Variables

Percentage (%)

Change in design/packaging of goods and services

82.28

Internet sales

42.63

Franchising sales

14

Direct sales

71.60

Distribution licenses

23.60

Source: Author’s Compilation from Field work (2018).
4.4
Research Question 4: What is the range of organizational innovation among small
and medium scale enterprises in Nigeria?
Table 6: Organizational Innovations
Variables

Percentage (%)

Improved new ways of information exchange

67.97

Increased number of activities

74.02

Partnered with other entrepreneurs

57.87

Formal program for innovation

44.14

Qualified goals for future performance

63.53

Budget for innovation

60.47

Source: Author’s compilation (2019).
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Figure 2: Organizational Innovations
Source: Author’s construction from field work result (2019).
Research Question 5: What are the effects of various types of innovations on the
performance of small and medium scale enterprises in Nigeria?
The table 7 below gives an insight into the effects of innovation on job performance. It is
observed that those that adopted significantly improved new ways of exchanging information,
knowledge and skills as a form of organizational innovation are 46% ( e
-1, p<1%) more
likely to experience improved performance compared to those that did not adopt it as shown in
model 1. This significant effect shows information exchange is confirmed crucial to improve
firm performance as further supported in models 2 and 3. However, the effect improves in
models 2 and 3. Similarly, marketing innovation shares a positive relationship with firm
performance.
0.82601

Model one reveals that firms that experienced a significant change in the design or packaging
of a good or service are 31%(1- e 0.27439 ) more likely to perform better than those saying no to
marketing innovation. It is important to also note that marketing innovation is positive but not
significantly related with firm performance. In essence, those adopting marketing innovation
strategies in the micro business domain are 20% more likely to enjoy performance boost than
those that claimed zero marketing innovation.
Product innovation as measured by “significant improved goods/services” is found to be positive
but insignificantly related in most of the models. It is observed that those who adopted product
0.23991

innovation are more likely to improve their performance by one fold ( 1  e
) more than those
who never adopted it. Lastly, process innovation as measured by “new or significantly improved
methods of manufacturing or producing goods and services” is negatively related with firm
performance in most of the models. Even when this is against apriori expectation, it is not
unachievable as most of the firms (most especially SMEs and micro based firms) hardly adopt
new technology. This owes largely to small capital-based nature of such enterprises. It is
observed that the probability of adoption of process innovation is 53% ( e
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the firms compared to those that never adopted process innovation.
Effect of Innovation on Firm Performance (Unadjusted Model)
Table 7: Various influences of Types of Innovation on SMES Performance
Variable

Log
Organizational Innovation
= (yes=1)
Marketing Innovation =
(yes=1)
Product Innovation =
(yes=1)
Process Innovation =
(yes=1)

(1)
SMEs
(Ordered
logistic)
-0.826*

(2)
SMEs
(Binary logistic)
1.396*

(1)
Micro
Businesses
0.297

(0.318)
0.274

(0.506)
-0.359

(0.635)
0.208

(0.383)
0.240

(0.626)
-0.393

(0.844)
0.173

(0.364)
-0.634**

(0.610)
0.359

(0.696)
-0.094

(0.321)

(0.522)
Constant
1.806*
Observations
227
226
Pseudo R2
0.030
0.064
Standard errors in parentheses (), * p<0.01, ** p<0.05, *** p<0.1
Source: Author’s compilation (2019).

(0.595)
(0.669)
71
0.005

Effect of Innovation on Firm Performance (Adjusted Model)
Table 8 below shows the adjusted logistic regression models for the effect of innovation on
firm performance using both the SMEs and micro based businesses. When individual specific
attributes of these firms were put into consideration, there seem not to be a significant
difference in the results relative to the unadjusted version. Organizational and marketing
innovation still exert positive effect in most of the models, except for the first and second
respectively. Product innovation coefficient increased in effect when individual heterogeneity
is controlled for. Those that adopted product innovation are 61% ( e 1 ) more likely to
experience improved performance than those firms that did not. Similarly, Firms who adopted
process innovation are 62% ( 1  e0.52002 ) more likely to achieve improved performance than
those who would not.
0.3209
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(2)
(3)
SMS
Micro
(Binary
Businesses
Logistics
(Ordered
Regression)
Logistics)
-0.790**
1.444**
0.452
Organizational Innovation = 1
(0.371)
(0.613)
(0.764)
0.448
-0.431
0.048
Marketing Innovation = 1
(0.446)
(0.791)
(1.038)
-0.321
-0.604
-0.453
Product Innovation = 1
(0.415)
(0.754)
(0.969)
-0.520
0.159
0.229
Process Innovation = 1
(0.361)
(0.648)
(0.739)
0.846
0.614
15.923
age = 2
(0.804)
(1.247)
(1,890.259)
1.028
-0.046
16.387
age = 3
(0.885)
(1.448)
(1,890.259)
-1.863
0.118
age = 4
(2.900)
(7,123.929)
-0.330
0.291
-2.297*
gender = 2
(0.317)
(0.588)
(0.754)
-1.980
-14.151
1.205
qualification = 2
(1.395)
(4,651.479)
(2.636)
-1.341
-14.903
2.409
qualification = 3
(1.378)
(4,651.479)
(2.537)
-1.341
0.400
0.943
qualification = 4
(1.454)
(4,844.437)
(2.683)
1.437
14.476
-0.907
Marital status = 2
(1.040)
(2,746.902)
(2.633)
-0.182
0.381
1.906
Marital status = 3
(0.782)
(1.399)
(1.426)
-0.291
0.083
0.308
Marital status = 4
(0.405)
(0.805)
(0.733)
3.019
-38.325
4.039
Marital status = 5
(1.977)
(53,052.923)
(2.637)
-0.847**
1.429**
0.341
Monthly Income = 2
(0.396)
(0.586)
(0.725)
-0.975
1.316
0.741
Monthly Income = 3
(0.640)
(1.200)
(1.320)
-1.376**
16.411
-1.796
Monthly Income = 4
(0.694)
(1,663.747)
(1.320)
201
200
66
Observations
2
0.082
0.213
0.231
Pseudo R
Table 8: Various influences of Types of Innovations on SMEs Performance
VARIABLES

(1)
SMS
(Ordered Logistics
Regression)

Marginal Effect of Innovation Types on Performance of Small and Medium Scale
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Enterprises
The table below shows marginal effect of innovation types on performance of small and
medium scale. It can be observed that product innovation, as measured by newly or
significantly improved goods, is positively and significantly (p<1%) related with firm
performance. This shows that for a unit increase in product innovation, the probability that
performance will increase is 0.066. Also, process innovation as measured by newly or
significantly improved production method is positively and significantly (p<1%) related with
firm performance. Hence, for a unit increase (decrease) in product innovation, the probability
of having performance increase (decrease) is 0.093.
In a similar vein, organizational innovation measured using “improved knowledge
management system” is positive and significant (p<1%). In essence, for a unit change in
organization innovation, the probability of performance will change by 0.021. Lastly, market
innovation is also positively and significantly (p<1%) related with firm performance. With a
unit increase (decrease) in market innovation, the probability that firm performance will
increase (decrease) is 0.018.

Table 9: Marginal Effect of Innovation Types on Performance of Small and Medium
Scale Enterprises
(1)
VARIABLES

SMS

Product Innovation

0.066***

Process Innovation

0.093***

Organization Innovation

0.021***

Market Innovation

0.018***

Observations

227

r2_ p

0.0298

Standard errors in parentheses, * **p<0.01, ** p<0.05, * p<0.1
Source: Author’s Compilation (2019).
Discussion of Findings
Empirical findings revealed that there are varying influences between forms of innovation and
firm performance, with some having positive relationship and others negative relationship. Part
of product innovation, as revealed by the study, is services and goods improvement, originality
of product, which are leading features of product innovation. This also supports the findings of
Gopalakrishnan and Damanpour (1997) that revealed product innovation as the introduction of
new goods and services that improved more than the existing one in terms of its characteristics.
The data on organizational innovation revealed that for the majority of the respondents there is
no formal programe to gear up the innovation phase in most small and medium scale enterprises.
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This could probably be due to lack of innovative plans and technical know-how of emerging
SMEs. However, in the literature, the barrier to organizational innovation is not always formal
planning but a reverse of what this study reveals. This is an indication that SMEs in Nigeria need
expertise from large scale organizations to draw their innovation plan.
As regards market innovation of SMEs in Nigeria, the results show that the level of market
innovation is very low among small and medium scale enterprises. The practice of marketing
innovation as proxy by new or significantly improved packaging, new or significantly improved
sales and sales method and new technologies for product promotion are very low for SMEs. Johne
(1999) suggests that all marketing innovations must be center on meeting the demands of the
consumers. Inference could be made that most of the sampled SMEs are yet to come to terms with
the prevailing method of marketing brought by ICT and the use of internet. These results could
also be due to the lack of competition among producers of the same product and inability to
project sales beyond the shores of Nigeria markets.
Table 3 above shows the level of product innovation among SMEs in Nigeria. The result reveals
that there is an appreciable level of product innovation among small and medium scale enterprises
without motivation to adopt the innovative practice of other enterprises. From the results,
deduction could be made that recent rise in production levels and repackaging of some products
among Nigerian SMEs is gaining momentum even at the international market. This could be due
to the fact that most SMEs are being enlightened on different methods of preservation of readily
perishable goods into similar products that could be preserved or the same products that are
preserved with a more sophisticated method. Rise in levels of product innovation among SMEs
could be due to repackaging. Nowadays, most food products that initially had been stored in grain
form are now converted into either powder or semi-liquid form, and, as a result, the process of
cooking has been reduced without corresponding increase in selling price. In the same vein,
products like soap that are mainly in the form of bar and powder before are now commonly seen
in semi liquid forms, which is as a result of the advantages they have over the existing ones.
Table 4 shows the distribution of responses among firms in relation to the extent of process
innovation features adopted among the sampled SMEs in Nigeria. The result shows that process
innovation among small and medium scale enterprises are not particular to individual firms, but
best practice with communal share. This result is in consonance with findings in literatures, such
as Jansen et al. (2006), Roberts and Amit (2003), that identifies scarce resources, dynamic
business environment, intense competition and changing customer demands for better quality
are conditions suitable for different forms of innovation. Studies across the region at different
times have examined the role of organizational practices on forms of innovation. Walker (2004)
submits that innovation types of different firms influence each other and have an effect on firm
performance. Furthermore, the result may be due to the fact that there is no exchange of ideas,
and probably the SMEs are at distant locations in relation to each other and not depending on
finished products of each other.
Table 7 presents the results on the effect of innovation on firm performance. The result reveals
that the common effect of different levels of innovation on performance of small and medium
scale enterprises is that it increases or improves output without a corresponding increase in
input. This result is in alliance with other findings in literature, such as Odumeru (2013) who
examined how performance outcomes of firms have been influenced by their innovation
strategies. Drawing evidence from the literature and in light of various types of innovation, the
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author posits that, particularly in Nigeria, the key determinant of firm performance is innovation,
which has been strongly influenced competitiveness, profitability and productivity in any
enterprise. Hence, in the production activities, process innovation cannot be overemphasized.
One of the primary factors in a competitive environment is the process of how input is
transformed to output without decreasing the quality of the product or incurring an extra cost.
The results further reveal that product innovation increases input/output ratio, marketing
innovation improves response to customer needs, and process innovation reduces cost/unit
output. In essence, different forms of innovation influence various aspects of firm performance.
Empirical studies have shown that product innovation offers firms the ability to continue in
operation during competition, and reduce the risk involved in market threats (Alegreet et al.,
2006). Therefore, as revealed on table 7, there exists a positive and significant relationship
between product innovation and firm performance for the informal and formal sector. However,
the result is positive but not significant for SMEs. The results of the study are in allignment with
studies conducted by Sandvik (2003), Johne and Davies (2000), Otero-Neiraet al. (2009) and
Varis and Littunen (2010), whose findings indicate a positive and significant relationship
between market innovation and business performance. Lastly, the findings on organizational
innovation corroborate those of Salim and Sulaiman (2011) who confirmed a positive
relationship between organizational innovation and firm performance.
Summary and Conclusion
The results of the study revealed that:
i. though there are goals, budgets and activities set by individual firms for innovation, there
is no formal programme to gear up the innovation phase in Nigeria by organization or
corporate bodies.
ii. the level of market innovation is so low among small and medium scale enterprises that
rebranding of products is the only practice conceived as innovative compared with
myriad of innovative ventures brought by the use of internet in marketing.
iii. there is an appreciable level of product innovation among small and medium scale
enterprises without motivation to adopt the innovative practice of other enterprises.
iv. process innovation among small and medium scale enterprises is particular to individual
firms, without communal share of best practices.
v. the common effect of different levels of innovation on the performance of small and
medium scale enterprises is that it increases output without corresponding increase in
input.
vi. all innovation forms have significant influence on performance of small and medium
scale enterprises in Nigeria.
vii. the results further reveal that product innovation decreases input/output ratio, market
innovation improve response to customer need, and process innovation reduce cost/unit
output.
Contribution to Knowledge
The study empirically tested the influence of the various forms of innovation on the
performance of small and medium scale enterprises in South Western Nigeria. Although
existing literature affirms that all forms of innovation increased performance of SMEs, findings
of this study revealed that market innovation has no significant influence on SME performance
in Nigeria.
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GOVERNANCE DISCLOSURES IN THE SOUTH AFRICAN BANKING SECTOR:
A CASE STUDY OF AFRICAN BANK
KHOZA, M & VAN DYK, V
College of Economic and Management Sciences, University of South Africa &Department of
Accountancy, University of Johannesburg

Abstract
In South Africa, a number of banks have failed since 1990. It appears that governance,
compliance and liquidity issues may be the reason for these failures. The purpose of this
study was to analyse the governance disclosures of the African Bank. The study analysed
the bank’s disclosure in terms of the governance and regulatory frameworks that all banks
must comply with in South Africa, namely, the Companies Act 71 of 2008, the JSE listing
requirements and the King III Report on Corporate Governance. The study was qualitative
in nature. Data was collected from published summaries and credible websites. An empirical
study was conducted to examine the extent to which the African Bank’s compliance with
governance principles was disclosed in its integrated annual report. The results reveal that
the African Bank did not fully comply with the governance disclosures in terms of King III.
The lack of transparency in the disclosure resulted in a distorted picture of the African Bank
being portrayed in the integrated annual report to the stakeholders of the entity as, months
later, the African Bank was placed under curatorship.
Key words: board of directors, African Bank Limited, King III, governance, disclosures

Introduction
Banks are risk-taking enterprises, operating in an increasingly unpredictable and unstable
business environment. They are required to disclose a multitude of information about their
activities to the public in the form of an integrated annual report (Jayaraman & Kothari,
2012; Patson, 2013; Githinji, 2017). Following the global financial crisis of 2007-2008,
efforts intensified to resolve the banking crisis as quickly as possible. This was in order to
minimise the adverse effects that arose from distorted incentives caused by capital and
liquidity crises and compliance issues.
The global financial crisis of 2007-2008 had a huge impact on stock markets and saw the
collapse of many banks. One of the causes of the crisis was the failure to comply with
regulatory requirements. This forced government to bail out organisations while enforcing
regulatory requirements (Voogt, 2011). Europe has suffered more financial crises compared
to African countries (Arieff, Weiss & Jones, 2011). However, evidence suggests that the
repercussions of global financial crises in developing countries are greater; therefore,
specific research on economic, social and financial crises is needed in the African context
(Te Velde, 2008). The World Bank ranked South Africa as being highly exposed to the
global financial crisis (Overseas Development Institute, 2008). The International Monetary
Fund (2009) points to South Africa as most vulnerable to financial crises, compared to other
African countries such as Nigeria, Ghana or Kenya. The financial markets in South Africa
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were affected by a large drop in share price resulting from the financial crisis (Macias &
Massa, 2010).
The latest event in the string of corporate disasters was the fallout of the African Bank in
2014, which, at the time, was listed on the Johannesburg Stock Exchange (JSE). This fallout
took place against a backdrop of significant capital raising in 2013. Detailed, radical action
undertaken by management resulted in the African Bank emerging from curatorship with
significant losses imposed on creditors and shareholders (Maré & Sanderson, 2017). The
South African Reserve Bank (SARB) placed the African Bank under curatorship on 10
August 2014 after the fallout (SARB, 2014). Sharma (2014) states that the collapse of the
African Bank was due to poor management and lack of banking supervision. The bank failed
to comply with the National Consumer Tribunal (NCT), the National Credit Act (Act 34 of
2005) (NCA), the Companies Act and the King III. These failings were compounded by the
business model of the bank, the risk associated with this model as well as inadequate
application of accounting policies. The principles of governance clearly state that the board
must act in the best interests of the company by considering short- and long-term strategies.
It appears that the African Bank was unable to meet both its short- and long-term strategic
goals and needs, and, thus, adopted inadequate accounting practices.
Donnelly (2014) and the SARB (2016) similarly report that the bank’s accounting practices
were not in compliance with the requirements of the International Accounting Standard
(IAS) 39, and its extreme business model was indeed a contributing factor to the collapse of
the bank. Unlike other banks, the African Bank did not earn any fees from transactional
services such as deposits and investments from customers. The bank relied primarily on
providing unsecured lending finance to borrowers. It appears that the bank’s funding was
raised from international markets and lent to borrowers in the form of unsecured credit,
charged at high interest rates (Donnelly, 2014; Maré & Sanderson, 2017). By increasing
unsecured credit facilities to its borrowers, the African Bank was in contravention of the
Basel Core Principles for Effective Banking Supervision (Thakor, 2015). These principles
refer to credit and liquidity risk, and include the principle of effective, sound operational
risk management (Tjiane, 2015).
Banks in South Africa are well positioned to contribute to the economic development of the
country (Aeibi et al., 2012). This contribution relies on good governance policies,
disclosure, procedures, processes and practices to ensure sound financial performance of
banks (Singh, 2014). According to King and Levine (1993) and Arun and Turner (2004),
banks are essential engines of economic growth. The failure of banks would, therefore, have
negative repercussions on national economies.
Poor management affects the financial performance of the bank, resulting in slow economic
growth and development (Awad, Ibrahim & Hegazy, 2016). In South Africa, the following
banks have failed since 1990; Alpha Bank Limited, Cape Investment Bank Limited,
Community Bank, Pretoria Bank, Prima Bank Limited and Saambou Bank. It appears that
governance, compliance and liquidity issues may have been the reasons for these banks’
failures (Sanderson, Mare & De Jongh, 2017). The African Bank is the most recent bank to
experience failure in the South African banking sector.
The main objective of this study was to analyse the governance disclosures and provide
recommendations for the African Bank. This study makes a number of contributions to
research on governance disclosure based on the recommendations identified in King III. The
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study is limited to the King III requirements and does not refer to King IV since King III
was still applicable at the time of curatorship by the SARB. The study is limited to African
Bank and did not include other major banks. The outcomes of this research can be used to
advance governance disclosure practices for the benefit of policymakers as well as small
banks in the financial sector. Moreover, the study adds to the body of knowledge on
governance, particularly in the banking sector.
This paper is structured as follows: section 2 contains the literature review, section 3
describes the methodology used in the study, section 4 presents the results while section 5
concludes the study.
Literature Review
In this section, governance issues are explored with particular reference to governance
disclosure frameworks, namely, the JSE listing requirements and the Companies Act.
Particular attention is paid to corporate governance theories such as agency theory and
resource dependence theory, as well as specific governance issues to better analyse
compliance with laws and regulations applicable to South Africa, and how these impact the
banking sector. The African Bank was chosen for the purposes of this study because of the
far-reaching impact of its collapse.
Definition of governance
As a starting point, a definition of governance needs to be provided. However, there is no
universal definition of governance, and, as a result, definitions are interpreted differently by
different researchers (Claessens, 2006). The Economic Commission for Africa (2007) and
Awad et al. (2016) argue that the lack of a proper definition of governance is linked to
organisational failure stemming from poor corporate governance. Work, therefore, still
needs to be done to formalise a definition of governance.
According to some studies, governance can be defined as the manner in which the board of
directors (BoD) establishes its key policies, internal controls and oversight of regulatory
issues to ensure that the goals and objectives of the organisation are met (Goodchild &
Lubbe, 2017; Mohammed, 2012; Metric Stream, n.d.; Institute of Directors in Southern
Africa (IoDSA), 2015; International Compliance Association (ICA), n.d.; KPMG, 2015;
Cadbury, 1992). The proper implementation of governance is required to balance the power
of members responsible for accountability and sustainability. Du Randt (2014) and Singh
(2014) define governance as an umbrella term that encompasses the BoD, corporate
governance, senior management and various board sub-committees concerned with
maintaining the balance between economic and social goals, individuals and the community.
The BoD is accountable to stakeholders and shareholders for governance through proper
disclosures. The Institute of Internal Auditors (IIA) (n.d.) defines governance as a process
of combining structures applied by the BoD and managing activities to achieve
organisational objectives. Standard 2110 of the IIA specifies that good governance can be
achieved by encouraging a culture of ethics within organisations, ensuring accountability
and safeguarding organisational performance as well as developing communication
channels with the board, internal and external stakeholders and management. According to
the IoDSA (2015), good governance can be maintained by assessing the organisation’s
business performance and the directors’ performance by using balanced scorecards,
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operational dashboards and governance processes which together drive corporate
governance.
For organisations to fully comply, there are specific disclosure requirements that must be
met. Pricewaterhouse Coopers (PwC) (2016) notes that King III is regarded as the best
practice in South Africa, and identifies the following benefits of governance, namely,
ensuring commitment to good corporate governance; improving the reliability of integrated
annual reports; strengthening the sustainability of the organisation; ensuring appropriate
board composition, which increases its effectiveness and efficiency; helping the board to
discharge its responsibility; and, lastly, making it easier to apply or explain certain
principles.
This study adopts the definitions of governance proposed by the IIA (n.d.), Du Randt (2014),
Singh (2014) and PwC (2016). These definitions emphasise the practices that need to be
implemented by the BoD in order to comply with regulatory issues for the benefit of the
shareholders of the organisation. In summary, therefore, their definitions focus on King III.
King III differentiates between statutory provisions, which are mandatory, and good
governance practices, which are encouraged but not enforced by legislation. King III makes
it clear that it is the board's responsibility to override a recommended practice. This can be
done if the board believes that, by doing so, it will be in the best interests of the organisation
(Singh, 2014). Literature indicates that governance is the responsibility of all organisations,
irrespective of size, complexity, structure or nature. Therefore, it is important for
organisations to understand the benefits of governance. Good governance encourages
goodwill and creates confidence in the financial performance of the organisation. A study
by Ahmed and Hamdan (2015) shows that good governance maximises profit, requires less
capital expenditure and attracts foreign direct investment. Vo and Nguyen (2014) observe
that organisations that practice good governance are more likely to maintain sound
organisational performance.
Effect of governance on the banking sector
Prior studies are reviewed to shed light on governance and the banking sectors of developed
and developing nations as well as South Africa in determining the relationship between
governance and bank performance. Some studies have noted a positive impact, whilst others
have noted either a negative impact or no impact at all.
Belhaj and Mateus (2016) investigated the impact of governance on European bank
performance covering the period 2002-2011. The results of their study revealed that there
was a positive relationship between governance and bank performance, but a negative
relationship between board composition, CEO duality and bank performance. Banks with
smaller BoD’s perform better as opposed to banks with larger BoD’s. Lastly, gender
diversity and CEO duality had no impact on bank performance.
Orazalin, Mahmood and Jung Lee (2016) examined the governance practices and bank
performance in Russia from 2004 to 2012, taking into account the period during and after
the financial crisis. They found a positive relationship between governance mechanisms and
bank performance. Slaim, Sathye and Hu (2015) examined the relationship between
corporate governance and bank performance in Bangladesh from 2004 to 2006. Their study
found that after the introduction of King III, the governance practices in Bangladeshi banks
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significantly improved. The findings also revealed that there was no positive relationship
between corporate governance and bank performance.
Fatimoh (2012) analysed the impact of corporate governance on the performance of
Nigerian banks for the period 2001-2010. The results revealed that corporate governance
positively affected bank performance. Makhusha and Nhavira (2017) examined the
relationship between corporate governance mechanisms and the performance of five local
commercial banks in Zimbabwe from 2010 to 2016. The study concluded that there was a
positive relationship between corporate governance mechanisms and bank performance. In
South Africa, Tshipa (2017) examined the relationship between corporate governance
mechanisms and the financial performance of organisations. The findings revealed that there
was a relationship between the number of corporate governance mechanisms and financial
performance. From these empirical studies, it can be concluded that there is a positive
relationship between corporate governance and bank performance. However, few such
studies have been conducted in South Africa.
Good governance
Good governance is linked to the law and cannot be separated from it (IoDSA, 2015;
KPMG, 2015). Directors are required by law to act with care, skill and diligence and to fulfil
their fiduciary duties. According to common law principles, both executive and nonexecutive directors would legally be liable for misrepresentation should they cause an
organisation to suffer any damages or loss due to their negligence. The Companies Act and
the JSE listing requirements go further by introducing a memorandum of incorporation
(MOI), which must be signed by all parties, clearly stating that there is a contractualbond
between the parties in terms of section 76(3) (c). When an MOI is in place, it serves to
promote transparency and high standards of good governance; as a result, organisations are
more likely to succeed (Stevens, 2017; Mupangavanhu, 2017).
Considering the above discussion, it is clear that directors have essential duties and
responsibilities in maintaining good governance. They may be held liable for any
misrepresentation in terms of common law and other legislation (Marx, 2008) should they
fail in those duties.
Definition of Compliance
Compliance is a key element of governance; an organisation cannot have sound and good
governance if there is no compliance with legislation. Compliance is defined as the ability
to act according to a set of rules. According to ICA (n.d.) and the IIA (n.d.), compliance
works on two levels. The first level is to comply with external rules that are set by the
regulators in the industry. The second level is to comply with systems of controls that are
set internally to achieve externally imposed rules. This ensures that the organisation
complies with relevant laws and regulations. Edward and Wolfe (2004) note that compliance
is likely to be achieved by following internal procedures, controls, systems and governance
structures implemented by the BoD.
The IoDSA (2009) states that organisations should disclose, in their integrated annual
financial reports, how they complied with codes and standards. According to KPMG (n.d.),
compliance is a form of assurance that an organisation is adhering to internal and external
controls to comply with laws and regulations, as set out by regulatory bodies. Kam,
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Katerattanakul and Gogolin (2013) add that compliance can be achieved by complying with
regulations and meeting deadlines to avoid penalties, thereby protecting customers, staff,
directors and stakeholders.
Compliance frameworks
Organisations need to comply with various regulations and legislation. These include the
National Credit Act, the Companies Act, the Johannesburg Stock Exchange listing
requirements, King III and other regulatory bodies that manage compliance. King III
emphasises the importance of the disclosure of governance and compliance. The JSE listing
requirements set out the declaration of interest and the duties and responsibilities of directors
which must be complied with to achieve the organisation’s objectives. The Banks Act 94 of
1990 (hereafter ‘Banks Act’) contains Regulation 47, according to which it is mandatory for
all South African banks and foreign banks to establish a compliance function (SARB, 2016).
The two reasons for compliance are that (i) organisations are required by law to comply,
and (ii) it is good business practice (Stevens& De Beer, 2016).
Okaro, Okafor, Ogbodo and Nkamnebe (2015) examined compliance in terms of the
disclosure of corporate governance practices in Nigerian organisations. Based on a sample
of 84 organisations, the findings showed that approximately 80% of the organisations
complied with best practice of the disclosure of corporate governance. Compliance was
determined according to board size, board independence, average size of the audit
committee (of which the majority should be non-executive members) and the regularity of
meetings held by the board.
Scholtz (2014) evaluated corporate governance compliance in organisations listed on the
alternative Stock Exchange (ASE) in South Africa. He reviewed disclosure in integrated
annual reports to establish whether these organisations complied with King III and the JSE
listing requirements. The following variables were used: BoD, audit committee, governance
of risk, information technology and internal audit. The results indicate that there were
deviations in accepting individual recommendations, particularly in information technology
governance and internal audit, with low rates of acceptance in their disclosure.
Recommendations were made that the organisations disclose or explain why there was a
low acceptance of disclosure as required by King III.
Companies Act 71 of 2008
The Companies Act 71 was introduced in 2008 to ensure compliance with the Bill of Rights
and the application of good governance. The purpose of this Act is to regulate organisations,
companies, state-owned entities, non-profit organisations and the conduct of their directors.
The Act thus encourages boards of directors, shareholders and stakeholders to be transparent
when acting on behalf of the organisation they preside over. Section 76 (3) of the Act states
that before an individual can be appointed to the board, the BoD must establish that the
candidate has the necessary skills, knowledge and experience and is able at all times to act
in good faith to serve the interests of the organisation.
The purpose of the Companies Act is, thus, to make directors aware of their roles and
responsibilities. As alluded to earlier, if directors act negligently or for personal gain, there
are enforcement measures in the Act that hold directors personally liable (Moyo, 2010;
Singh 2014). Section 77(2) of the Act states that if a director misrepresents the organisation,
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they shall be liable for any damages or losses suffered, in accordance with the principles of
common law. Directors are not allowed to make personal profits by virtue of their position
as a director unless all the facts regarding the transaction are disclosed to shareholders at the
annual general meeting and have been approved. Other than that, such profit belongs to the
organisation (Moyo, 2010). According to the Companies Act, directors are required to sign
an MOI, which is regarded as a binding document between the organisation and the directors
in terms of their respective functions and responsibilities within the organisation (PwC,
2016). The purpose of the MOI is to make directors aware of their duties, responsibilities
and restrict their powers or activities.
JSE listing requirements
Securities exchanges such as the JSE establish requirements that organisations must adhere
to in order to have their shares listed. These listing requirements regulate the conduct of
listed organisations (Johannesburg Stock Exchange, 2016). The JSE listing requirements
have been extensively revised, first in 1995 and then, in 2000, in accordance with the King
Report and international best practice (Singh, 2014).
One of the listing requirements states that each director must sign a declaration of interest.
This declaration serves to promote transparency, responsibility, accountability by ensuring
that each director does not misuse the assets of the organisation for personal gain
(Johannesburg Stock Exchange, 2016). Another requirement stipulates that there should be
a formal process of appointing directors. It is the duty of the board to ensure that potential
candidates are competent for a directorship position and are able to make business
judgement decisions at board level (Elms, Nicholson & Pugliese, 2015). Candidates are
required to meet the three following criteria according to IoDSA, (2009), namely, (i) to have
the necessary knowledge and experience to fill the directorship position, (ii) to work with
integrity and (iii) to have the necessary skills and capacity to discharge the duties of the
board.
Part of the listing requirements requires organisations to apply the principles and
recommendations of King III. King III is not simply regarded as a compliance issue for
organisations listed on the JSE. The listing requirements also encourage organisations to
apply the principles of King III to foster a culture of good corporate governance.
King Reports on Corporate Governance
In 1994, the first King Report on Corporate Governance for South Africa (King I) was issued
by the King Committee. This report offered practical guidance for policymakers in both
private and public organisations to develop a regulatory framework of corporate
governance. The second King Report was introduced in 2002 for directors and organisations
to comply with the code of good governance on a voluntary basis. This was followed by
King III, which came into effect in 2010. According to the IoDSA (2009), King III
complements the Companies Act by assisting organisations to apply the principles of good
governance, namely, fairness, accountability, responsibility, reliability, discipline,
independence and transparency. According to the IoDSA (2009), irrespective of whether
the board chooses to apply these principles or whether it chooses other practices, it must
nonetheless ultimately achieve the objectives of good corporate governance. The board must
still explain how these principles have been applied, and if they have not been applied, there
must be a justification for not applying them. The purpose of such principles is to promote
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a higher standard of corporate governance in South Africa and to encourage directors to act
responsibly when managing organisations (Singh, 2014).
PwC (2011) notes that King III was drafted based on the Companies Act in order to
eliminate any theoretical conflict between the provisions of the Act and King III. King III,
as a code of good governance, encompasses social, environmental and economic issues and
uses an integrated report approach to recognise all stakeholders in an organisation. King III
makes it mandatory for organisations to issue integrated reports. The purpose of issuing an
integrated report is to increase the level of stakeholders’ trust by showing the sustainability
of the organisation (IoDSA, 2009; Makiwane & Nirupa, 2013; Ally, 2016). The BoD can
enhance this level of trust by issuing an integrated annual report that is relevant, reliable and
accurate.
The functions of the BoD within the organisation
King III states that the board and its directors must act as the principal upholder of
governance. The main purpose of the BoD is to ensure the organisation’s prosperity by
collectively directing its affairs, complying with regulatory frameworks and meeting the
demands of shareholders and stakeholders. For example, compliance with the Companies
Act does not necessarily mean compliance with King III and vice versa; however, certain
topics are explained more extensively in either the Companies Act or King III (PwC, 2011).
A comparison between the Companies Act and King III is made pertaining to the BoD in
the following section.
Both the Companies Act and King III acknowledge the importance of appointing a board to
administer the organisation (PwC, 2011). In contrast to the Act, however, King III provides
a comprehensive explanation of the roles and responsibilities of the board. It emphasises
that the board should act as the custodian of corporate governance by providing effective,
ethical leadership (Singh, 2014; PwC, 2011). The Companies Act is in line with the JSE
listing requirements, as it sets out the procedures for appointing, electing and re-electing
and removing directors as well as filling vacancies (Johannesburg Stock Exchange, 2016).
The Act also prescribes which candidates are eligible for appointment or are disqualified
from serving as directors (Moyo, 2010). King III discusses the qualities needed for a
candidate to be appointed as a board member. In light of the above, the Act and King III
encompass similar references to the standard conduct of a director.
King III states that the board and its directors must act as the principal upholders of
governance. It is the responsibility of the board to prepare an organisational charter, which
must specify the roles and responsibilities of the directors, their ethical conduct and the need
to comply with internal policies (Marx, 2008; IoDSA, 2009). It is the duty of the board to
elect a chairman who can provide the necessary direction for an effective board. The
chairman should be reappointed each year and it is the responsibility of the board to monitor
independence (IoDSA, 2009). Any impairments to independence will affect the continuity
of the chairman (IoDSA, 2009). One of the duties of the chairman is to conduct evaluation
assessments on a yearly basis to assess the independence and performance of directors and
to document the outcome in the organisation’s integrated annual report (IoDSA, 2009). The
chairman should also set the ethical tone for both the board and the organisation, and provide
leadership to the board by not limiting the principle of collective responsibility for board
decision-making (PwC, 2016). The chairman should have skills to manage any conflicts of
interest that may arise between shareholders and directors to make directors aware of their
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responsibilities through induction programmes and continuous professional education
(Singh, 2014). Lastly, the chairman should build and maintain the stakeholders’ trust
(IoDSA, 2015).
An executive director should be the chairman of the board. In compliance with KingIII,
there should be a separation between the CEO and the chairman to promote independence.
Henman (2013) and the IoDSA (2009) maintain that the role of the chairman and the CEO
can be distinguished in the following way: the running of the board is the responsibility of
the chairman whereas the CEO is responsible for the running of the organisation by
delegating authority to senior managers.
Another function of the board is to evaluate the risk management strategy proposed by the
organisation and to ensure that the sustainability of the organisation is maintained. These
functions of the board include approving the short- and long-term strategy and providing
monitoring mechanisms to ensure that the strategies sustain the business. The board must
comment on the strategy and identify any risk that has not been identified by management
(PwC, 2011).
The BoD is appointed by shareholders and endowed with responsibility for the operations of
the organisation. In light of the above, shareholders can be seen as ‘principals’ while directors
are ‘agents’ from an agency theory perspective. This theory is discussed in greater depth below.
Agency theory
Agency theory refers to the relationship between shareholders and directors. This relationship
occurs when principals hire agents and delegate certain duties to them. The purpose of the
agency theory is to point to the conflict of interest that may arise between the principal and the
agent (Business Finance, 2011; Panda & Leepsa, 2017). The Agency theoryconnects literature
to board composition and the performance of an organisation.
Board composition and agency theory
Agency theory relates to the monitoring of the organisational performance of the board.
According to Fama and Jensen (1983), this theory predicts that there may be a possible conflict
of interest resulting from the separation of duties between shareholders and directors (Lynall,
Golden & Hillman, 2003; Zogning, 2017). Such a separation gives directors the opportunity to
exercise managerial skills and maximise wealth at the expense of the organisation.
Furthermore, according to agency theory, board members have the power to monitor the
management or directors and resolve any issues, thereby protecting shareholders’ interest
(Eisenhardt, 1989; Boyd, 1990). According to the Companies Act, directors are obliged to
comply with the common law and are expected to perform their duties with due diligence by
acting in the best interests of the organisation. In cases where directors act for personal gain at
the expense of the organisation, agency cost will arise (Nicholson & Kiel, 2007).
Board composition and resource dependence theory
Nicholson and Kiel (2007) point out that the function of the board is to provide resources to
minimise non-compliance issues between the organisation and regulatory compliance bodies.
When organisations appoint individuals to the board, directors are expected to offer advice and
serve as a communication channel between internal and external stakeholders. The resource
dependence theory holds that non-executive directors do not have the time nor proficiency to
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perform their duties exceptionally well. Another view is that objectivity and independence are
impaired because CEOs are responsible for recruitment, selection and retention of directors.
The CEO is further responsible for disclosing any information about the organisation to the
board (Fung, 2014; Yusoff & Alhaji, 2012). In light of the above, the board is responsible for
ensuring that the independence of directors and that their diversity and functionality comply
with the principles set out in King III (PwC, 2013). The composition of the board thus
contributes to the success of the organisation.
The banking sector has been severely criticised for its role in the recent financial crisis. The
poor governance disclosure of banks has often been cited as one of the causes of the crisis
(De Haan & Vlahu, 2016). Disclosure refers to various components of governance which
are discussed below.
Disclosure of governance
Good governance disclosure demonstrates the extent to which corporate governance
practices are observable to outsiders. This can be achieved when the BoD is transparent in
conducting the activities of the organisation (Fung, 2014). Transparency is indeed the key
component of corporate governance, which integrates a system of checks and balances
among the BoD (De Haan & Vlahu, 2016). Transparency ensures the manner in which the
organisation is run is clear and open, particularly when communicating to stakeholders
about the operations of the organisation (Gisbert & Navallas, 2013).
Patrick, Paulinus and Nympha (2015) point out that in recent years, governance disclosure
has come under the spotlight in terms of compliance as the increasing failure of governance
in organisations has undermined the interests of stakeholders. This inability affects both
financial performance and management practices of the organisation. The IoDSA (2009)
maintains that for organisations to build and maintain stakeholders’ trust, their integrated
annual reports should mention how they comply with regulations that manage the disclosure
of corporate governance.
King III sets out the principles that organisations should disclose in their integrated annual
reports. This study considered only nine of these principles. This is because the focus of the
study is on the board of African Bank, and in particular, its leadership and composition.
Table 1 below shows the nine principles that should, at a minimum, be included in integrated
annual reports.
Table 1: King III principles
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Number

Principle for inclusion in integrated annual report

1.

The organisation should disclose that the board provides effective
leadership based on an ethical foundation.

2.

The organisation should disclose that the board acts as the custodian of
corporate governance.

3.

The organisation should disclose that the board ensures compliance with
applicable laws and considers adherence to non-binding rules, codes and
standards within the organisation.

4.

The organisation should disclose that the board and its directors act in the
best interests of the organisation.

5.

The organisation should disclose that the board ensures that the chairman
of the board is an independent, executive director and that there is a
separation between role of the CEO and chairman.

6.

The organisation should disclose that the board maintains a balance of
power, with a majority of non-executive, independent directors.

7.

The organisation should disclose that the board follows a formal process
when appointing directors.

8.

The board should disclose that there is induction and ongoing training and
development for directors that is conducted through a formal process.

9.

The organisation should disclose that the board evaluates individual
directors on a yearly basis.

(Adopted from: King III)
Governance disclosure of the African Bank
The African Bank was registered in terms of the Banks Act 94 of 1990. This Act makes it
mandatory for banks to comply with laws and regulations such as the Companies Act, the
JSE listing requirements and King III (SARB, 2016). The IoDSA (2009) recommends that
there should be measures to improve board level governance in banks. For example, the
Banks Act contains banking practices that must be followed in terms of board structure and
expertise of board members as well as assessment of their functionality.
The African Bank used a business model different to other banks. Its funding was raised
from international markets and shadow banking, which was then lent to customers as
unsecured credit without earning any other interest. This business model eventually led to
the demise of the bank (Donnelly, 2014; Maré & Sanderson, 2017).
The SARB (2016) indicates that the following factors contributed to the failure of the
African Bank: reckless lending which was in contravention of the NCA; lack of controls,
which falls under compliance and non-compliance with the Companies Act; board
composition; separation of the CEO from the chairman; and the JSE listing requirements.
The SARB failed to provide monitoring to African Bank.
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Research Methodology
This section deals with the research methodology and approach adopted in this study. The
objective of this study was to analyse the governance disclosure of the African Bank. A
deductive reasoning approach was deemed best-suited to this objective. Deductive
reasoning is used for generalisability, moving from the general to the specific. It verifies
theory or falsification and, for data collection, it uses proposition or existing theory
(Saunders, Lewis & Thornhill, 2016; Msweli, 2018).
The literature review outlined the governance disclosures required by the African Bank.
Based on the literature, a checklist was developed and was used to measure the disclosure
of the African Bank in its last integrated annual report, published in 2014. The study
followed an exploratory design. Exploratory research is used to examine a problem that has
not been thoroughly researched before (Bash, Mouton, Sapsford & Jupp, 2006; Leedy &
Ormrod 2015; Saunders et al., 2016). Secondary data was obtained from literature by
reviewing articles, journals, books and dissertations as well as the Companies Act, King III,
the JSE listing requirements and the Banks Act.
A qualitative approach was used to examine the secondary sources to establish the
background to the problem and to set the context of the study. Primary data was collected
and content analysis was performed on the governance disclosures in the banking sector
using African Bank as a case study. This method of analysis has been used in prior studies
(Marx & van Dyk, 2011; Peter & Bagshaw, 2014; Srairi, 2016; Taskin, 2015) and has
produced accurate, consistent, comparable and reliable results. Content analysis is a flexible
research approach that can be applied to a wide variety of texts (Singh, 2014; Yin, 2014;
Leedy & Ormrod, 2015). It does not require the collection of data from people but uses
recorded information from texts that has been produced for other purposes. The banking
sector was the population in this study, and African Bank was chosen as a unit of analysis
because it was the most recent bank to experience failure in South Africa.
Data analysis tools
A self-developed checklist was formulated based on relevant literature. This list was
selective and did not cover all the governance principles because the study only focused on
board governance. The objective of this checklist was to analyse the governance disclosure
of African Bank. Therefore, only th principles relating to the BoD were identified that
should be disclosed in the integrated annual report. The contents of the checklist are
presented in the second column of Table 2 below.
Discussion of Findings
This section analyses and interprets the data, assessing whether the African Bank disclosed
sufficient information about its operations in its integrated annual report ending 2014. Table
2 below shows the governance and compliance disclosure requirements.
Table 2: Governance disclosure requirements for testing compliance with the
disclosures in the integrated annual report of the African Bank
KING
III
DISCLOSURE
REQUIREMENTS

SELF-DEVELOPED
CHECKLIST
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The board should
provide
effective
leadership based on
an
ethical
foundation.
The board should act
as the custodian of
corporate
governance.

The board should
ensure
that
the
company complies
with applicable laws
and adheres to nonbinding rules, codes
and standards.

The board and its
directors should act
in the best interests
of the company.

The board should
elect a chairman of
the board who is an
independent
nonexecutive director.
The CEO of the
company should not
also fulfil the role of
chairman of the
board.
The board should
comprise a balance
of power, with a
majority of nonexecutive directors
who
should
be
independent.

ISBN: 978-0-6398115-0-5
Does the organisation
disclose in its integrated
annual report that the
board provides effective
leadership based on an
ethical foundation?
Does the organisation
disclose in its integrated
annual reporting that the
board acts as the
custodian of corporate
governance?
Does the organisation
disclose in its integrated
annual report that the
board ensures compliance
with applicable laws and
considers adherence to
non-binding rules, codes
and standards within the
organisation?
Does the organisation
disclose in its integrated
annual report that the
board and its directors act
in the best interests of the
organisation?
Does the organisation
disclose in its integrated
annual report that the
board ensures that the
chairman of the board is
an independent nonexecutive director and
does the board ensure that
there is a separation of the
CEO and the chairman’s
role?
Does the organisation
disclose in its integrated
annual report that the
board
comprises
a
balance of power, with a
majority of non-executive
directors
who
are
independent?
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Yes

Requirement 2
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Requirement 3

Yes

Requirement 4
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Requirement 5
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Does the organisation
disclose in its integrated
annual report that the
board follows a formal
process when appointing
directors?
Does the board have
The induction and
induction and ongoing
ongoing training and
training and development
development
of
of directors that is
directors should be
conducted through a
conducted through a
formal process?
formal process.
Does the organisation
The evaluation of the
disclose in its integrated
board,
its
annual report that the
committees
and
board
performs
an
individual directors
evaluation of individual
should be performed
directors on a yearly
every year.
basis?
(Self-developed checklist adopted from King III)

Yes

Requirement 7

Yes

Requirement 8

Yes

Requirement 9

Directors should be
appointed through a
formal process.

Table 2 above contains four columns. The first column represents the King III disclosure
requirements; these requirements were used to evaluate the compliance disclosure
requirements of the African Bank. The second column represents a self-developed checklist,
based on the disclosure requirements. The third column indicates whether or not the bank
made disclosure with the results recorded as either a Yes or a No. The last column indicates
the section in the study where the results are discussed. The purpose of the above checklist
was to assess the degree to which the African Bank complied with the requirements of
governance disclosure based on the King III requirements.
Empirical results of the African Bank’s governance compliance with King III
Checklist Requirement 1: The first requirement states that it is the board’s responsibility to
provide effective leadership based on an ethical foundation. However, the CEO of the
African Bank was singlehandedly making decisions about the bank on behalf of the board.
The BoD failed to explain, in terms of King III, how it was ensuring good leadership. The
board, thus, failed to exercise the necessary care, skill and diligence, and consequently, a
penalty was imposed by the National Credit Regulator (NCR). The board failed to act
ethically by allowing the bank to charge interest above the benchmark. The bank also failed
to diversify its products, continuing with unsecured loans.
Checklist Requirement 2: This requirement refers to the board acting as the custodian of
corporate governance. The board failed to effectively control and monitor corporate
governance, and, as a result, this led to the poor performance of the bank. The board did not
comply with the Companies Act or the JSE listing requirements when appointing directors.
Directors of the bank did not act in terms of common law, as mandated by the Companies
Act. The BoD failed to demonstrate the characteristics of good corporate governance,
namely, fairness, accountability, responsibility and transparency.
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Checklist Requirement 3: This requirement states that the organisation should comply with
applicable laws and regulations. The board of the African Bank failed to comply with the
following compliance requirements: The Banks Act, NCA, NCR, the JSE listing
requirements and King III. The directors discharged their duties and responsibilities poorly
due to a lack of experience in the financial services sector. They, therefore, failed to act in
the best interests of the bank. Consequently, the bank did not comply with the compliance
framework.
Checklist Requirement 4: This requirement states that directors should act in the best
interests of the organisation. The directors of the African Bank failed in this regard because
they did not act in the best interests of the bank. This was because they had been appointed
as board members despite having limited experience in the financial services industry.
According to the Companies Act and the JSE listing requirements, candidates should
possess relevant skills, knowledge and experience to be appointed as directors. The SARB
indicated that the bank’s directors were asked to write an affidavit regarding their
experience, skills and qualifications; five directors, both executive and non-executive, did
not to comply with this requirement. As a result, the board failed to demonstrate
transparency, responsibility and accountability. Moreover, the directors were not held
responsible for any misconduct resulting in financial losses as the board failed to enforce
measures that would hold the directors personally liable.
Checklist Requirement 5: The fifth requirement refers to the board electing a chairman who
is not the CEO of the organisation. According to the African Bank’s integrated annual report
2014, the bank did not have a CEO at the time; therefore, it failed to make full disclosure
about the resignation of the CEO. Consequently, the African Bank failed to comply with
this disclosure requirement as the board neglected the principle of ‘apply or explain’ in terms
of King III.
Checklist Requirement 6: This requirement states that the board should maintain a balance
of power, with a majority of non-executive, independent directors. The board composition
was inappropriate at the African Bank because two executive and three non-executive
directors did not possess the appropriate skills, knowledge or experience for a directorship
position. The board also failed to comply with the Companies Act and the JSE listing
requirements in terms of appointing directors. Moreover, proper induction and continuous
professional development programmes were not provided to directors. It can, therefore, be
concluded that African Bank failed to comply with this disclosure requirement.
Checklist Requirement 7: This requires the board to follow a formal process when
appointing directors. This was not the case with the appointment of the directors at African
Bank. The board failed to consider the following when appointing directors: acting in terms
of common law and compliance with the Companies Act and the JSE listing requirements.
Checklist Requirement 8: According to this requirement, the board needs to provide
induction to directors through a formal process. This did not occur at the African Bank. As
a result, the directors failed to adequately discharge their duties and responsibilities. The
board also failed to equip directors with the necessary skills required for the organisation
nor did it monitor the activities of the directors and make recommendations for a continuous
development programme. The board, thus, failed to comply with the Companies Act, which
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clearly states that the BoD should provide the directors of an organisation with proper
guidance in discharging their duties and responsibilities.
Checklist Requirement 9: This requires an evaluation of the performance of the directors
and the chairman. Again, the bank failed in this regard. It is surmised that a proper and
thorough evaluation and rotation of board members was not performed; otherwise, the lack
of the board members’ knowledge of the financial services industry would have been
identified.
The above discussion highlights the importance of ensuring that disclosure mirrors the
reality of an organisation. The African Bank made the minimum disclosures as
recommended by King III; however, in reality, these were not completely accurate
reflections of what was actually taking place at the bank. This lack of transparency resulted
in a distorted picture of the African Bank being portrayed to the stakeholders of the entity.
This is because the disclosure met the minimum disclosure requirements at a superficial
level, showing the entity to be seemingly compliant with good governance
recommendations and requirements, yet, only months later, the African Bank was placed
under curatorship.
Conclusion
This study analysed the governance disclosures of the African Bank. Based on the literature,
a checklist was developed and used to measure the governance disclosures of the African
Bank in its last integrated annual report, published in 2014. It was found that there were a
number of key risks evident in the case of the African Bank, namely; non-executive directors
failing to act as monitors of the bank and protecting shareholders from the personal interests
of management; and executive and non-executive directors having little knowledge of the
financial services industry and lacking relevant skills, experience and qualifications, the
BoD failed to ensure that the bank complies with applicable laws and adherence, the BoD
also failed to follow formal process of appointing directors and evaluation of the board.
Therefore, the board of African Bank failed to act in the best interests of the organisation
by neglecting to appoint suitably qualified candidates.
The board also failed to implement good corporate governance principles and practices at
the bank. Transparency is one of the key components of corporate governance; however,
the BoD failed to disclose information that was accurate, timely, relevant, honest, accessible
and comparable with the past financial performance of the organisation. The BoD failed to
apply or explain, in terms of the King III principle, how it acted as custodian of corporate
governance and provided ethical leadership.
The results, furthermore, reflect that the African Bank was not in compliance with the agency
theory, which postulates that non-executive directors need to play a strong monitoring role to
reduce agency costs. Had the BoD monitored the relationships between the board,
management, the organisation and its stakeholders, chances are the bank’s performance would
have been better. The results also showed that the bank was not in line with the dependence
resource theory, which postulates that the board should provide resources to minimise noncompliance issues between the organisation and regulatory bodies.

214

International Conference of Accounting
& Business

Conference Proceedings of Accounting &
Business in the 4IR Era

ISBN: 978-0-6398115-0-5

Moreover, in terms of the Banks Act, the SARB is required to supervise registered banks.
This is to enhance the banks’ performance, thereby ensuring the development and stability
of the banking sector. Yet, in the case of African Bank, the SARB failed to exercise this
function.
Based on the conceptual foundation derived from the literature review and the findings of
the empirical study, it can, therefore, be concluded that the African Bank did not fully
comply with the regulatory requirements of the Companies Act, the JSE listing requirements
and King III. Future research could address a broader set of issues such as a formalised
definition of governance and compliance in the banking sector. Another avenue of research
could be a pre- and post-analysis of the African Bank, comparing the results to establish
reasons for the collapse and whether the bank observed the regulatory framework.
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RE-PURPOSING AUDIT ASSURANCE: THE TECHNO-ECONOMIC
IMPLICATIONS OF BLOCKCHAIN FOR AUDITOR-CLIENT ENGAGEMENTS
CEKI, B
Department of Financial Accounting, University of South Africa
Abstract
Advances in technology such as blockchain threaten the way in which an audit is performed
currently. Auditor-clients are moving towards real-time and seamless transactions, using
blockchain technology to store and process transactions. This shift presents a great need to
relook the required skills of a relevant auditor in the fourth industrial revolution (4IR) with its
attendant theories of techno-economics. The technological disruption that comes with 4IR
threatens the traditional auditor, who customarily gives assurance on financial statements by
cross-checking data; as well as changes the focus to a more advisory service that adds value to
clients. Through the techno-economic theoretical lens, this paper contributes novel insights as
to whether auditors have considered the adaptations inherent in the technological revolution
around the use of blockchain. How best may auditors in a habituated economic system offer
clients advisory services on issues that come with advanced technologies that are emblematic
of the current techno-economic paradigms? Exploratory-descriptive design supported the
content analysis of data from semi-structured interviews of auditors in practice. Findings reveal
that auditors do not possess the necessary technical skills needed to add value and effectively
audit blockchains and data produced by blockchain technology. A recommendation is that
auditors should acquire the needed digital skills to audit in blockchain environment and to be
able to offer advisory services related to blockchain technology.
Keywords: Blockchain, Blockchain Auditing, Audit skills, Technical skills, Techno-economic
theory

Introduction
Unethical creative accounting is often concealed in financial records and remains undetected
by auditors. This presentation of financial figures in a misleadingly favourable light has led to
financial scandals that continue to surface in the financial sector, which enforces the need for
auditors to have a re-look at their audit functions as public trust in audit has been undermined
(Mueller et al., 2015; Fearnley et al., 2005; Rezaee, 2004).
Fortunately, the 4IR presents advanced technologies that may reduce concealability of
transactions that have enabled creative accounting and financial crime (Lee et al., 2018). These
advanced technologies are able to perform tasks that are normally performed by humans, such
as artificial intelligence and blockchain technology, to name a few. Artificial intelligence (AI)
is capable of understanding information, process it and make decisions; it is, thus, similar to a
human mind (Chukwudi et al., 2018). There are different forms of AI, including neural
networks, expert systems, robots, fuzzy logic, natural language processing, genetic algorithm
and intelligent agents (Chukwudi et al., 2018; Dilek et al., 2015; Shukla, Jaiswal, 2013;
Taghizadeh et al., 2013; Yudkowsky & Cirkovic, 2007).
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This paper, however, focuses only on blockchain, a widely recognized technology in the
financial services sector that has the potential to drastically improve the accuracy of financial
information. Blockchain technology has rules and procedures built into it that make the
recording, processing and producing of financial information more transparent, traceable and
unchangeable (Nathalie et al., 2018; Lee et al., 2018; Smith, 2018). Blockchain may be
conceptualised within the theory of techno-economics. This theory states that economic
benefits may be accelerated through the technologically novel and credible ways to address
traditional business domains (Bazhal, 2009). Appropriate technological developments are
theorised to enrich information productivity as a critical component of audit effectiveness.
Blockchain produces information that is accurate and technologically transparent, both
important benefits of auditing’s techno-economics, while also reducing the risk of creative
accounting. Another benefit of blockchain technology is that financial information and
transactions are cross-checked automatically in blockchain technology, which means there may
be no need for an auditor to cross-check transactions with a green pen to assess their accuracy
(Scott, 2019). As much as this blockchain technology provides audit benefits, it also presents
challenges for the traditional auditor. Firstly, the technology itself must be audited, to assess
its validity and effectiveness of inbuilt control systems; secondly, the data produced by it must
be critically analysed and audited. Thus, blockchain technology presents a different way of
auditing that involves data analytics of big volumes of data. This also means that the traditional
way of auditing, which is concerned with historic cross-checking of transactions, may soon
become redundant (Nathalie et al., 2018; Scott, 2019).
A few companies in South Africa (SA), especially those with international head offices have
already adopted blockchain technology, and banks are leading in this area. There are other
companies as well, such as FedEx, Nestle (SA), Unilever, Microsoft (SA), and IBM (SA) that
have started using blockchain technology (Sharma, 2018). This highlights the need to find out
if auditors are ready to audit blockchain as it is already underway, and what skills are necessary
for an auditor in a blockchain environment.
The primary objective of this paper is, first, to find out whether auditors are prepared to audit
a company that uses blockchain technology, which is prevalent in the financial sector, and
whether auditors have considered the adaptations inherent in the technological revolution
around the use of blockchain. A secondary objective is to find out how best may auditors in a
habituated economic system offer clients advisory services on issues that come with advanced
technologies that are emblematic of the current techno-economic paradigms. The findings
inform the Independent Regulatory Board of Auditors (IRBA) and the South African Institute
of Charted Accountants (SAICA) primarily responsible for producing auditors in South Africa,
whether the auditors they produce are ready and well equipped to audit in a technologically
challenging environment. This paper also contributes to the scarce literature related to auditing
in the blockchain technology environment, and provides insights around blockchain and
techno-economic theorising. This paper will also highlight the technical skills needed by an
auditor in the fourth industrial revolution, specifically in a blockchain environment.
The rest of the study is positioned as follows: a brief description of the theory used for the
study and a definition of blockchain technology, then literature review of the studies done in
auditing and blockchain technology follows. The next section discusses the research
methodology used to conduct this research. The last section presents the conclusions,
recommendations and future research work.

223

International Conference of Accounting
& Business

Conference Proceedings of Accounting &
Business in the 4IR Era

ISBN: 978-0-6398115-0-5

Conceptual Framework
Techno-economic theory has been used as a lens in this study. Techno-economic theory
suggests that there may be an increase in production or an improvement in business efficiencies
due to technological changes. It mainly regards technological improvements as the main
stimulus for economic growth (Bazhal, 2009; Perrez, 2009). In the context of this paper,
blockchain as a disruptive technology enhancing economic growth is conceptualised as the
means for improved production of financial information and the reduced financial costs thereof.
Literature shows evidence of financial benefits associated with the use of this advanced
technology called blockchain for both the auditor and blockchain audit-clients. The use of
blockchain by auditor-clients improves both audit efficiency and reduces costs (ACCA, 2017;
Korina et al., 2017). Automation in recording and processing of transactions reduces operating
costs for auditor-clients and at the same time it increases audit efficiency as auditors can audit
more transactions in less time which may result in cheaper audit fees (Kokina et al., 2017;
Rozario & Vasarheylyi, 2018).
The traditional way of auditing in the blockchain space is re-purposed to a more advisory role;
in the blockchain space, auditing is no longer confined into ticking and batching of transactions
as that is already embedded in the blockchain (Kozlowski, 2018). Instead, auditors can provide
more advisory services to improve client performance and provide a more strategic role in audit
engagements (Natalie et al., 2018; MacManus, 2017). The traditional way of auditing is almost
redundant in blockchain space as auditability of transactions is much easier and real-time
auditing is possible. These mentioned economic benefits, due to blockchain technology, for
both the auditor and the client, support techno-economy theory, hence it has been
conceptualised in this study. Diagram 1, briefly shows this concept in diagram for purposes of
visual explanation. Literature in support of this techno-economic theory and how blockchain
as an advanced technology impacts on auditing is discussed after the blockchain technology
has been defined.
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Diagram 1

Definition of blockchain and how it works
Blockchain was initially established by Nakamoto to create a global cryptocurrency called
Bitcoin, which is a peer-to-peer payment system enabling users to transact without a third party
such as banks (Watson & Mishler, 2017; Nakamoto, 2008). It has since been explored in other
avenues including share trading, contracts, accounting records, and intellectual property. Under
the accounting record avenue, blockchain is a digital ledger or a filing system where
transactions are recorded chronologically, publicly and are locked for any alterations or
duplication (Kehoe et al., 2015; Chuen et al., 2016; Risius & Spohrer, 2017; Nathalie et al.,
2018). Put simply, blockchain seeks to reduce the risk of untrustworthy financial information
as transactions have an audit trail that is verified. Transactions in a blockchain are transparent,
secure, accurate and valid, and are free from alterations (Schatsky & Muraskin, 2015; Zhang
et al., 2017). The digital ledger is de-centralised, and the data stored is, by its nature, highly
secure as information is stored in an encrypted state. (Marr, 2018; Ozili, 2018). Tapscott and
Tapscott 2017 mention five basic principles that a blockchain has.
Firstly, a blockchain requires a distributed database where all users transacting have access and
no one user has single control over database and users can verify the data without the use of a
third party. Secondly, it requires peer-to-peer interactions between users instead of passing
through a middleman. Thirdly, transparency of transactions to everyone who has access to the
system, the user’s identity can either be private or known. Fourthly, transactions in blockchain
must be unchangeable, no user can alter the data once it has been entered because transactions
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are linked to records that came before them, creating an unchangeable chain. Lastly, blockchain
must have computational logic, whereby it can establish facts in a logical form (Paulson, 2018).
From this brief discussion of what blockchain is, we can conclude that blockchain is an
advanced technological ledger of storing financial information. It is, therefore, no wonder that
blockchain is widely recognized and used in the financial services sector as it protects validity
and accuracy of financial information (Yermack, 2017; Risius & Spohrer, 2017).
Literature Review
Accounting and auditing researchers have recently began researching blockchain technology
(BT) on auditing and accounting space and only a few scholars have recently entered the
domain. According to a literature review performed by Schmitz and Leoni 2019, there are only
sixteen scholarly studies on blockchain in accounting and auditing space. These studies are
discussed under this section in order to position this study. Professional reports are also
discussed to get a comprehensive picture of developments in the area. Researchers have
researched BT in accounting and auditing under four main topics. The topics are: continuous
auditing, smart contracts, governance, transparency and trust and auditor’s role in BT. Each
topic is discussed to explore what has been researched and how this study fits in the literature.
According to scholars that researched BT and continuous auditing, BT can enable real-time
auditing since it provides validated records immediately, and provides a cost benefit because
traditional sampling is not needed as BT offers up-to-date immutable records of all transactions
(CPA, 2016; Rooney et al., 2017; Wang and Kogan, 2018). Time is saved and costs reduced as
there is no need to try dispute transaction logs with clients. BT has a potential to reduce the
duration of the audit, and results in cost-effective audits due to less time and labour needed for
preparation of data and planning of the audit before it commences (Kozlowski, 2018; Rozario
& Vasarheylyi, 2018; Kokina et al., 2017; Ruckeshauser, 2017; CPA, 2017). Another benefit
of BT is that recording, processing and reconciling of transactions is done on the spot and
entering of transactions in multiple ledgers is eliminated, reducing the risk of human error
(Leoni & Schmitz, 2019). This makes real-time auditing possible and cheaper than traditional
year-end auditing. These studies support the techno-economies theories as technology provides
financial or economic benefits for both the auditor and the clients.
BT also re-purposes client and auditor engagements due to the smart contracts tool inherent in
the BT. Smart contracts are terms and conditions agreed with relevant parties written in the BT
that are automatically reviewed and executed by BT when met before a transaction can be
recorded in the BT. An example of this is where revenue is automatically recoded or executed
in the BT after delivery date. Conditions per smart contract are met and reviewed by BT. This
process reduces human error risk in recording of revenue, reduces bookkeeping costs for the
client and produces more accurate records for the auditor (Coyne & McMickle, 2017; Ølnes et
al., 2017; Rozario & Vasarhelyi, 2018; Peters & Panayi, 2016). Another techno-economic
benefit of BT in accounting and auditing is that it enforces transparency of financial
information.
BT enforces transparency and trust of accounting records; transactions are immutable and
encrypted and are synchronised. BT encourages transparency as stakeholders can have viewing
access to accounting transactions that are trustworthy and, thus, likely to increase stakeholder’s
trust (Atzori, 2017; Yermack, 2017). Ability to conceal or create off-book transactions is
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greatly reduced in BT. Although BT cannot completely eliminate fraud, it can be useful in
identifying fraud especially in real-time. All these BT facts are beneficial for both the auditor
and client, giving time for the auditor to focus on more strategic roles and advising the client
on governance issues, in depth-analyses of data and data mining, which is re-purposing the role
of the auditor significantly (Wang & Kogan, 2018; Ruckeshauser, 2017).
BT will re-purpose the role of an accountant or client and the auditor. Some researchers claim
that the entire accounting and auditing sector will be disrupted by BT and that bookkeepers and
junior auditors will lose their jobs. However, Schmitz and Leoni (2019) argue that auditors and
accountants will not be replaced by BT, because even if transactions are entered in the BT it
does not mean that they are free from fraud and errors. It is also unlikely that all financial
information in the financial statements will be produced by BT, hence an auditor will be needed
to give assurance on all financial information. Broby & Paul (2017) also agree that auditors
will be needed in BT space because firms in the blockchain sector will require audited financial
statements to acquire funding from financial institutions. Auditors will require additional
training and understanding of blockchain.
Responsibilities of an auditor will be discussed in the section below as part of literature review
but discussed separately to emphasise the role of the auditor in BT space. Audit responsibilities
will not be replaced by BT but will be enhanced and re-purposed. Auditors will be required to
perform more value-add services such as being involved in the implementation of BT, advising
companies on adoption of BT and continuously assessing post-implementation review of BT,
to name a few (Schmitz & Leoni, 2019). Accountants’ role will shift from being a manual
recording and reconciling of transactions to BT automated procedure. A more relevant
accountant and auditor in BT era will be one equipped with IT skills to operate and respond to
the change in roles of an auditor (Schmitz & Leoni 2019, ACCA 2017; CPA 2017, KPMG
2018b), hence the need for auditors to be extremely IT literate due to a future enabled by
technological platforms (Abreu et al., 2018). The skillset of auditors must be adapted to face
new challenges arising from BT (Broby & Paul, 2017). Pimentel et al. (2019) also mention that
IT competencies of an auditor must be improved and that the onus is on the auditors to become
more familiar with the BT.
Audit functions and responsibilities
Blockchain technology may lessen the audit work as verification and accuracy of information
is already done or is built into the technology. An auditor’s responsibility is to provide an
independent expert opinion about the fairness of financial information. To be able to provide
that opinion, an auditor must assess, analyse and evaluate sceptically the financial data on
financial statements (Singer, 2019).
Auditors are professionals trusted by stakeholders to provide assurance, based on audited
evidence, that financial information is complete, accurate and valid (Hayes et al., 2014). In
order to fulfil the assurance responsibility, an auditor must understand the client business, IT
systems related to financial reporting and assess the effectiveness of both manual and system
controls in place (Axelsen et al., 2017). The auditor needs to assess controls in place to ensure
data is valid and accurate from the point when data is entered into the system, processed and
produced as an output. In order to perform these abovementioned tasks in a blockchain
environment, it will become imperative or relevant for an auditor to possess IT skills and data
analytical skills (Chukwudi et al., 2018).
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Stakeholders place huge reliance on audited financial information because an audit enhances
the faith that financial information provided is trustworthy. However, after the recent scandals
in the financial sector, public trust in audit has decreased (Spoke, 2015). This places pressure
on auditors to rebuild that trust by providing cutting-edge services, by being technologically
advanced and having proper skills required to audit in the technologically disrupted
environment (Scott, 2019).
Auditors also offer advisory services on cyber risks, operational risks, and strategic risks,
regulatory and financial risks to clients. Cyber risks refer to a financial loss of any sort due to
the failure of a company’s information systems (Saif et al., 2015). This type of service is more
of a value- add service instead of an assurance service, and will require technical IT knowledge
for an auditor to be able to offer. A more forward-looking and value-adding auditor who can
advise management is becoming more relevant than just a traditional assurance or compliance
auditor in blockchain technology environment (Smith, 2018; Seasongood, 2016,). Blockchain
may present some certain inherent cyber risks that may pose additional challenges to the
auditor, hence the need to possess skills to face these additional challenges.
Cyber risks on blockchain include stolen credentials of users that may enter the ledger and
perform unauthorized transactions (Nathalie et al., 2018). There is also a risk of programming
errors that information system auditors will be faced with. This poses new audit risks that
auditors may be faced with, and that may require new technological skills to audit (Smith,
2018.).
After consideration of the literature above, it can be concluded that BT will re-purpose the role
of an auditor. Literature has shown that auditors will have to provide more value-add services
and offer advice on BT implementation, post-implementation and focus on more in-depth data
analyses and data mining. These new roles will be present in BT space and the traditional
auditing ways will become redundant.
In summary, literature acknowledges the need for auditors to acquire new skills for BT
auditing, and there are international studies done that have studied the necessary skillset of an
auditor in 4IR, such as the ability to data mine, IT skills, in-depth data analysis to name a few
(Nathalie et al., 2018; Raphae, 2017; MacMunus, 2017). There is no study, at least known to
the researcher, that empirically seeks to establish whether auditors currently have the required
skillset in BT space. This study empirically tries to fill this gap. The research questions for this
study are: do auditors currently have the necessary technical skills required in BT space and
how best may auditors in a habituated economic system offer clients advisory services on issues
that come with advanced technologies such as BT? Is there need to train auditors to have the
additional skills required to audit in BT environment? A working theory is posited using
concepts from techno-economic theories and overlaid to the data from the interview responses
of auditors in practice to answer the questions.
Research Methodology
The study is a descriptive-exploratory design, seminally described by Mouton and Marais
(1988:121-122) as studies that are driven by the need to uncover contextual instances that
provide insights and apprehension of phenomena in a real-life setting. The phenomena of audit
functions and blockchain make up the unit of analysis, with the interview method supporting
the exploration. Auditors of financial information and information system auditors were the
participants. The use of interviews to collect primary exploratory data has successfully been
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applied to blockchain studies in the financial industry (Beck & Müller-Bloch, 2017; Abramova
& Bohme, 2016; Fabian et al., 2016).
This study was done in South Africa, in Gauteng province and in the city of Johannesburg.
Johannesburg, as a business hub, has many audit firms and fruitfully suggests a field that might
be applied to other audit and blockchain contexts the world over. As noted, data were collected
in a form of semi-structured interviews of nine auditors that are registered with the Institute of
Auditors (RA’s). The selected sample is made up of seven audit partners, one IT auditor and
one certified internal auditor of medium-sized audit firms. Use of interviews to understand the
phenomenon through the lens of experts/practitioners is widely accepted (Yin, 2013). To
ensure interviewees speak freely, confidentiality was provided. Interviewed participants were
selected through a search of experts in the area, having different experiences and coming from
different audit firms. Open-ended questions were used, asking extra questions to clarify
responses. The number of interviews conducted is considered adequate to aim conceptual
saturation. Since during the interviews no important new topics were identified, interviewees
referred to very similar issues.
Interviews were recorded and transcribed in preparation for content analyses. Data collected
from interviews were coded into four main themes, and two sub-themes under each theme
using content analysis (citation) to analyse data. On average, interviews lasted 30 minutes each.
A brief detail of questions asked is given in Appendix A.
Results and Discussion
This section presents results and the discussion of data obtained from the interviews. Data from
interviews was analysed under four themes as shown on table 1 below. Table 1 shows some of
the responses from the interviewees. Each theme is discussed in detail and, thereafter, a
summary of discussions will follow.
The first theme was whether auditors have a basic knowledge of what blockchain is.
Knowledge needed for auditors will be disrupted by BT; therefore, re-purposing of audit role
as mentioned in the theory and in literature is necessitated (Wang & Kogan, 2018;
Ruckeshauser, 2017). Results from interviews show that auditors do not possess the necessary
technical knowledge of BT. Eight out of nine auditors interviewed did not know what
blockchain is, which shows that auditors are not aware of the advanced technologies that are
surfacing in the financial services sector. They also argued that most of their clients are not
technologically advanced; they are not using blockchain or any of the technologically advanced
tools presented by the fourth industrial revolution. This is in line with literature, which indicates
that both client and auditor roles will be re-purposed by BT. Clients will also need to
understand BT. Some interviewees mentioned that the board of directors of clients they audit
are not technically sound; therefore, there is no digital leadership.
The second theme was an enquiry on whether auditors are ready to audit a blockchain
environment, and what skills are needed or necessary to audit a blockchain environment.
Responses from the auditors can be broken into two sub-themes, the first one being the mind
set or attitude of auditors towards any information technology (IT) systems, and the second one
being the use of an IT expert to assist in auditing IT related systems. It was clear from the
responses of the auditors that there is a general fear among auditors of anything related to the
technologically advanced systems. Their defence is that they are not experts in IT and do not
feel comfortable auditing a system such as blockchain. They rather rely on the work of an
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expert such as an IT auditor, an IT engineer or an information systems specialist as they are
permitted to do so by international auditing regulations. Literature also reveals that audit firms
refuse to take on BT audit-engagements in fear of reputational damage because of lack of
technical skills; they are scared they might miss something due to lack of BT related skills
(Tschakert et aI., 2016; Richins et al., 2017). Pimentel et al. (2019) shows that the use of experts
does not eliminate the need for auditors to acquire necessary expertise to be able to assess the
client’s relevant audit risk. Auditors must be able to assess the risks associated with BT, and in
order to do so, they must have the necessary tech skills. Again, the findings show that
technology is re-purposing the role of an auditor, more tech skills are required for an auditor
of BT when compared to the traditional auditor.
Auditors acknowledge the fact that they will have to assess the controls of a blockchain in order
to rely on the accuracy and validity of financial information, but because they do not understand
the technicality of blockchain they will use a specialist. Almost all the responses from
interviewees suggest that all auditors and upcoming auditors must have at least the basic
technical skills (Nathalie et al., 2018). Two auditors that are IT auditors said that one cannot
separate IT from auditing; each and every auditor must have also been an IT expert.
The responses under this second theme suggest that auditors must have some IT knowledge to
be able to add value to their clients, especially when it comes to advisory services. They must
be able to technically advise clients on accounting information systems such as blockchain. It
was also clear from the responses that auditors do not have technical know-how and must be
trained accordingly. Auditors are soon going to have to perform big data analytics and are
currently not technically skilled to perform such a task, hence they suggest reliance on an expert
or specialist. In terms of extraction of data and sampling, they said they will use computerassisted audit tools that are currently available, and that, hopefully, they will still assist in data
analytics in a blockchain environment.
The third theme was whether auditors had received the necessary training and education to be
able to audit technologically advanced clients that use blockchain amongst other advanced
systems. All auditors interviewed said they had not been trained to audit technologically
advanced clients. Even the current education system in South Africa is not educating upcoming
auditors on advanced technologies. The current auditing courses merely look at the theory of
auditing information systems or applications, but lacks the practical side that would include
technical training on how to audit technologically advanced tools. Therefore, auditors suggest
that SAICA, IRBA, universities need to re-look at education and training offered to upcoming
and current auditors to close this technology gap. This is almost another angle from this study
that came up from the interviewees. In the near future, the educational curriculum must
incorporate more IT education as recommended by Pimentel et al. (2019).
The fourth theme that came up from the interviews was that the tech skills are more necessary
for advisory services. Clients sometimes ask auditors for advice on loopholes of accounting
systems; they also rely on auditors to assess the effectiveness of the implementation of
accounting systems. These services require an auditor to be technically skilled to be able to
offer such counsel, and to be able to assist their clients to mitigate financial risks that come
along with these new technologies. Therefore, the role of auditors will change and the
engagements between auditor and clients will be re-purposed and focus will be on more
advisory services.
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In summary, from the above discussion of results, it is apparent that auditors from medium size
audit firms in South Africa are not ready to audit blockchain. There is need to train and educate
auditors about technologically advanced systems such as blockchain. Lastly, the need to train
and educate auditors is imperative in the fourth industrial revolution, where clients will prefer
an auditor that can add value and offer more advisory services than a mere traditional auditor
who is mainly focusing on historic data to assess compliance issues. These findings are in line
with techno-economic theories that show that technologies greatly affect economies. In this
study BT disrupts auditor-client engagements and changes the role of an auditor to a more
advisory one.
Table 1:

Main themes, sub-themes and responses

Themes

Sub-themes Responses

General
understand
ing
of
Blockchai
n

SA
South Africa is still behind in technology; most clients do not have
companies
blockchain technology.
use
of Clients are not digitally savvy.
blockchain
Medium audit firms don’t have the tools to audit blockchain
environment right now. However, as they audit public sector, there
is need to get training and not wait and react when blockchain
exists in public sector.
Only big companies have automated systems. Medium-sized
companies are also investing in Bitcoin; an auditor needs to know
how to audit that investment and blockchain.
Auditor’s
knowledge

I don’t fully understand blockchain.
I don’t know much about blockchain.
I am not sure if blockchain requires an auditor due to its nature to
process data accurately.

Readiness
of auditors
to
audit
blockchain

Attitude of
auditors
towards
technologic
ally
advanced
systems

Auditors are more reactive in nature than being proactive. From
the consulting capacity as auditors, we need to understand the
technical know-how and have digital competencies around
blockchain system or any system in the fourth industrial era, we
are supposed to be part of its development and understand it in
order to audit it.
Auditors have a negative attitude towards IT related technologies.
We have to be part of system developments and not just come later
to identify errors.
No excitement around IT related matters.
As auditors we are not IT experts.

Reliance on In SA there are about 80% General IT auditors than Technical IT
work of an auditors. General IT auditors do general controls review and
IT
expert applications control review but do not know about network
security review, which is more technical and requires knowledge
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and use of of specific IT language. Auditors can’t even do data analytics in
CAATS
blockchain technology. Blockchain technology requires a
technical IT auditor who understands the technicality that went
into it to be able to audit controls on it.
We can get IT experts to test blockchain; it will just increase the
risk of reliance on work of others
IT auditors are what we rely upon.
Reliance on experts to data-mine and then we can analyse the data.
We can’t navigate around the system; we don’t have the expertise.
Get IT engineers to test the controls of that open ledger. Redo what
the digital ledger does and if you get the expected results then you
can rely on it.
Auditors need to fully understand the basics of IT although I don’t
know to what extent.
Reliance on IT experts is not going to be useful because everything
in a blockchain is technical, then it means the expert might as well
perform the audit.
Technical Training
skills of an
auditor

We are not trained technically, as the new technologies surface in
the 4th Industrial revolution. There is no digital leadership at client
level as well. Board of directors are clueless about IT related
technologies and are not tech savy. Big companies that have
automated processes should have ACL (audit command tool) that
analyse accuracy of data, but you find that big companies don’t
have that necessary ACL due to lack of digital leadership.
SAICA needs to give us more training on blockchain.
We need training and keep up with technological advances.
We need to have basic IT skills so that we understand the reports
from IT experts.

Education
The culture of isolating IT from auditing is not right. We need to
on IT basic be at that level of an IT expert.
skills
We need very practical elements in auditing, not just theory, where
students can have 3 months each year to do practical work of
computer auditing or applications auditing; where we can show
students what we mean when we talk about blockchain and other
artificial intelligence tools.
We need to be educated from basic education level. We need to
have an IT (coding/programming) subject that is compulsory, like
Mathematics, that continues and advances at university.
At university level we must replace traditional audit with
technology audit module because we are automating rather than
manual auditing in a blockchain environment.

232

International Conference of Accounting
& Business

Conference Proceedings of Accounting &
Business in the 4IR Era

ISBN: 978-0-6398115-0-5
In-job training labs for audit trainees are necessary - where
trainees can be exposed and trained to real-life technology
auditing just like they have at Deloitte.
We must have a walk-in computer audit hub to teach students
computer auditing practically.
Theoretical way of teaching auditing must be minimized and be
replaced
Upcoming auditors must enter the practise with IT basic
knowledge.
We need coding as part of our SAICA curriculum.
We also need to be taught whether programming of a system was
not fraudulently development.
We can borrow from CIMA and internal auditing on computer
auditing. The current application controls auditing course is only
theoretical and not practical.
We need to be taught to assess the implementation of systems and
controls around the system to be able to audit the output from the
system.

Assurance
services
versus
consulting
service

Value add We should put in our consulting services cap and equip ourselves
service
accordingly and just have assurance services abilities because
assurance comes after-the-fact, we must rather be part of the
process.
Implementation of systems can be tested by an expert.
We must understand blockchain system to be able to test and put
reliance on it.

Source: Author’s own compilation
Conclusion
The paper sought to find out if auditors were ready and equipped to audit clients in the
blockchain technology space. The findings revealed that auditors fear technologically advanced
systems, and are not cheerful or optimistic about IT related tools. Findings from interviews
with nine auditors in practice suggested that auditors were not ready to audit a blockchain
environment because they did not have the technical skills and will, forcing them to rely on IT
specialists or IT engineers to be able to audit a technologically advanced system. They also
acknowledge the need for auditors to possess technical IT skills to be able to offer more valueadded services to the client, especially those services that are advisory in nature. This finding
was a recommendation by Natalie et al. (2018) and MacManus (2017), who state that auditors
will be required to offer more value-add services in 4IR. All responses from interviewees
agreed that a traditional auditor is no longer going to be relevant in the fourth industrial
revolution era, but rather a technologically advanced auditor will be more relevant and will add
value. Additionally, the paper extends theory through the confluence of the context of
blockchain technology and auditing, indicating that blockchain technology will produce
transparent and more accurate data at cost efficient ways. At the same time, the role of an
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auditor and client will be re-purposed to being more advisory in nature. The disruption of BT
requires a new skills set for an auditor and requires the client to be tech savvy as well. Auditors
are not ready yet to audit BT clients because they lack digital skills needed to audit BT space.
A limitation of this study is the number of interviews conducted. Only nine interviews were
conducted, and a larger number of interviews could provide more insights on the topic. Further
research on the topic, to include more interviews from auditors from the big four audit firms to
widen the research is recommended. Future areas of research include relooking at the education
system to assess whether it equips the auditor in the fourth industrial revolution relevantly
(4IR), and what needs to be done to close the gap. And whether current training offered by
SAICA is sufficient to equip a future auditor or a future chartered accountant in the 4IR.
Additional questions that can be answered in future research include: What extent of IT skills
will auditors need to audit BT? What extent of IT education should be included in educational
curriculum for auditors?
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Appendix A
Interview questions on general knowledge of blockchain technology:
Do you know blockchain technology?
Have you audited clients that use blockchain technology?
Questions on the readiness of auditors to audit a client that uses blockchain technology:
Do you think auditors are ready to audit a blockchain environment?
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Do you think auditors can assess risks associated with blockchain technology?
Do you think auditors are skilled to analyse data from blockchain technology?
What skills do auditors need to audit a blockchain environment?
What needs to be done to prepare auditors for this disruption, in your opinion?
Do you think there will be need to audit IT integrated controls and rules of blockchain?
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THE PSYCHOLOGY AND TECHNOLOGY MIX: EXPLORING THE DESIGN OF A
GAMIFIED SOLUTION USING PERSUASIVE TECHNOLOGY
MABUTO, W
School of Accountancy, University of Johannesburg
Abstract
As the world stands at the brink of the Fourth Industrial Revolution, educators have had to
reconsider their teaching practises and the impact thereof. Technological advancement,
however, cannot progress without taking into account the human element of the intended end
users. This paper uses a case study approach to explore how educators can apply persuasive
technology frameworks in designing gamified solutions in order to increase student motivation
to work consistently and to assist them with taking ownership of their learning process. The
study uses the example of a gamified solution, which was developed for students enrolled in a
financial management module at the University of Johannesburg. The gamified solution
introduces a new approach to creating an environment that is conducive to students being
motivated to work consistently during the semester. Through the use of choice architecture,
this gamified solution nudges the students to make right decisions for themselves without
infringing on their freedom of choice. This paper also highlights the importance of applying
multidisciplinary perspectives into intervention development. In particular, the gamified
solution discussed in this paper incorporates principles from: behavioural economics,
persuasive technology theories, and educational psychology. Broadly, this paper tackles the
question of how innovations within the context of the fourth industrial revolution can be used
to re-engineer the delivery of tertiary education towards student-centred approaches.
Keywords: Gamification, Motivation, Student engagement, educational psychology,
persuasive technology, Human Factor, Psychology, Behavioural Economics, Education

Introduction
The role of a university lecturer is one that includes ensuring that their students pass the
learning modules that lead up to the students obtaining their degree (Kahu and Nelson, 2018).
In order for a student to successfully complete a course, they need to exhibit good study habits,
one of which is the ability to work consistently (Credé and Kuncel, 2008). University lecturers
have noted the challenges they face in keeping their students consistently engaged with the
course content, and to take ownership of their learning (Wanner and Palmer, 2015). South
African universities have been on a drive to increase the use of technology as a mode of
teaching and learning instruction with the hope of influencing the study habits of the students
(Odora and Matoti, 2015). These efforts, however, do not seem to be translating to the intended
outcome of encouraging university students to take ownership of their learning and passing
their course modules (Alrasheedi and Capretz, 2015). In 2009, Fogg designed a behaviour
model for persuasive design called the Fogg Behavioural Model. This model incorporates
human psychology and technology to help users to design persuasive systems that influence
human behaviour through the use of technology (Fogg, 2009). Theories of human psychology
and persuasive technology design may be the missing link for university lecturers to more
effectively engage their students and influence them to work consistently (Williamson, 2017).
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At present, there is limited literature that explores how university lecturers can learn about the
use of persuasive technologies in their methods of instruction. This case study research paper
explores the incorporation of persuasive technology features on an existing technology-based
teaching solution at a South African university, namely the University of Johannesburg. The
objectives of this study were:




to explore the use of persuasive technology (Psychology and Technology) within the
context of the 4th Industrial revolution to enhance University students’ motivation to
consistently learn a financial management module, rather than the use of compulsory
face to face tutorial classes.
to propose a theory of change with regards to how University students are motivated to
work consistently in order to pass.

The goal of the author is to communicate how a university lecturer approached and integrated
persuasive technology into their teaching instruction. This research study was intended to be a
self-reflective case study, rather than one that relied on qualitative and quantitative methods to
show effectiveness of persuasive technologies in an education context. This paper suggests best
practices for university lecturers interested in exploring the use of persuasive technologies in
their teaching pedagogies, and makes recommendations for future research in the use of
persuasive strategies.
Background
By the time a student enters a tertiary institution, they would have formed various study habits
based on their primary and secondary education experiences. At university level, a student is
introduced to the concept of freedom as they are no longer bound by a system that forces them
to employ good study habits, such as working consistently. A university student is often aware
of good study habits that would lead to a successful learning outcome, but still choose not to
behave in a manner that will achieve this. Interventions are often required in order to overcome
the challenge of influencing university students to engage with their course content and form a
good study habit of working consistently. The use of technology has become more entrenched
into the daily lives of people and is often used as a tool to influence how people behave (Wang,
Xiang and Fesenmaier, 2016). The use of technology to influence behaviour is called
“persuasive technology” (Fogg, 2002; 2009; 2012). This research paper is part of a larger
project to develop a system that persuades university students to work consistently during the
semester through the use of technology. Research shows that before one embarks in influencing
or changing behaviour, one needs to understand how human behaviour works (Kaptein,
Markopoulos, de Ruyter and Aarts, 2009). The section below discusses the need to understand
how human beings behave, and provides insights into human psychology to assist us in
understanding how human beings make decisions.
Understanding human behaviour
Human behaviour is something that is complex, and, as such, it is important to understand how
human beings make decisions before one attempts to change or influence human behaviour
(Thaler, 2015). By integratinhg psychology and economics, the field of behavioural economics
has assisted economists in building models that assist human beings to make better decisions
for themselves (Thaler & Sunstein, 2008). For example, the financial industry incorporates
behavioural economics into their models to encourage their clients to make sound decisions
such as saving and/or investing money. The insurance industry has also incorporated
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behavioural economic principles to nudge their clients to make better decisions in terms of their
health and safety (Reisch, Sunstein & Gwozdz, 2017). With the above examples, the industries
used an understanding of human behaviour first and then incorporated it into their models in
order to predict and alter human behaviour. The aforementioned industries identified that
although human beings try to make decisions that are in their best interest, they are unable to.
The field of behavioural economists created an avenue for economists to develop models that
take into account the complexity of human nature by understanding that human beings exhibit
varying limitations with regards to their rationality, will power and social preferences
(Benjamin, Brown and Shapiro, 2013).
In order to further understand the irrationality of human behaviour, the next section discusses
how the lack of will power influences the decisions made by human beings to act in their best
interest. In particular, the lack of will power that university students have to work consistently
throughout the semester is also discussed.
Limited will power and decision making
There a three aspects of human psychology that influence how humans make decisions. These
three are (1) limited cognitive abilities, (2) problems with self-control and lack of will power
and (3) limited self-interest (Thaler, 2015, p. 258). Of particular interest for this study is the
limited will power exhibited by humans when it comes to making decisions that are in their
best interest.
Human beings are faced with the constant tension of weighing out their current desires versus
their future desires (Fudenberg & Levine, 2012). People have a tendency to place more values
on their current desires as opposed to their future needs (Strotz, 1956) as they struggle to do
what they know is right (Mischel, 2014). Philosophers have hypothesised that the challenge
faced by people to make decisions in their best interest is due to the conflict between two
different “selves” (Thomas Schelling, 1960, 1978). These two selves are described as the
“present self” and “future self”. The “present self” is more concerned with maximising
immediate happiness whereas the “future self” is focussed on making decisions that will be in
alignment with long term satisfaction (Urminsky, 2017). For example, in the context of a
university student working consistently, a student’s “present self” would be more inclined to
prefer to study more in the future but their “future self” would prefer the action to study to be
done at present. The conflict of these “two selves”,subsequently results in the postponement of
decisions as there is constant battle between these two selves (Frederick et al., 2002).
Behavioural economists, Thaler and Hersh Shefrin, also propose a model called the “plannerdoer” model to further explain this phenomenon of conflict between two selves. In the plannerdoer model, the “planner” is the self that is concerned about future preservation whereas the
“doer” self is only concerned about present fulfilment (Thaler and Shefrin, 1981).
Understanding this human behaviour phenomenon assists us in understanding how the human
brain processes decision making.
The human brain comprises of systems that interact as a collective mass. These systems
sometimes do not work cohesively, which affects a human being’s ability to make rational
decisions (Kurzban, 2012). The dual-process theories in psychology help us to further
understand how the human brain processes information in order to make decisions. The dual
process theory explains how the human mind can make a decision based on two different
processes (Fudenberg & Levine, 2011). Decisions can be processed using the intuitive process
and deliberate processes, both of which can exist simultaneously and are often in conflict with
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one another. The intuitive process is known as System 1 or the Automatic System and is
described as uncontrolled, effortless and fast (Evans & Stanovich, 2013). It is the system that
drives human beings to make decisions unconsciously without putting much effort into them.
The human mind tends to want to do what is easier and more comfortable; most decisions are
made using the system 1 part of the brain as they require less effort (Rebs, Brandenburg &
Seuring, 2018). The deliberative processing is called System 2 or Reflective System and is
described as being slow, controlled and deductive in the process of decision making and
thinking (Fudenberg & Levine, 2012). Figure 1 below summarizes key aspects of these two
human brain processing systems, and how they compare to each other.
System 1

System 2

•Intuitive
•Automatic
•Uncontrolled
•Effortless
•Associative
•Fast
•Unconscious

•Analytic
•Reactive
•Controlled
•Effortful
•Deductive
•Slow
•Self-aware

Figure 1: The Dual Process Theory (Adapted from Thaler and Sunstein, 2009)
It is important to understand how the human brain works so that one can gain a better
understanding of how human beings systematically make wrong decisions (Thaler, 2015), in
particular with regards to their limited will power to act in their best interest. In developing
intervention models to assist university students to develop good study habits with regards to
working consistently in order to pass, educators would need to have an understanding of human
psychology in order to successfully effect change in the behaviour of their student body. Once
an educator has this understanding of human psychology, it can be applied to the unique set of
characteristics that make up their student body.
Generation Z
The current student body that is at university has been termed as the Generation Z, which is the
group of individuals that were born between mid-1990 and mid-200s (Seemiller and Grace,
2016.). Members of Generation Z are characterised as a generation that started using
technology from an early life stage and have been exposed to a large amount of technology
while growing up (Shatto and Erwin, 2017). This generation of students knows knows how to
use technology platforms to find the information they require for possible solutions at their
own pace and timing (Brodsky, 2018). This generation of students is one that has been
described as individuals that have a deep need of freedom of choice and do not respond to
restrictions or negative reinforcement as a motivation to change behaviour (Geek, 2007).
Traditionally, in order to influence students to form the study habit of working consistently,
university lecturers at the University of Johannesburg have incorporated the use of compulsory
attendance to weekly small group classes, also known as tutorial classes. The use of these
compulsory tutorial sessions was intended to assist university students to make decisions that
were in their best interest by restricting their freedom and autonomy. Behaviour models that
use this sort of approach are called paternalistic models as they restrict the users’ freedom of
choice and responsibility (Thaler & Sustein, 2003). Although these methods have yielded some
success over the past years (Cassells, Issacharoff, Loewenstein, O’Donoghue & Rabin, 2003),
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this is unlikely to be sustained as the tertiary education system starts to receive a new breed of
consumers – Generation Z. The field of behavioural economics proposes a way of designing a
model that influences users to make decisions that are in their best interest while still respecting
their freedom of choice and autonomy (Thaler & Sustein, 2003). This approach is called
libertarian paternalism and the next section discusses the use of gamification in designing a
libertarian paternalistic model.
Gamification and libertarian paternalism
Advocates for libertarian paternalism suggest the use of choice architecture when designing a
model that is intended to assist users in making decisions that are in their best interest (Sustein
and Thaler, 2003; Thaler and Sustein, 2003). Gamification is a tool that has been used in many
industries such as the financial, insurance and health and insurance industries in order to
influence the targeted population to act in a certain way whilst still preserving their autonomy
(Wu, 2011; Cugelman, 2013). The principles of gamification are rooted in the use of game
playing elements to encourage users to engage with a product or service (Deterding, Björk,
Nacke, Dixon, and Lawley, 2013) that is ordinarily unappealing and difficult for the human
being to perform. Working consistently is something that university students find difficult to
do due to the lack of will power and the knowledge of how to do it effectively in order for them
to pass the module at the end of the semester (Filippou, Cheong and Cheong, 2015). Working
consistently as a study habit is not something that comes automatically to university students
and, as such, educators need to create a learning environment that is conducive to appealing to
the system 1 part of the brain whilst simultaneously developing the system 2 side with regards
to working consistently (Fitkov-Norris and Yeghiazarian, 2013).
Motivation plays an important role in formulating gamified solutions. There are two types of
motivation; extrinsic motivation and intrinsic motivation. Gamified solutions can be used as a
tool to increase extrinsic motivation as it appeals to the motivation of achieving an outcome
(de Aizpurua, Price and Tucker, 2018). Extrinsic motivation, however, has been found to not
to be enough to effect long lasting behavioural change (Wu, 2014). In designing a gamified
solution in an education context, the ultimate goal should be that of students realising the
intrinsic value of working consistently and, thereby, increasing the internal desire for the
students to perform their tasks out of desire and fulfilment rather than in anticipation of an
external reward (Hidi, 2016.)
There is limited research studies that have been done in incorporating human psychology into
the design of a gamified solution. Zimmerman and Cunningham (2011) emphasise that in
designing a gamified solution, one cannot just simply focus on the gaming elements but needs
to incorporate human psychological aspects, and the success of a gamified solution largely
hinges on human psychology incorporation. The Fourth Industrial Revolution has been
described as one that will merge digital, physical and biological spheres (Schwab, 2017).
Educators at South African universities have also been mandated to ensure that their teaching
pedagogies are in line with the changing technological climate. Technology, however, cannot,
and should not, be embedded haphazardly to learning outcomes with the hope of changing
student behaviour. As with any attempt to influence and change behaviour, technology needs
to be used in conjunction with the understanding of human behaviour. This is where the use of
persuasive technology will assist in the designing of technology innovations that focus on
changing human behaviour. Theories of persuasive technology will assist users in designing
effective technology systems that can influence users to change behaviour. The following
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section discusses theories of persuasive technologies and how they can be used in designing a
system that influences changed behaviour without infringing on the users’ freedom of choice.
Persuasive Technologies
Technology can be used as an effective tool to influence human behaviour if it is used in
alignment with an understanding of human psychology. In first understanding human
psychology, one can incorporate technology as a tool in order to assist humans to make
decisions that are in their best interest (Fogg, 2013). Technological innovation is increasing at
a rapid pace and it is important for educators to incorporate this into their teaching pedagogies
in order to remain relevant to the technologically advanced student body they have. The use of
technology by educators will also assist them to better align to the needs of Generation Z that
comprises the current student body. Persuasive technology is a method that incorporates human
psychology and technology in order to influence human behaviours. Its mode of influence is to
affect human behaviour through persuasion rather than coercion (Fogg, 2009). It is the latter,
through coercion, which the current student body seem to be averse to.
Persuasive technology models are used across varying industries, including business,
marketing and education in order to motivate the end user to behave in a certain way. The basic
premise of persuasive technology is to effectively use technology in order to impact human
behaviour. A few models have been suggested in literature but for the purposes of this
intervention, the theoretical concepts from two models have been applied. These two models
are the Hook Model and Fogg’s Behaviour Model. The following section explains both models,
and their history and explain how they are relevant in the designing of a gamified application
for university students to motivate them to work consistently.
Persuasive technology models
The first persuasive technology model is the Hook Model which was created by Eyal and
Hoover in 2013. This model is used as a basis of flow (Figure 2) in order for one to understand
how technology can be used to change behaviour. The basic premise of this model is that when
one is triggered through the use of technology, one then acts in a certain way in anticipation of
a reward and thereby investing in the process of the anticipated changed behaviour.
Trigger

Action/
Behaviour

Variable
Reward

Investment

Figure 2: Hook Model (Eyal and Hoover, 2013)
The Hook Model assumes that a trigger is all that is required in order for a changed behaviour
to occur. It proposes that technology can be used as a trigger for the end user to act in a certain
way in the anticipation of a reward, and thereby investing in the process of the anticipated
changed behaviour (Eyal and Hoover, 2013). The Hook Model assumes that technology is the
only external force required to influence an act of changed human behaviour. For example,
under the Hook Model, the use of an email notification to a student reminding them to read a
chapter before attending a lecture is all that is required for them to read the chapter. Fogg,
however, suggests that in order for a technological trigger to be effective, the end user needs
to have a sufficient amount of motivation and sufficient amount of ability for there to be a
changed behaviour (Fogg, 2013). Under this premise, Fogg developed Fogg’s Behaviour
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Model which suggests that in order for behaviour to be influenced, the three elements of
motivation, ability and trigger must occur at the same time (Fogg, 2013). A trigger is deemed
to be unsuccessful and therefore not resulting in the intended behaviour when motivation and/or
ability are low. A trigger is successful when the user is motivated and able to perform the task
relatively easily. The Fogg Behaviour Model also suggests that motivation and ability can
compensate for each other in order for a trigger to be successful. If for example, a university
student has low motivation to read a chapter before a lecturer but it more than capable to
perform this task due to its simplicity, then the trigger required would be one that motivates
the student to perform the task required. The opposite is also true, if the university student is
highly motivated to complete the task but struggles with understanding the learning material,
then the trigger would need to focus on simplifying the task in order for the behaviour or action
to occur. Both the Hook Model and the Fogg Behavioural Model provide useful insights in
understanding how to develop a system that incorporates human psychology and technology
in the context of education. These two models can be used in combination, as illustrated in
Figure 2 below.
Trigger

Motivation

Variable Reward

BEHAVIOUR

Investment

Ability

Figure 2: Hook and Fogg Behaviour Model combined (Eyal and Hoover, 2013; Fogg,
2013)
These two models in combination can be used as a base for designing an educational persuasive
technology system using gamification. The objective of this study was to use a gamified
solution in the name of WorkSmart Rewards Programme ™ as a case study of how to apply
persuasive technology to assist students at a university level to work consistently. The concept
of persuasive technology will then be described in depth through the case study of a gamified
solution designed and implemented using psychology, behavioural economics and technology
at a university in South Africa. The following section describes how this gamified solution was
designed in line with persuasive technology models. A new working model is then suggested
as a framework to use in an education context.
Case Study: Worksmart Rewards Programme
Overview
The WorkSmart Rewards Programme ™ is a gamified solution that was developed and
designed in response to the problem faced by South African university students: the lack of
motivation and will power to work consistently. This gamified solution is a part of a larger
project to create an educational system that persuades university students to work consistently
and to gain life skill principles and habits that they will use when they enter the world of work.
This gamified solution was incorporated into a second year Financial Management module at
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the University of Johannesburg in South Africa. The basic premise of this programme is to
motivate university students to work consistently whilst still preserving their autonomy by
encouraging them to make decisions that are in their best interest rather than forcing them. An
online learning management system (LMS) called Blackboard ® was used as the technology
platform to implement it. All students at this South African university have free access to this
online platform.
The WorkSmart Rewards Programme provides a platform that appeals to the system 1 part of
the brain of university students by incorporating game play elements into its structure to
motivate them to work consistently. The programme also simultaneously develops the system
2 part of the brain of university students by systematically demonstrating the concept of
working consistently through the use of gamification. During the semester, students have a
series of tasks that are available to them that they are encouraged to complete on a weekly
basis. All the tasks are uploaded and assigned on the online learning management tool called
Blackboard ®. Successful completion of these tasks leads to points being awarded to the
student. The students are notified of the points that they gain on a weekly basis through the use
of online badges in order to motivate them to continue to work consistently. At the end of the
semester, the total amount of points accumulated during the semester are tallied and the
students are assigned a status level based on the number of points accumulated. Each status
level determines the reward that the student will receive at the end of the semester. There are
two types of rewards: an intangible reward and a tangible reward. The intangible reward is the
percentage mark that will contribute towards their semester mark and ultimately their final
mark after completing the last assessment opportunity. The tangible rewards are physical prizes
awarded to the top achievers during the semester. Both of these rewards are incorporated in
order for the university student to remain invested in the process of working consistently in
order to pass the module at the end of the semester. Figure 3 below gives an overall illustration
of the WorkSmart Rewards Programme.

Complete WorkSmart
Tasks

Earn WorkSmart
Points

Achieve
WorkSmart Status

Obtain WorkSmart
Reward

Figure 3: Process description of the WorkSmart Rewards Programme
The aim of this study was to design a gamified solution using persuasion technology in order
to motivate university students to work consistently with the ultimate aim of them passing the
module. The purpose of this paper is to propose a theory of change with regards to how
university students are motivated to work consistently in order to pass. The traditional approach
used at universities was a paternalistic in nature as it restricted the freedom and responsibilities
of the students. The approach that is being proposed is a libertarian paternalistic approach,
which still has the intention of affecting the behaviour of the university students while also
respecting their freedom of choice. This approach is widely used by the American government
to nudge its citizens to make decisions that are in their best interest by creating environments
that make making the right decisions conducive (Benartzi, Beshears, Milkman, Sunstein,
Thaler, Shankar, Ray, Congdon and Galing, 2017). This is called choice architecture
(Ungemach, Camilleri, Johnson, Larrick and Weber, 2017).
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Underlying conceptual framework
The WorkSmart Rewards Programme uses choice architecture by using behavioural tools to
frame university students to make good decisions in their best interest with regards to working
consistently throughout the semester. This programme takes into account the limited will power
that university students have to make decisions to invest in their “future self” by forgoing
present desires. The programme was designed with the knowledge that the human brain
operates under two systems and so the programme aims to persuade the system 2 part of the
university students’ brain to work consistently with the aim of this skill becoming a system 1,
whereby it comes naturally and automatically to the students. The programme also incorporates
the nudge theory, which is a concept that encourages positive reinforcement as a way to
influence the decision making processes of the university student body. Using the nudge theory
provides the educator with a tool for designing a platform that gives rewards and incentives
while “nudging” the user to change their behaviour, and in this case, with regards to working
consistently.
Theory of change: persuasive technology education system
The Hook Model and the Fogg Behavioural Model combined will now form the basis of
creating a new framework for persuasive technology that can be used in an education context.
A framework called the WorkSmart Rewards Programme Persuasion Framework is suggested
below and then an explanation of each element is given thereafter.
Stage1

MOTIVATION

LIFE SKILLS

Stage 3

Stage 2
WORK
CONSISTENTLY

PASS
MODULE

ABILITY
Stage 4

Stage 5
5-TRIGGER-STAGES
Stage 1: Reward anticipation
Stage 2: Continuous scheduling
Stage 3: Tasks assigned to skill level
Stage 4: Increased ability
Stage 5: Passing/success

Figure 3: The WorkSmart Rewards Programme Persuasion Framework (The 5 step
educational persuasion technology system)
The overall aim of the WorkSmart Rewards Programme (WRSP) is to motivate university
students to pass the module where the WSRP is implemented. It is a system that includes the
accumulation of points upon successfully completing certain tasks in order to achieve a reward
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status. The WSRP persuasion framework in the figure above illustrates that in motivating
students to work consistently, their ability to perform the tasks increases thereby leading to an
overall success of the module. The system incorporates five different triggers being (1)
anticipation of a reward, (2) continuous scheduling, (3) tasks assigned to skill level, (4)
increased ability and (5) passing/success. These triggers work in sequential stages and depend
on the preceding trigger to be successful in order to move on to the next stage trigger. The
system is explained under the 5 different stages in the following section.

The five-stage trigger system
Stage 1 trigger: Reward anticipation and Motivation
The first stage of this educational persuasion system is to motivate the university students
through the anticipation of a reward at the end of the semester. The first type of reward is an
intangible type of reward represented in the form of status levels as shown in Table 1 below.

Status Level

BLUE

BRONZE

SILVER

GOLD

PLATINUM

Points range

10 - 49

50 – 199

200 - 249

250
299

- 300 – 410

Percentage
contribution

10%

40%

50%

75%

100%

Table 1: Reward status levels for the WorkSmart Rewards Programme
The trigger in this first stage is the anticipation of a reward at the end of the semester in the
name of a percentage contribution to the students’ semester mark. A higher semester mark
gives the student a higher possibility of obtaining a higher final mark for the module. The
purpose of the stage 1 trigger is to provide motivation via external means. Research shows that
there are two types of motivation: namely, extrinsic motivation and intrinsic motivation.
Extrinsic motivation is one which depends on the anticipation of an external reward in order
for an act to occur. Intrinsic motivation is one where a user is motivated to complete a task or
change a behaviour purely on the anticipation of the internal joy and contentment that this will
give the user (Firat, Kilinc and Yuzer, 2018). Studies have shown that action based on extrinsic
motivation is short lived and that there has to be intrinsic motivation being developed in order
for the intended behaviour change to have long term effects. The purpose of this stage 1 trigger
is to appeal to the students’ system 1 part of the brain so that they have that initial engagement
and interest in the module. The anticipation of a reward in itself is not enough to keep the
students motivated to work consistently throughout the semester, so another trigger is required
which is explained in the next section.
Stage 2 trigger: Continuous scheduling and working consistently
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The second stage of the persuasive education system involves using continuous scheduling that
will assist the students to work consistently. The system is still operating in the extrinsic
motivation realm because motivation initially is low as a result of uncertainty faced by the
students with regards to their abilities in terms of the module content. The purpose of the
continuous scheduling is to give the students a structure that they can adhere to in order to
develop the skill of working consistently (Fogg, 2011). Tasks are assigned to the students on a
weekly basis and are designed to enable them to consolidate their learning at the end of each
week as content is completed. All the tasks are available to the students on the online learning
management system. There is no weekly deadline attached to the tasks so as to preserve their
autonomy as suggested by behavioural economists in creating a choice architect environment
that nudges the user to make decisions in their best interest (Thaler, 2015). In this system, the
educator is creating an environment that will enable the student to work consistently but
without taking away their freedom of choice. They are encouraged to complete their tasks on
a weekly basis through weekly announcements on the online platform and in class. The use of
badges is used to encourage and motivate the students to continue to engage with the content.
The purpose of this stage of the persuasive system is to develop system 2 of the students’ brain
to encourage them to deal with problems that are seemingly difficult on the onset and to make
them realise that with practice, they will become easier. Fogg (2013) explains that the outcome
of desired behavioural change comes from an accumulation of tiny habits. These tiny habits of
working on a consistent basis are what forms everlasting change, and therefore, for behaviour
to be changed, effort needs to be exerted slowly but surely.
Stage three trigger: Task assignment and Ability
In order to change behaviour, one needs to have a certain amount of ability to do so (Fogg,
2013). When a university student initially engages with a module, they usually have low ability
with regards to the understanding of the course content. This is why this stage of the persuasive
system is important as it triggers the students to gradually increase their ability as they complete
each subsequent task. The students are able to do so as the tasks are pitched at varying degrees
of difficulty and the student only proceeds to the next level of difficulty once they have
successfully completed the current level of difficulty/ability. Csikszentmihalyi (1997) explains
through the “Flow State” that in order for a human brain to engage with something, the level
of difficulty needs to be increased gradually. The tasks that are assigned to the students not
only test their knowledge of the module content but also have other skill proficiencies
embedded in them such as critical thinking skills, analytical skills, time management skills and
writing skills. These are skills that have been identified as to being important for a university
graduate to have as they enter into the world of work where the Fourth Industrial Revolution
will shape the jobs that will be available in the future. By the time the student enters into this
stage of the system, they are able to work using internal motivation as their ability increases.
They are still driven by the anticipation of the reward at the end of the semester but are able to
work independently towards the realisation of that reward. This stage is still developing the
system 2 part of the brain and by now the student is able to handle difficult concepts more
easily than before as the concept of working consistently becomes a habit.
Stage four trigger: Increased ability and passing module
The stage four trigger is the students’ increased ability to perform the tasks that were assigned
to them on a weekly basis. This trigger is the one that motivates and enables the student to
subsequently pass the module. In this stage, the student is able to function beyond a system and
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they have a sense of fulfilment in their potential and talent. This, according to Maslow’s
hierarchy of needs, is the stage of self-actualisation (Maslow and Abraham, 1954). Maslow
suggests that any motivational system needs to address the higher level needs of people. In this
stage, the student has a higher level of internal motivation and is able to operate mainly on
self–fulfilment (Pardee, 1990). Working consistently was initially something that was in the
system 2 part of the brain as it took effort and deliberate action, but is now in the system 1 part
of the brain as it becomes a natural inclination and requires less effort. The purpose of the
persuasive educational system is for the students to reach stage four of the system by the end
of the semester. This is in line with the goal of the student passing the module and also taking
ownership of their learning. The motivation to work consistently would have moved from the
responsibility of the educator to motivate the student, to the responsibility of the student to
motivate themselves.
Stage five trigger: Passing/success, motivation and life skills
The Fourth Industrial Revolution has forced educators to rethink what skills their graduates
need to have when they enter the world of work. The technical skills required for the future are
uncertain so educators need to also place emphasis on the professional skills so that students
are better equipped to deal with the challenges they may encounter in the future. Stage five of
the persuasion system is a stage whereby the student uses their past experience of success from
working consistently to motivate them to continue working consistently in other modules and
in life. With every new endeavour, the student will now have a strategy that will assist them in
increasing their motivation and their ability and ultimately achieving their outcome at the end.
The WorkSmart Rewards Programme Persuasive System is designed to assist students to work
consistently during the semester with the aim of them successfully completing the module and
also accumulating life skills that they can use later. It incorporates five stages of triggers in
order to influence the university students to engage with the course content and then ultimately
take ownership of their learning process.
Future Work
Technology has become ubiquitous with our daily lives and it is a good source to use to affect
and/or change behaviour through increasing motivation and ability. Future work includes
creating a prototype for a mobile application that students can download at the beginning of
the semester and use throughout the semester. The purpose of this application would be so that
the students have easy access to the tasks and progress as they will be able to track their status
at any given time. The mobile application will also include additional triggers such as
notifications to remind the students to complete tasks. The notifications will also act as
motivation as the student is notified of reaching a new status. The application will assist the
students to engage with the course content on a continual basis. Future work also includes
implementing real life tasks that the student will engage with on a weekly basis.
Summary
Motivating university students to work consistently during the semester so that they can pass
the module can be difficult. The use of technology can assist educators to increase the
motivation levels of the students. Motivation in itself is not enough to change behaviour as one
needs to exhibit a certain level of ability as well. Triggers are a useful tool to use in order to
increase motivation and ability and then ultimately alter behaviour. The WorkSmart Rewards
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Programme Persuasive System was designed to be used as a technology intervention to
motivate students to work consistently and pass the module. The system includes the use of
psychological theories and behavioural economics and five different triggers that assist the user
to change their behaviour. The ultimate aim of all five triggers in this proposed system is for
the students to work consistently, pass and to take ownership of their learning. The system is
currently designed and used on the online learning management system called Blackboard. A
mobile application prototype is the next step to be used in combination with the existing system
on Blackboard. The system will be used to alter students’ behaviours and assist them in making
decisions that are in their best interest without taking away their freedom of choice.
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IMPACT OF USING TECHNOLOGY THROUGH THE FREQUENCY OF SPACED
REPETITION ON STUDENT PERFORMANCE WITHIN ACCOUNTING
EDUCATION
HUSSAIN, C
Department of Commercial Accounting, University of Johannesburg

Abstract
Technology has advanced rapidly over the last few decades, particularly with regard to
educational technology, which has provided new learning opportunities for students. Many of
these new learning opportunities could improve student performance. Accounting educators
should, therefore, consider incorporating these technologies into their teaching. Furthermore,
by adjusting the curriculum, research suggests that the frequency of spaced repetition of the
syllabus has an impact on student results. Spaced repetition involves repeating concepts taught
on multiple occasions with systematic intervals. Combining educational technology and the
frequency spaced repetition this paper investigates whether there is a correlation between
student performance and the frequency of spaced repetition through the use of a technological
educational solution. Through an experimental design approach, a group of students were
provided access to a technology solution while another group were not provided access. The
students who were provided access were taught through spaced repetition. The students were
chosen through a convenience sample as part of the first-year Accounting course at the
University of Johannesburg. Descriptive statistics were used to analyse the data. The findings
revealed that there was a correlation between student performance and the frequency of spaced
repetition in through technology.
The contribution of this paper is twofold. Firstly, the paper seeks to provide an insight into
coupling spaced repetition with technology to identify if there is a correlation between these
two aspects. Secondly, it will provide insight into the effective ways of using technology in
the classroom by Accounting educators.
Key Words: Accounting Education, Blended Learning, Education, Technology, Spaced
Learning

Introduction
Technology has advanced rapidly over the last few decades, particularly with regard to
educational technology (Köksal & Salim, 2015). These technologies have provided new
learning opportunities for students (Solomon, 2000). As a result of these new learning
possibilities in the classroom, the term ‘technological education’ has emerged (Buntting, Jones
& Williams, 2015). Technological education has a vital role to play in education and
curriculum design (Buntting et al., 2015). It allows students to bring together their economic,
environmental, technological and social worlds to develop skills that will stand them in good
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stead for the new knowledge age (Buntting et al., 2015). These skills include, amongst others,
domain knowledge, advanced critical thinking, problem-solving skills and an understanding of
how online environments interact with one another (Agosto, Copeland & Zach, 2013).
In order to integrate technology into curriculum design, it is necessary to understand that there
are key variables that interplay with each other. These include the nature of educational
technology, curriculum, pedagogy and assessment (Buntting et al., 2015). These variables
interplay on a continuous basis at both the micro and macro level, with the micro level taking
place in the classroom and the macro level occurring within the institution or the country itself
(Buntting et al., 2015).
At a macro level, there are currently many initiatives and partnerships between government,
universities and non-profit organisations that aim to grow technology in education (Phan,
Siegel & Wright, 2009). These partnerships facilitate the transfer of educational technology
from universities to firms and vice versa, thus creating an environment conducive for the
inclusion of technology within society (Phan et al., 2009).
Within the South African context, the government has launched various initiatives to support
the implementation of technology within institutions on a macro level (Jaffer, Ng'ambi &
Czerniewicz, 2007). This is to meet the social transformation needs of the country as well as
to ensure that every teacher and learner is ICT-literate (Information, Communication and
Technology) (Kistan, 2002; Kwape, 2000).
At a micro level, lecturers’ understanding of the key variables such as educational technology,
curriculum, pedagogy and assessment, plays a significant role in how technological education
can shape curriculum design and how this new curriculum is received by students. To enhance
the lecturers’ understanding of these key variables, it is necessary to acknowledge and grasp
the changes that have taken place in society, the economy and technology in the 21st century
(Buntting et al., 2015). Given these changes, the challenge that lies ahead for educators is to
apply educational technology solutions continuously to improve student performance
(Buntting et al., 2015).
Educational technology learning solutions should adopt a multifaceted approach, created at a
micro level. They should, therefore, comprise the key variables noted above as well as taking
into account changes that have taken place in the 21st century. To achieve this, it is argued that
more research needs to be conducted by lecturers on how educational technology can be used
in the classroom (Buntting et al., 2015). This approach would, furthermore, reveal new ways
in which educational technology learning solutions can be used in the classroom (Buntting et
al., 2015).
However, there are many challenges facing accounting educators which prevent educational
technology from being adopted in the teaching and learning process. One such challenge is the
lack of resources to implement technology due to its high cost (Whitworth, 2012). Uncertainty
over the value that technology adds to students is another barrier (Whitworth, 2012). As a
result, institutions become risk-averse and are unwilling to implement technology as a teaching
and learning tool (Whitworth, 2012). Butler and Sellbom (2002) identify other challenges, such
as accounting educators being unsure how to use the new technologies as well as their concerns
regarding the time it will take to learn how to use these technologies. This last point is
corroborated by Chizmar and Williams (2001), who indicate that the time it takes to learn a
new solution is seen as a major concern for accounting educators. Butler and Sellbom (2002)
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also confirm the reluctance of accounting educators to use technology because they are unsure
of how to use it.
It is, therefore, evident that there are many barriers to entry for accounting educators, notably,
the lack of understanding of the value of technology, resistance, competence in using the
technology and lastly, the cost and time of using the technology.
Another point to consider from the key variables stated above is curriculum redesign. One of
the ways in which curriculum can be redesigned is through spaced repetition. Research
suggests that increased, spaced repetition of the syllabus has an impact on student results. This
is known as the ‘increased spacing effect’ and was first observed as far back as 1885 (Fiske,
Levine, Mayer, Murphy, Newcombe, Worrell & Kang, 2016). Spaced repetition involves
repeating concepts taught on multiple occasions with systematic intervals. Furthermore, studies
have shown that increased frequency of spaced repetition has a direct impact on student results
(Fiske et al., 2016). Subsequently, hundreds of experiments by cognitive psychologists have
confirmed the advantage of increased frequency of spaced repetitive learning (Cepeda, Pashler,
Vul, Wixted & Rohrer, 2006).
Two major obstacles impede the wider adoption of spaced repetitive practice in education
(Fiske et al., 2016). One of these is deciding on what instructional techniques to use; the other
is placing too much reliance on the lecturer’s intuition. It would, therefore, be worthwhile
combining technology and spaced repetition to understand if there is a correlation between the
use of a technological solution and student performance based on the frequency of spaced
repetition.
A literature review of accounting education reveals that there is little published research on the
use of technological solutions with spaced repetition based on frequency and their impact on
student performance. This paper, therefore, investigates whether there is a correlation between
student performance and the frequency of spaced repetition through the use of a technological
educational solution.
This investigation was undertaken with students as part of the first year diploma course in
Accounting at the University of Johannesburg. The topics investigated are as follows:
i.
ii.
iii.
iv.

Inventory
Presentation of Financial Statements
Conceptual Framework
Trade Receivables and Trade Payables

Literature Review
Increased frequency through shorter periods of spaced repetition is noted in psychology to have
an impact on the retention of information (Fivush & Hamond, 1989). In 1972, Roberts observed
that spaced repetition, coupled with increased frequency, had a direct impact on the retention
of information. He also observed that the shorter the time frame between the repetitions, the
greater the impact. Other studies on the effects on short-term memory confirm that repetition
and the length of time between the repetitions has a direct effect on retention of information.
In 1977, Gelnberg examined the spacing effect and noted that successive spacing affected how
well an item was remembered. Subsequently, in 1991, Anderson and Schooler reported that the
shorter the spacing, the greater the impact on retention. Dempster (1981) also notes that spaced
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presentations in the classroom are two times more effective than a presentation with no spacing.
He concludes that the spacing effect is truly ubiquitous in scope, and its impact has been
observed in most learning paradigms. From the discussion above, it is evident that spaced
repetition has an impact on the retention of information and that an increase in the frequency
of this repetition compounds this impact. Furthermore, in other fields, for example the medical
field, spaced repetition was used through online platforms. The students using the spaced
repetition through an online platform showed an increase in clinical knowledge and change
practice ( Phillips, Heneka, Bhattarai, Fraser & Shaw; 2019).
According to Palm and Bisman (2010), accounting education needs to reflect contemporary
education in the 21st century by adopting new educational technology learning solutions that
can be used continuously. In the United States, the American Accounting Association (AAA)
released the Pathways Commission Report that chartered a national strategy for their next
generation of accountants. The report, compiled by the AAA’s technology task force,
investigated how current and emerging educational technologies could improve accounting
education (Willis, 2016). The task force concluded that additional research was needed on
consistently integrating technology into the accounting classroom (Curtis, 2017; McVay,
Murphy & Yoon, 2008).
Given the findings of the AAA and more specifically the Pathways Commission on consistent
technology integration, literature should be examined to identify the current technology usage
in accounting education.
Technology in Accounting Education
There are a number of initiatives promoting the use of educational technologies in the
classroom globally. Jackson and Cossitt (2015) experimented using online tutoring software
and examined its benefits for accounting students. They concluded that online software for
tutoring can be useful in improving student performance. Khanlarian and Singh (2015) tested
whether using web-based homework software improved perceptions of technology as well as
student performance. However, the findings revealed that there was no correlation between
web-based homework and better performance. Aldamen, Al-Esmail and Hollindale (2015)
examined the effect of using recorded lectures on student performance in Qatar. They had
identified that recorded lectures had an impact on student performance.
The Accounting Education Change Commission (AEEC), in 1990, stressed the use of ‘depth
versus breadth’ methodology to design a course. This provides students with a solid foundation
to understand important concepts. To this end, Morris, Burnett, Skousen and Akaaboune (2015)
tested whether using a technology-based pedagogy impacted the performance of students in an
accounting course. The findings revealed that the pedagogical approach had an impact on the
performance of students as the group using the solution performed better than the group which
did not (Apostolou et al., 2015). Spiceland, Spiceland and Schaeffer (2015) conducted a study
on spaced repetition in curriculum design with technology. They noted that the new curriculum
had a positive effect on student information retention (Spiceland et al., 2015).
From the discussion above, it is evident that a considerable amount of research has been
conducted on the use of technology in accounting education. In most cases, technology has had
a positive effect on the performance of students.
Contribution of this paper
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The contribution of this paper is twofold. Firstly, the paper provides an insight into coupling
spaced repetition with technology to identify if there is a correlation between these two aspects.
Secondly, it provides insight to accounting educators on an effective way of using technology
in the classroom.
Methodology
Research Design
A research design allows the researcher to navigate different pathways on how to collect,
analyse and interpret data which could be either qualitative, quantitative or a combination of
the two (Creswell, 2012). According to Welman, Kruger and Mitchell (2009), a research design
is an all-encompassing plan according to which the research process is executed. This includes
selection of the participants as well as collection and analysis methods (Welman et al., 2009).
The chosen research design should be informed by the research problem (Creswell, 2012;
Zikmund, Babin & Griffin (2010).
For purposes of this study, an experimental research design was deemed most appropriate. In
experimental research design, there should be a dependent and an independent variable.
Furthermore, there should be a control group and a test group. In this study, the dependent
variable was student results while the independent variable was the frequency of use of a
technological solution used through spaced repetition. Two groups were setup. One group used
the solution (i.e. test group) and a group that did not use the solution (i.e. control group). The
setup discussed above facilitated the use of an experimental research design approach.

Method
Student results were collected from the exams at the end of the semester. Descriptive statistics
were then used to analyse the data and draw conclusions as to whether there was a correlation
between the frequency of spaced repetition and improved student performance.
Due to the experimental nature of the study, four hypotheses were formulated, as shown in
Table 1 below.
Table 1: Study hypotheses
Number

Hypothesis

1

There is no correlation with regard to the difference in the means between Group
A and Group B for the various accounting sections based on the frequency.

2

There is no correlation with regard to the difference in the medians between
Group A and Group B for the various accounting sections based on the frequency.

3

There is no correlation based on frequency with the number of students obtaining
49% or less for the various accounting sections.

4

There is no correlation based on frequency with the number of students obtaining
75% or more for the various accounting sections.
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Sampling
Sampling is the process of choosing a small portion of the population so that it represents the
entire population (Neuman, 2011). There are different types of sampling methods such as
probability and non-probability sampling. The former assumes that each case selected from the
population is known and that all cases have an equal chance of being selected (Saunders, Lewis
& Thornhill, 2012). The latter assumes that each case selected from the population is not known
(Saunders et al., 2012). To use probability sampling, a framework to work within would be
necessary; however, if no framework can be identified, non-probability sampling should be
used (Saunders et al., 2012). In this study, no sampling framework was identified, therefore,
non-probability sampling was used, and specifically, convenience sampling.
The sample consisted of first-year students from the accounting diploma course at the
University of Johannesburg. As part of a convenience sample, students in Group A were not
given access to the technological solution whereas students in Group B were given access to
the solution. Both of these groups were given the same learning outcomes, material, lecture
times and additional notes. The only difference was the use of the technology solution for
Group B.

Control Variables
A number of variables could influence student performance, for example, socio-economic
factors, gender or age.
In terms of gender, some studies report no difference in performance between male and female
students (Guney, 2009; Liu, Rowe, Serrett & Shelton; 2013). Others, however, find that women
perform better in assignments but both genders score the same in the final test results
(Ravenscroft & Buckless, 1992). Given these mixed opinions, gender was considered during
the research process but no controls were implemented.
The age of the students could also have an impact on performance. There are opposing views
which conclude that age either does or does not influence performance (Guney, 2009; Engel,
2017). Some studies suggest older students may have greater life commitments and are less
familiar with technology than younger students (Guney, 2009; Engel, 2017). Given these mixed
opinions, age was considered during the research process but no controls were implemented.
Taking into consideration the variables mentioned above, a number of training courses and
‘how to guides’ were developed to ensure that students were at the correct level to start using
the solution. Furthermore, content was made available for use in both online and offline
environments as well as access to free Wi-Fi on campus. Free iPads were also distributed to
students who could not afford a device, as per the university’s directive.
The Solution
A technological solution was deployed over a period of six months for the various topics
discussed, through the use of the Google Classroom platform. A brief description of the manner
in which the solution was used is provided below. The solution was used in the following
manner through spaced repetition.
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Online announcements for the attention of participants on various administrative and
operational matters were posted. This allowed for immediate communication, for example, on
topics to be covered in the next lecture. Through the use of ‘Google Docs’, lecture materials
were uploaded, thus making them available prior to lectures. Once these were downloaded,
participants were able to store the material for editing and note-taking in both online and offline
environments. This was found to be particularly useful in instances of limited or no internet
connectivity. These tools were made available on a weekly basis.
Primary Engagement
During lectures, participants were able to view answers to examples on their individual devices
in real time. These answers would be to concepts that were taught during the lecture as well as
from the previous weeks’ lecture. This feature encouraged interactive engagement in the
classroom and allowed them to leave the lecture with complete solutions. Participants were
also able to ask questions in real time; these popped up on the researcher’s individual handheld device, out of class view. These questions were then addressed, which, in essence, allowed
the learners to shape the direction of the lecture. Students were encouraged to ask questions
from content based on prior weeks’ learning. Furthermore, quizzes were facilitated during
class time using ‘Google Forms’. This identified learning areas that need clarification or
additional explanation; it also introduced exciting gamification features which increased the
participants’ enthusiasm and engagement during class time. This allowed the researcher to ask
concepts based on the previous weeks’ as well as the current weeks’ work.
Secondary Engagement
Access to discussion groups on the ‘Google Classroom’ platform was also available. Peer-topeer networking and engagement was enhanced through student discussions which were
monitored by the researchers. During class, voice recordings of the lecture were made and
subsequently shared for revision and clarification purposes. It was communicated to students
that they should listen to the recordings before the next lecture.
YouTube videos were recorded and principles were re-explained. This had the added benefit
of allowing participants to work through the material at their own pace through spaced
repetition.
Frequency (Spaced Repetition)
For each of the four topics, namely, (i) Inventory, (ii) Presentation of Financial Statements, (iii)
Conceptual Framework and (iv) Trade Receivables and Trade Payables, the solution was
provided to students on a weekly basis for use. Each week the following would take place;
through the announcements feature students were made aware of the You-tube videos, voice
recordings and discussion groups that were made available. Students were encouraged to watch
and listen to those technology resources at their own time before the next lecture took place.
They were also encouraged to take part in the discussion group. During the next lecture content
from the previous week was repeated through quizzes, answers on screen and questions.
Through the above points, spaced repetition of the content was achieved. Furthermore, the
frequency of the repetition was varied based on various subject arears covered. Table 2 below
shows the frequency (number of spaced repetitions) with which the solution was used for each
of the topics.
Table 2: Frequency of Spaced Repetition
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Topic

Element of the Solution

No of times (frequency) each
element of the solution was
used

1. Inventory

Announcements

4

Lecture Notes

4

Note-Taking

4

View Questions and Solutions

4

Ask Questions

4

Solution on Screen

4

Quizzes

4

Discussion Groups

4

Voice Recordings

4

YouTube Videos

3

2. Preparation of Announcements
Financial
Lecture Notes
Statements

3. Conceptual
Framework

2
2

Note-taking

2

View Questions and Solutions

2

Ask Questions

2

Solution on Screen

2

Quizzes

2

Discussion Groups

2

Voice Recordings

2

YouTube Videos

2

Announcements

3

Lecture Notes

3

Note-taking

3

View Questions and Solutions

3
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Ask Questions

3

Solution on Screen

3

Quizzes

3

Discussion Groups

3

Voice Recordings

3

YouTube Videos

3

4. Trade
Announcements
Receivables
and
Trade Lecture Notes
Payables
Note-taking

1
1
1

View Questions and Solutions

1

Ask Questions

1

Solution on Screen

1

Quizzes

1

Discussion Groups

1

Voice Recordings

1

YouTube Videos

1

Source: Own contribution
From Table 2 above, it is evident that for Topic 1 (Inventory), the frequency of the
technology solution was most often i.e. four times over a period of four weeks (i.e. once a
week). Topic 3 (Conceptual Framework) frequency was on three occasions over a period
of three weeks (i.e. once a week). Topic 2 (Financial Statements) frequency was two
occasions over a period of two weeks (i.e. once a week). Lastly, for Topic 4 (Trade
Receivables and Trade Payables), the solution frequency was one occasion.
Result
Observations
The number of observations per exam is provided in Table 3 below. It shows the number of
students who used the solution and wrote the exam (Group B) and the number of students who
did not use the solution and wrote the exam (Group A).
Table 3: Number of students
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Exam

Group A

Group B

Exam

396

243

Hypothesis 1
Using descriptive statistics, the results in Table 4 below show the means obtained for each
topic. Group A and Group B wrote the same exam under the same exam conditions.
Table 4: Means
Exam
Means
Group A

Means
Group B

Difference

Frequency

Conceptual
Framework

55%

60%

5%

3

Inventory

49%

58%

9%

4

Trade Receivables 57%
and
Trade
Payables

57%

0%

1

41%

47%

6%

2

Financial
Statements

From Table 4 above it is evident that the greater the frequency of the solution, the greater the
difference between Group A and Group B. There was a 9% difference for the topic Inventory
with a frequency of 4. It can also be seen that frequencies of 2 and 3 provided similar results
(for the topics Conceptual Framework and Financial Statements). However, for Trade
Receivables and Trade Payables which had a frequency of 1, there was no difference in the
results. Figure 1 below provides a diagrammatic representation of Table 4.
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Exam Results
4.5
4

Frequecny

3.5
3
2.5
2
1.5
1
0.5
0
0%

1%

2%

3%

4%

5%

6%

7%

8%

9%

10%

% difference between Group A and Group B

Figure 1: Correlation of means
In Figure 1 above, a trend can be seen, suggesting that the greater the frequency of the solution,
the better the students’ performance when comparing the means of Group A and Group B.
Thus, Hypothesis 1 was rejected as there was a correlation between the difference in the means
of Group A and Group B for the various accounting topics based on the frequency.

Hypothesis 2
Using descriptive statistics, the results below show the medians obtained per each topic.
Table 5: Median
Exam
Median
Group A

Median
Group B

Difference

Frequency

Conceptual
Framework

56%

62%

6%

3

Inventory

50%

60%

10%

4

62%
Trade
Receivables and
Trade Payables

62%

0%

1

40%

48%

8%

2

Financial
Statements
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From Table 5 above, it is evident that the greater the frequency of the solution, the greater the
difference between Group A and Group B. There is a 10% difference for the topic Inventory
with a frequency of 4. It is also noted that frequencies of 2 and 3 provided similar results for
the topics, Conceptual Framework and Financial Statements. Furthermore, it is also evident
that for the topic, Trade Receivables and Trade Payables with a frequency of 1, there was no
difference in the median results. Figure 2 below provides a diagrammatic representation of
Table 5.

Exam Median
4.5
4

Frequency

3.5
3
2.5
2
1.5
1
0.5
0
0%

2%

4%

6%

8%

10%

Percentage Difference Group A vs Group B

Figure 2: Correlation of medians
Figure 2 above reflects a trend, indicating that the greater the frequency of the solution, the
better the students performed when comparing the medians of Group A to Group B.
Thus, Hypothesis 2 was rejected as there was a correlation between the difference in the median
results between Group A and Group B for the various accounting topics based on the frequency.
Hypothesis 3
A comparison was made of student results below 50% per subject area. The benchmark was
set at 50% as this was the score that students needed to obtain to successfully pass the Financial
Accounting module. Tables 6 and 7 below; show the number of students who obtained below
50% as a raw number as well as a percentage of the total.
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Table 6: Number of students below 50% Group A
Group A
Framework
discussion

Inventory

IAS 32

Financial
Statements

Raw number of 133
students

196

153

278

Percentage
below 50%

49%

39%

70%

34%

Table 7: Number of students below 50% Group B
Group B
Framework
discussion

Inventory

IAS 32

Financial
Statements

Raw number of 70
students

79

92

138

Percentage
below 50%

33%

38%

57%

29%

Tables 6 to 7 above illustrate that fewer students obtained below 50% in Group B. The largest
difference was noted for Financial Statements in Group A at 70% compared to Group B 57%.
However, when the solution was used on one occasion, there was only a minute difference.
Figure 3 below provides a diagrammatic representation of the percentage of students obtaining
below 50% for both Group A and Group B.

Percentage of students below
50%

Below 50% for the Exam
80%
60%
40%

Group A

20%

Group B

0%
0

0.5

1

1.5

2

2.5

3

3.5

4

4.5

Frequency

Figure 3: Correlation of results below 50%
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From Figure 3 and Tables 6 and 7 above, it is evident that fewer students in Group B achieved
below 50%. A trend was also identified with Hypothesis 3 namely, the greater frequency, the
greater the difference between Group A and Group B. However, the largest difference in results
was seen when the frequency was 4. Furthermore, as with Hypothesis 1, when the solution was
used on only one occasion, it had a very little impact on student performance.
Thus, Hypothesis 3 was rejected as there was a correlation based on frequency with the number
of students obtaining 49% or less for the various accounting topics.
Hypothesis 4
A comparison was made of student results above 74% per subject area. The benchmark was
set at 75% as this is the score that students needed to obtain to pass the Financial Accounting
module. Tables 8 and 9 below illustrate the number of students who obtained above 74% as a
raw number as well as a percentage of the total.
Table 8: Number of students above 74% Group A
Group A
Framework Inventory
discussion

IAS 32

Financial
Statements

Raw
48
number of
students

35

121

14

Percentage
above 74%

9%

31%

4%

12%

Table 9: Number of students above 74% Group B
Group B
Framework
discussion

Inventory

IAS 32

Financial
Statements

Raw number 49
of students

58

77

9

Percentage
above 74%

24%

32%

4%

20%

From Tables 8 and 9 above, it is evident that a greater number of students obtained above 74%
in Group B. The largest difference was noted for Inventory. When the solution was used on
one or two occasions, only minimal differences were observed.
Figure 4 below shows a diagrammatic representation of the percentage of students obtaining
above 74% for both Group A and Group B.
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Figure 4: Correlation of results above 74%
From Figure 4 and Tables 8 and 9 above, it is evident that a greater number of students in
Group B achieved above 74%. A trend was also observed with Hypothesis 4, indicating that
the greater the frequency, the greater the difference between Group A and Group B. However,
the greatest difference in results was seen when the frequency was 4. Furthermore, as with
Hypothesis 1, when the solution was used on only one occasion, it had a very little impact on
student performance.
Thus, Hypothesis 4 was rejected as there was a correlation based on frequency with the number
of students obtaining 75% or more for the various accounting topics.

Limitations, conclusions and areas of future research
Limitations
Although preventative measures were taken to reduce the limitations of this study, some
limitations remained. Firstly, the study was limited to Financial Accounting 1 students only.
This poses the question as to whether the solution would also be effective in other years of
study. Secondly, the study only focused on four topics taught in the first year of Financial
Accounting, namely, Conceptual Framework, Financial Statements, Inventories and Trade and
Other Receivables and Trade and Other Payables. It is, therefore, not known if the solution
would be effective in other topics taught at first-year level. Thirdly, the study was performed
at the University of Johannesburg and did not include students from other institutions. Fourth,
the following operating systems were used: Windows, IOS and Android. It is, therefore, not
known if the solution would be as effective if other operating systems were used. The
background of the researcher may have influenced the technologies used as well as the manner
and form in which the technologies were presented to the students. Lastly, the study was based
on the Google Classroom platform as a teaching and learning tool. Specific add-ons that were
compatible with Google Classroom were used. No other open source technologies were used
to design the solution.
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Conclusion and Further Research
It is evident from the results presented above that the frequency with which a technology
solution is used will have a direct impact on the performance of students in certain topics.
Numerous studies in cognitive and educational psychology suggest that increased frequency
produces superior long-term learning if the content is spaced out over a period of time (Fiske
et al., 2016). This was confirmed in this study as the spaced repetition with which the solution
was used improved student performance as the frequency increased.
If, for example, the Inventory topic is analysed, a larger difference in the mean results can be
observed when compared to the other topics. The solution was used most frequently through
spaced repetition for Inventory than any other topic. This leads to the conclusion that the greater
the frequency of the solution per topic, the greater the impact on student results. This would
explain the poorer performance of the students in Trade Receivables and Trade Payables as the
solution was only used once for that topic. This result further supports literature, which states
that the greater the frequency of spaced repetition, the deeper the cognitive learning. This point
leads to the conclusion that there is indeed a correlation between student performance and the
frequency of spaced repetition in a technology solution.
Further research is required to determine whether this solution would also have an impact on
other areas within accounting. Furthermore, it would be of worthy endeavor to understand the
optimal frequency for students to improve their results.
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Abstract
The study investigated the level of voluntary adoption of integrated reporting practice using
the content element of the International Integrated Reporting Council framework, (IIRF,2013),
among listed financial firms in Nigeria and evaluated the stakeholders’ perspectives on
mandatory adoption of integrated reporting practice. The study employed both survey and expost facto research designs. Sample of seventeen listed financial firms were selected through
stratified and judgemental sampling techniques while a sample of respondents for the survey
were taken through snowballing and judgemental sampling techniques. Primary data were
sourced from respondents through structured questionnaires while secondary data were sourced
from the annual reports of 2016 and 2017 of all the sampled listed financial firms. Data
gathered were analysed using descriptive data analytical techniques. The results showed that
Money Deposit Banks exhibited a fair level of adoption of Integrated Reporting Practice than
other sectors of the financial firms with an average integrated reporting index (0.44) and
integrated reporting gap of (0.56). In addition, the majority of the respondents among
Shareholders, Financial Analysts, Regulators, Institutional investors and employees supported
mandatory adoption of integrated reporting framework. The study, therefore, recommended
that the financial reporting council and other financial reporting regulatory authorities should
consider the mandatory adoption of integrated reporting practice among firms in Nigeria to
strengthen the present weak level of information disclosure of Nigerian listed firms and that
both foreign and local investors should clearly demand and advocate for adoption of integrated
reporting practice by all listed firms in Nigeria to align with the global trend.
Key words: Integrated Reporting, Financial Reporting Quality, Integrated Reporting Gap,
Value Creation, Multiple Capital

Introduction
Traditional financial reporting which provides financial information has been criticized as
being inadequate for making business decisions by investors, potential investors, corporate
stakeholders and corporate reporting scholars, because non-financial information which is not
within the purview of traditional financial reporting is also needed in making good business
decisions. This necessitated the need to include non-financial information (Environmental,
Social and Corporate Governance) in annual reports by corporate managers to reflect the
sustainability of business enterprises within its operating environment. However, the
provisions of financial and non-financial information are not linked in annual reports to reflect
their interdependence and interconnectedness in providing information on short, medium and
long-term corporate performance. Hence, Integrated Reporting (IR) is sponsored to link and
consolidate both financial and non-financial information in a single annual report by
proponents of IR. Integrated Reporting is based on the premise that a firm is made of various
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stakeholders who are interdependent and bound together through a value creation process and
committed to long-term equitable value creation (Oladipupo, Mathias & Mohammed, 2013).
Many scholars and professional accounting practitioners consider integrated reporting as
disruptive and new outlook of corporate reporting (de Villiers, Venter, & Hsiao, 2016, Deloitte
2015 and PWC 2015).
Globally, the corporate reporting scene has witnessed different forms of reporting periods viz:
the period of non-financial reporting initiatives, the sustainability era, and the trending
integrating reporting revolution (Ioana & Adriana, 2013). Three main reasons have been
advanced in extant literature for evolution of Integrated Reporting. First, the regulatory forces
which are bodies of laws and regulations that compel corporate organisations to prepare
integrated reports. Presently, South Africa is the only country in Africa that has taken such a
bold regulatory framework. In South Africa, companies listed on the Johannesburg Stock
Exchange are mandated to prepare integrated reports on comply or explain basis, to
significantly enhance South Africa’s reputation and competitiveness in the global financial
markets (Atkins & Maroun, 2015). Furthermore, there have been voluntary adoption of IR in
developed countries e.g. Europe, America and Asia. Second, market forces which constitute
shareholders, customers, employees, government, potential investors, labour unions, civil
societies as well as international communities that demand corporate organisations to disclose
more financial and non-financial information for better assessment of their sustainability and
value creation processes (Deloitte, 2011; Brown & Dillard, 2014; Oprişor, 2014; Tanko &
Ayuba, 2017). The concerted efforts of International Integrated Reporting Committee (IIRC)
to promote, coordinate and collaborate with organisations to develop Integrated Reporting, is
the third driving force.
The International Integrated Reporting Committee defined Integrated reporting (IR) as, ‘‘a
brief communication of how an organization utilizes its strategy, governance, performance and
prospects, in the midst of its external environment, leading to the creation of both financial and
non-financial value over the short, medium and long term’’ (IIRC Framework, 2013, p.7). This
definition describes the modern reporting practice as a holistic medium or instrument of
communicating an organization activities in a broader view considering the six capitals
(human, financial, manufacturing, natural, intellectual, social and relationship), at a wide time
spectrum (short, medium and long term) for the purpose of communicating performance and
prospect beyond the conventional numeric information. The purpose of Integrated reporting is
to collect all material information (strategy, governance, and performance) of an enterprise and
communicate same to stakeholders to resolve the deficiency of the current annual reporting
practice by disclosing information beyond the historical financial features on historical bases,
which empowered financial statement users to relate the present business performance to future
prospect which is in fact material to investor’s decision making. In other words, Integrated
Reporting seeks to combine the reporting of different sections of organisational activities on a
common platform with the aim of bringing together all important elements of organisational
performance in a single report (Abeysekera, 2013; Kaya & Turegun, 2014).
The major goal of the International Integrated Reporting Council is to make integrated
reporting part of mainstream business practice in the public and private sectors (Robert,
Michael, Krzus, & Sydney 2015). This is to enhance accountability and stewardship at all levels
for the broad base of capitals (e.g. financial, manufactured, intellectual, social and relationship,
human and natural) and promote understanding of their interdependencies. More so, to support
integrated thinking, decision-making and actions that focus on the creation of value so that
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providers of capital could make a more efficient, robust and productive allocation of capital.
Even though currently, there is no mandatory regulation for companies listed on the Nigeria
Stock Exchange (NSE) to adopt Integrated Reporting, yet there is cross listing of some of the
Nigerian listed financial firms on the London Stock Exchange (e.g. First Bank, United Bank
for Africa, Zenith Bank etc.) and two other listed firms (Dangote Cement Plc and Oando Plc)
on Johannesburg Stock Exchange which must comply with the mandatory Integrated Reporting
of those Stock Exchanges’ listing requirements. The cross listing of Nigerian listed firms on
other Stock Exchanges around the world where Integrated Reporting is either voluntarily
adopted or mandatory is an evidence that Nigeria, as an economic hub in Africa, will be left
behind if concerted efforts are not made to respond to the adoption of Integrated Reporting.
Besides, Nigeria competes with South Africa for Foreign Direct Investment (FDI). The
institutional investors responsible for movement of Foreign Direct Investment across
international boundaries will be more comfortable with countries whose institutional guidelines
on disclosure of material information on corporate financial and sustainability performances
are followed.
Empirical studies on contemporary corporate reporting issues such as Environmental
Management Accounting (EMA) practices, Corporate Social Responsibility (CSR), Corporate
Governance and Risk management, and sustainability and integrated reporting tend to be more
in developed and far Asian countries with few in Africa thereby giving less attention to
developing countries on the development and knowledge of these concepts. However, some
African countries and most especially South Africa; have been in the front burner on the
appreciation of these concepts and their institutionalisation to the extent of mandatory adoption
of Integrated Reporting. This study is built on the premise that Nigeria as one of the leading
countries in Africa, should not be left behind on sustainability and Integrated Reporting issues.
The study, therefore, investigates the level of voluntary adoption of Integrated Reporting
among listed financial companies on the Nigeria Stock Exchange as their level of voluntary
adoption of integrated reporting is unknown and evaluates the stakeholders’ perspectives on
mandatory adoption of integrated reporting in Nigeria. These are with a view to making a case
for the adoption of Integrated Reporting by all listed companies on the Nigeria Stock Exchange.
The study will contribute to the extant literature on Integrated Reporting and aid the
understanding of policy makers (Financial Reporting Council of Nigeria, Securities and
Exchange Commission, and Central Bank of Nigeria) and financial statement preparers on
current trends towards interdependence and interconnectedness of multiple capitals in the value
creation process. Finally, the study will serve as a reference for further studies in Africa and
Nigeria most especially.
The study is organised as follows: Section two of the study discusses the literature review while
section three explains the methodology adopted in the study. Section four reports the data
analysis and results, and section five concludes the study with recommendations.
Literature Review
Integrated Reporting, according to (IIRC, 2013; p.3) communicates clearly and succinctly how
an organisation is combining its resources, strategies, performances, sustainability practices
and society impact to create value in the short, medium and long-term. The main thrust of
Integrated Reporting which distinguished it from prior financial reporting is to bring together
both financial and non-financial information of business organisations in a single report and
communicate the business organisation’s value creation through six distinct multiple capitals
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viz: financial, manufactured, human, intellectual, social and relationship, and natural capital
(IIRC, 2013a, Anifowose, 2017).
Efforts to comply with international sustainability reporting guidelines: Global Reporting
Initiatives (GRI), United Nations Global compact, ISO 26000, Guiding Principles of Human
Rights and Business and the Organisation of Economic and Cooperation Development (OECD)
Guidelines for multinational corporations which specified sustainability guidelines on
environmental, social and governance issues to be disclosed in the sustainability reports of
corporate organisations resulted into voluntary or mandatory adoption of sustainability
reporting by developed and developing countries. Meanwhile, “in 2015 eight countries with a
corporate responsibility reporting rate of 90 percent or above have mandatory reporting
requirements: India, Indonesia, Malaysia, South Africa, UK, France, Denmark and Norway”
(Kaya, 2016; p.207). Nigeria also responds to this global trend by enacting Code of Corporate
Governance, Sustainable Banking Principles of the Central Bank of Nigeria (CBN) and
Sustainability Disclosure Guidelines of the Securities and Exchange Commission (SEC).
Following the voluntary adoption of Sustainability Disclosure Guidelines for preparing
sustainability information in Nigeria, Umoren, Udo and George (2015) investigated the
Environmental, Social and Governance practices (ESG) of Nigerian listed firms and argued for
the adoption of integrated reporting by the listed firms. Secondary data collected from the
annual reports of forty (40) listed firms, selected through purposive sampling techniques, for a
two year period, 2013-2014, were analysed using descriptive statistics and regression analysis.
The study established that the level of ESG adoption by listed firms was 53%. The results were
subsequently broken down into environmental scores: seven percent, social scores: sixty-six
percent and governance scores of eighty-one percent. The study revealed that while
environmental information disclosure is the least disclosed, governance information disclosure
is the most and this is followed by social information disclosure. The poor disclosure of
environmental information that is very critical to investors’ economic decision making is
connected to the fact that without regulatory pressures, disclosure of sustainability information
will be weak.
In contrast, Haji and Anifowoshe (2017) examined the extent of corporate disclosures
following the adoption of the Integrated Reporting practice among South African listed firms
to determine whether there is an increase in the amount of corporate disclosures after the
adoption of IR initiatives. The study also investigated the evidence of institutionalisation of
Integrated Reporting practices within and across various industries in South Africa. Finally,
the study assessed how South African listed firms move extra steps from mere corporate
disclosures to interconnectedness and trade-offs of multiple capitals in annual reports.
Secondary data from annual reports of 82 listed firms, out of the largest 100 identified
companies by market capitalisation, for a three year period (2011-2013) were obtained through
content analysis based on disclosure checklists developed by prior empirical studies. The data
were analysed using descriptive statistics. The study found that there is an increase in the
amount of intellectual capital and human capital disclosures over time while relational capital
disclosures showed decreasing trends over the period of the study. Also, intellectual and human
capital disclosures are becoming increasingly institutionalised over time within and across
industries while relational capital disclosures varied across the industries. Finally, the study
found that listed companies failed to provide concise disclosures on the interdependencies and
trade-offs between multiple capitals or components of capital. The study concluded that though
there has been increases in the amount of corporate disclosures following the adoption of IR in
South Africa, there is yet to be significant corporate disclosures as companies have designed
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and institutionalised disclosure strategies to external pressures for accountability and
stewardship reporting.
Furthermore, Stubbs and Higgins (2015) examined the preferences of users in Australia for
non-financial reporting with a view to determining their preference for either regulatory or
voluntary approaches to Integrated Reporting. The authors argued that while companies have
preference for voluntary approaches to reporting non-financial information, little is known
about the preference of users of the non-financial information. The study is exploratory and
employed an interpretivist inquiry mode through qualitative research design. Primary data were
obtained through 22 in-depth semi-structured interviews of Australian users of non-financial
information which were selected through snowball sampling techniques from regulatory and
standard setting bodies, Australian participants in the investor network pilot programme of
IIRC, industry and professional bodies, academic and practitioner literature, and submission
by Australian organisations to the IIRC’s Draft. Data were analysed using qualitative coding
techniques. The study established the support for voluntary adoption of integrated reporting as
popular since the majority of the participants were of the view that regulatory or mandatory
adoption of integrated reporting is too early and that more and more organisations will adopt
integrated reporting if left for market forces. They suggested that overtime, integrated reporting
will become a legitimate practice and the actions of integrated reporters will be appropriate.
This conclusion is in line with the assertion of van Bommel and Rinaldi (2014) that integrated
reporting will give credence to market over social and environmental issues. Furthermore, half
of the financial stakeholders supported mandatory adoption because in their view, voluntary
adoption of sustainability reporting has not led to significant disclosures in annual report of
organisations (Cho et al., 2015) and, therefore, do not enhance the quality of financial reporting
(Milne & Gray,2013). Finally, the study found evidence that integrated reporting is biased
towards financial value creation over accountability and stewardship reporting which may
render integrated reporting incapable of moving beyond the inadequacies of sustainability
reporting, though integrated reporting is still at the developmental stage.
Academic scholars and researchers have been giving more attention to empirical studies on
Integrated Reporting as an emerging and disruptive corporate reporting trend (de Villiers &
Alexander, 2014a; de Villiers, Low & Samkin; 2014b; Higgins, Stubbs, & Love; 2014; Stent
& Dowler; 2015; Ahmed Haji, & Anifowose; 2016; Ahmed Haji & Anifowose; 2017). While
some of the scholars criticised the Integrated Reporting framework as being one-sided because
of its underpinning on business case approach and regression (Milne & Gray, 2013; Brown &
Dillard, 2014; Dumay; 2016) others are of the view that such criticisms are unfounded because
the concept of Integrated Reporting is still evolving, very new and there is presently few
empirical studies to determine how the adoption of IR has influenced corporate reporting
practices (Solomon & Maroun, 2012; Setia, Abhayawansa, Joshi & Huynh; 2015). Wendy and
Colin (2012) examined how integrated reporting is currently interpreted by different
organizations through the eyes of sustainable managers, investor relations and financial
intermediaries. The study was carried out among twenty-three participants from fifteen firms.
The outcome of the study revealed that the concept of integrated reporting was not well
understood by managers while it appears that the reporting landscape is evolving.
Both quantitative and qualitative research methods have been adopted by academic scholars to
evaluate the corporate reporting practices of listed firms following the adoption of Integrated
Reporting. These ranges from interview and surveys (Atkins & Maroun, 2015; case study
(Higgins et al., 2014) and content analysis (Setia et al., 2015; Ahmed Haji & Anifowose, 2017).
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Lipunga (2015) investigated the level of adoption of Integrated Reporting (IR) in developing
countries with central focus on Malawi using content analysis. Integrated Reporting Index (IRI)
was adopted in examining the audited annual reports of listed Malawian firms. The study found
that there is fair movement toward integrated reporting by Malawian listed firms though much
is expected to be done to integrate financial and non-financial information to communicate
value creation capacities of the listed firms. The study also pointed out the deficiency of the
Malawian IR framework which has been governed by a code of corporate governance that lacks
detailed guidelines.
Anthony and Utpal (2015) carried out a review of previous studies on value reporting and
integrated reporting in the era of intellectual capital using literature surveys which focus on
important issues affecting the understanding and application of the reporting practice. The
study analysed research articles and books from 1997 to 2013 to give a bird’s eye view of
integrated reporting. The study revealed that integrated reporting practice shows holistic
approach to the use of organisation’s resources for the benefits of all stakeholders. These
benefits: creation of long-term value for investors, improving organisational reputation,
enhancing stakeholders’ trusts and refining sustainability reporting (Azam, Warraich, & Awan,
2011; Churet & Eccles, 2014). If the adoption of integrated reporting is voluntary most
especially in a developing country like Nigeria where disclosures of corporate information is
low (Adelopo, 2011), this may elude stakeholders. According to Pedersen, Neergaard,
Pedersen, and Gwozdz (2013) there is impact of government regulation on Corporate Social
Responsibility (CSR) reporting. CSR reporting is not only determined by individual and
specific factors but also coercive pressure from regulatory environment. There has been a
growing trend in demand for mandatory reporting for corporations because it assures
standardized and comparable measures that enable benchmarking and best practices (Crawford
& Williams,2010).
In Nigeria, Tijani, Ogundeji and Kayode (2013), pioneered the first empirical evidence on the
perception towards integrated reporting with reference to annual corporate reporting in Nigeria.
The study was carried out by eliciting information from respondents through the administration
of Questionnaires using Google documentation. Data analysis was conducted using KruskalWallis t-test. The study found that the integrated reporting framework has potential benefits for
economic agents in general and corporate reporting professionals. The study recommended
that, as a way of increasing the trust, confidence and greater reputation of corporate reporting,
organizations should adopt integrated reporting in order to show the positive and negative
sides, and challenges of business organizations in their value creation process for short,
medium and long term. Also, Nyor (2013), assessed the quality of annual reports and accounts
of Nigerian firms using the users’ perspective of accounting information. The study was carried
out by administering one hundred (100) questionnaires to respondents from seven different
users’ group who were selected randomly with the least qualification of first degree or Higher
National Diploma (HND). The qualitative factors of information on consistency,
understandability, objectivity, relevance, comparability, completeness and reliability, were
adopted in measuring quality financial reporting. The study adopted a five-point likert scale
and Chi-Square for test of hypothesis. The study revealed a moderate quality of annual reports
and accounts of Nigerian firms. The study recommended that Nigerian firms should strive to
achieve better and higher quality of financial reporting. Furthermore, Oyewo, Obigbemi and
Uwuigbe, (2015) examined whether integrated reporting should be incorporated into the
management accounting curriculum of undergraduate and graduate students in Nigeria.
Primary data gathered through administration of structured questionnaires were analysed using
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descriptive statistics and Kruskal Wallis test at 5% level of significant. The study found a
consensus among the respondents that the study of integrated reporting should be inculcated
into the curriculum of management accounting studies. This supports the recent admission of
sustainability and integrated reporting into the curriculum of some professional accounting
bodies e.g. ACCA and ACMA.
Unfortunately, While Nigeria is still at the implementation stage of adopting Sustainability
Disclosure Guidelines approved by Securities and Exchange Commission (SEC) effective
2019, countries that have adopted integrated reporting have taken a further step to assurance of
non-financial information in integrated reports e.g. France and South Africa (Kaya, 2016;
p.209). Reimsbach, Hahn and Gürtürk (2018) carried out an experimental study to investigate
how the choice of reporting format (i.e. integrated and separate reports) and voluntary external
assurance of sustainability information relate to influence professional investors in making
investment decisions. Primary data were gathered from 104 professional analysts and fund
managers using four experimental groups. Participants’ information acquisition, evaluation and
weighing processes from the sets of integrated and separate reports, with assured and nonassured sustainability information given to them for investment-related judgements were
examined using (Maines & McDaniel, 2000; Lachmann, Stefani, & Wöhrmann, 2015)
frameworks. The study found that professional investors showed high acquisition of
sustainability information regardless of the reporting format (integrated or separate reports)
and assurance of sustainability information, though it increases the potential access of
professional investors to sustainability information. In addition, assured sustainability
information increases investors’ perception of sustainability performance than non-assured
information and this leads to higher weighing of sustainability information and investmentrelated judgements by the professional investors. The study concluded that organisations
should seek assurance for their sustainability information to enhance their perceived
sustainability performance most especially if they issue stand-alone sustainability report
compared to integrated report. Meanwhile, if organisations issue integrated reports, this may
not be necessary because mandatory assurance of financial information in the integrated reports
gives a general overview of integrated reports as assured information because of the halo effect
which is absent in separate reporting.
This study investigates the level of adoption of integrated reporting by listed financial firms in
Nigeria and evaluates stakeholders’ perspective of mandatory adoption of integrated reporting
with a view to making a case for adoption of integrated reporting in Nigeria.
Theoretical Framework
The study is anchored on stewardship theory and diffusion of innovation theory. Stewardship
theory explains that; “the attitude of a steward is non-personal but collective, because the
achievement of the organization goals and objectives remains his primary concern.” (Davis,
Schoorman & Donaldson, 1997). It is a situation where the activity of managers is not driven
by personal goal, but in agreement with the intentions of the owners. In addition, this definition
placed more recognition on the pursuit of activities that maximise stakeholder’s wealth above
the personal interest of the managers. Resources held by managers are to promote the interest
of its owners thereby placing much expectation on stewards to manage these resources in the
best interest of the shareholders. The contribution of this theory to reporting activities appears
to best meet the increasing need for accountability in recent days and, therefore, justifies the
integrated reporting framework.
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Diffusion of Innovation Theory was developed by Rogers in 1962. This theory is one of many
old social science theories. It explains how an idea, phenomenal concept or product gains
momentum and spreads through an identified population or social system. The result of this
diffusion is that people, as part of a social system, adopt a new idea, behavior, or product.
Adoption means that a person does something differently than what they had previously (i.e.,
the use of a new reporting style.). Diffusion of innovation theory assists in the understanding
of the innovative nature of integrated reporting practice as a means of communicating the
business strategy, performance, risk and opportunity amid its environment to stakeholders.

Methodology
Survey and ex-post facto research designs were employed to achieve the research objectives.
Stratified and judgemental sampling techniques were used to select seventeen sample of listed
financial firms among fifty-six listed on the Nigerian Stock Exchange based on the availability
of their online annual reports. In addition, Snowballing and purposive sampling techniques
were used to administer survey questionnaire to corporate stakeholders that are categorised into
five groups which are: (1) Shareholders, (2) Regulators, (Financial Reporting Council of
Nigeria, (FRCN), Central Bank of Nigeria (CBN), and Securities and Exchange Commission
(SEC)), (3) Financial Analysts (Practising professional Accountants, Stockbrokers and
Dealers), (4) Institutional investors (Pension Fund Managers) and (5) Employees of the listed
financial firms. The respondents are those that have knowledge of financial, sustainability and
integrated reporting.
Primary data were obtained from the eighty-four (84) returned survey questionnaire out of the
one hundred and twenty (120) administered. The questionnaires were administered at the floor
of the Nigerian Stock Exchange, Institute of Chartered Accountants of Nigeria (ICAN)
Mandatory Professional Continuing Education programme for practising members of Institute
of Chartered Accountants of Nigeria (ICAN) in the Big 4 audit firms and offices of regulators
and shareholders in Lagos, Nigeria. Twelve (12) of the questionnaire were rejected as the
respondents did not indicate knowledge of sustainability and integrated reporting frameworks.
The survey questionnaire had a five likert scale with two sections as shown in Appendix 2.
Secondary data was obtained from the content analysis of the annual reports of the sample of
the listed firms for 2016 and 2017 financial years. The content analysis was based on the
content elements of IIRC, 2013. The content elements of integrated reporting are eight (8)
reporting guidelines that organization must follow in their integrated reports to communicate
their interactions and how they affect capital in the value creation processes. The content
elements as shown in Appendix 1 contain forty-three (43) items that organizations must
disclose and reflect on how they affect capital in integrated reports. The extent to which listed
financial firms in Nigeria voluntarily adopt integrated reporting was evaluated using Integrated
Reporting Index (IRI) as used in the studies of Tsamenyi, Enninful, and Onumah (2007);
Hossain, (2008); Bhasin, (2012); Biobele, Igbo and John (2013); and Lipunga (2015). Both the
primary and secondary data were analysed using descriptive statistics.
The IRI is calculated by using the underlisted formula:
IRI= Integrated Reporting Index

𝑑𝑖

IRI=∑ 𝑛 =

𝑇𝑆
𝑀
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TS is the total score of an organisation in the content analysis of its audited financial statement
while M is the expected maximum score. The di is the score of an organization on each of the
forty-three items in Appendix 1. This could be 0, 1, or 2 depending on the extent of disclosure
of the item in the annual report. If the item is not disclosed, then 0 shall be awarded, if the item
is partially disclosed, 1 shall be awarded but if there is full disclosure of the item 2 shall be
awarded. The n is the maximum score on each item, and this is 2. Integrated reporting gap is
defined as one minus integrated reporting index. (i.e. 1-IRI Index = IRI Gap)
Reliability and Validity
The use of content analysis and survey are often subjected to bias in empirical research. The
reliability and validity tests of the data used in this study were carried out by ensuring that the
content analysis results were average of the researchers’ analysis of the contents of the annual
reports and that of four PhD students that are currently researching on sustainability and
integrated reporting of Multinational Oil and Gas companies. Similarly, the survey
questionnaire was given to four professional practising Accountants that are presently
performing corporate reporting job functions in Multinational Oil and Gas organisations for
appraisal. The opinions of these Accountants were used to modify the questionnaire.
Data Analysis and Discussion
The Level of Adoption of Integrated Reporting Practice among Nigerian Listed Financial
Firms’ sectors
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The Integrated Reporting Index (IRI) and Integrated Reporting Gap (IRI GAP) of each
of the sample firms
IRI
SECTOR
NAME OF FIRM
IRI GAP
Access Bank
0.54 0.46
Deposit Money Banks
Diamond Bank
0.34 0.66

Mortgage Financial Firms

Insurance Firms

Micro Finance Banks

GTBank
Skye Bank
UBA
FCMB
Zenith Bank
Omoluabi savings & Loans

0.35
0.32
0.43
0.48
0.62
0.06

0.65
0.68
0.57
0.52
0.38
0.94

Abbey Mortgage Bank

0.03

0.97

Resort Savings & Loans Plc

0.24

0.76

African Alliance Plc

0.21

0.79

AIICO Insurance Plc

0.43

0.57

Axmanxard Insurance Plc

0.13

0.87

Mutual Benefit Assurance Plc

0.24

0.76

Law Union & Rock Insurance Plc

0.41

0.59

NPF Micro Finance
Fortis Micro Finance

0.11
0.09

0.89
0.91

Table 1 shows the IRI and IRI gaps respectively of the quoted financial firms for the money
deposit banks. Zenith bank has the highest integrated reporting index (0.62) followed by Access
Bank (0.54). The results show a moderate level of adoption of the content element of integrated
reporting, while the index in other banks; GTBank (0.35), FCMB (0.48), UBA (0.43), Diamond
bank (0.34) and Skye bank (0.32) indicates a low level of adoption of integrated reporting. This
results in an average integrated reporting index of 0.44 and average integrated reporting gap of
0.56 as shown in Table 4.2 for the money deposits banking sector. This is a clear indication of
a wide departure from financial reports by money deposits banks in Nigeria from the contents
of integrated reporting framework.
The index for the Mortgage financial firms was not better; Omoluwabi Savings and loans Ltd
has an Integrated reporting index of (0.06) and IRI gap of (0.94) while Resorts Savings and
Loans Plc shows (0.24) and (0.76) integrated reporting index and integrated reporting gap
respectively. This clearly shows that adoption of integrated reporting practice among mortgage
financial firms is still very low relatively to what is obtained among the money deposit banks
in Nigeria.
For the insurance Firms, all of them had very low level of adoption of integrated reporting
practice. Virtually all the firms IRI index was closer to zero; African alliance (0.21), AIICO
Insurance (0.43), Axmanxard Insurance (0.13), Mutual Benefit Assurance Plc (0.24) and Law
Union and Rock (0.41) and a wider disclosure of Integrated Reporting Index Gap; African
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Alliance (0.79), AIICO Insurance (0.57), Axmanxard Insurance (0.87), Mutual Benefit
Assurance Plc (0.76) and Law Union and Rock Plc (0.59) as indicated by Table 4.1.
Likewise, the result for the micro finance firms was not too different as Table 4.1 reported a
low level of adoption of Integrated Reporting practice with NPF Micro Finance firms recorded
(0.11) IRI and IRI gap of (0.89) while Fortis Micro Finance recorded an IRI of (0.09) and IRI
gap of (0.91). This result shows that the present disclosure level of micro finance firms differs
from disclosure of integrated reporting framework, thereby resulting in a low level of adoption
of the integrated reporting practice among the firms.
Table 2 Mean values of Sectoral Integrated Reporting Index of Quoted Financial Firms.
S/N Sector

Sample of Firms

IRI

IRI GAP

1

Deposit Money Banks

7

0.44

0.56

2

Mortgage Financial Institutions

3

0.11

0.89

3

Insurance Firms

5

0.28

0.72

4

Micro Finance Banks (MFB)

2

0.2

0.8

Comparatively, the results in the level of adoption in each sector of Nigerian financial sectors
differ. The deposit money banks sector exhibited a fair level of adoption of integrated reporting
practice than other sectors of the financial firms with an average integrated reporting index of
(0.44) and integrated reporting gap of (0.56), followed by insurance firms (0.28) and (0.72)
integrated reporting index and integrated reporting gap respectively as shown in Table 4.2. The
level of adoption of integrated reporting of the deposit money banks in Nigeria may be
connected to the fact that they have cross listing status. The lowest level of adoption was
recorded from the mortgage financial firms while a better integrated reporting index and
integrated reporting gap for Micro finance firms was recorded but not as better than that of the
money deposit banks and the insurance firms.
To rank the level of adoption along the sectoral classification of financial firms, the money
deposit banks sector came first, followed by insurance firms’ sector, micro finance firms’ sector
and mortgage financial firms’ sector respectively. This result is an indication of a wide
departure of the contents of financial reporting of financial firms in Nigeria from integrated
reporting practice. It is consistent with the work of Lipunga (2015).
Figure 1: Histogram of Integrated Reporting Index and Integrated Reporting Gap of
Quoted Financial Firms in Nigeria
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Stakeholders’ perspectives of voluntary or mandatory adoption of integrated reporting
in Nigeria
According to Fallan and Fallan, (2009) companies prefer voluntary approaches to reporting
of non-financial reports in audited annual reports. However, Stubbs and Haggins (2015)
examined the preferences of stakeholders in Australia and found that participants in their
semi-structured interview were favorably disposed to voluntary approaches as they thought
that it would be too early to adopt integrated reporting though they suggested that integrated
reporting would eventually become the reporting norm. Meanwhile, in Nigeria,
stakeholders’ perspectives reveal a support for mandatory adoption as against voluntary
adoption to integrated reporting. Majority of the respondents among shareholders,
institutional investors, regulators and financial analysts supported mandatory and regulatory
approaches to adoption of integrated reporting. The only group that had divergent
perspectives were the employees in the sample of financial firms as shown in Table 4.3.
Table 3 Analysis of Responses on whether Integrated Reporting should be made voluntary
in Nigeria
Respondents

ICAN professional
members

Agre Strong
e (%) agree
(%)

Neutra Disagree
l (%)
(%)

practising

2 (20%)

8 (80%)

Professional
practising
Stockbrokers and Dealers.

1 (10%)

9 (90%)

Financial Reporting Council of
Nigeria

3 (30%)

7 (70%)

Securities
Commission

4 (40%)

5 (50%)

and

Exchange
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Central Bank of Nigeria

5 (50%)

5 (50%)

2 (15%)

12 (85%)

Pension Fund Managers

0

10 (100%)

Staff of listed financial firms

8 (80%)

2 (20%)

Shareholders
Nigeria

Association

of

Similarly, the majority of the respondents agreed that enforcement of compliance with the
integrated reporting framework should be through financial sanction rather than on a comply
or explain basis as applied in South Africa as shown in Table 4.
Table 4 Analysis of Responses on whether enforcement of compliance with integrated
reporting framework should be through financial sanctions or should be on comply or
explain basis as applied in South Africa
Respondents

ICAN
professional
members

Agree
(%)

Strong
agree
(%)

Neutral
(%)

practising 6 (60%) 2 (20%)

Professional
practising 5 (50%) 4 (40%)
Stockbrokers and Dealers.

Disagre
e (%)

Strongly
disagree
(%)

1 (10%) 1 (10%)
1 (10%)

Financial Reporting Council of 6 (60%) 3 (30%) 1 (10%)
Nigeria
Securities
Commission

and

Exchange 4 (40%) 6 (60%)

Central Bank of Nigeria

5 (50%) 3 (30%)

2 (20%)

Shareholders Association of Nigeria 9 (64%) 3 (21%)
Pension Fund Managers

3 (30%) 7 (70%)

Staff of listed financial firms

2 (20%) 1 (10%)

2 (15%)

7 (70%)

There was a consensus among the stakeholders that the adoption of integrated reporting
framework should be made mandatory and regulatory as shown in Table 5. This mirrored
the position of academic researchers in Nigeria that had investigated the voluntary
disclosures of Environmental, Social and Governance (ESG) issues in annual reports of
listed companies on the Nigerian Stock Exchange and found low level of disclosures of ESG
issues (Ajiboye, 2016;Umoren, Udo & George,2015). They believed that there would be
enhancement of corporate disclosures through regulation. Many of the corporate
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stakeholders have been calling for more accountability and transparency in corporate
reporting in line with the Stakeholder and diffusion of innovation theories. The corporate
stakeholders have taken the new ideas of Integrated Reporting as a means of enhancing
disclosures of corporate financial and non-financial information.
Table 5 Financial Reporting Council of Nigeria should make the adoption of integrated
reporting framework mandatory for all listed firms in Nigeria
Respondents

ICAN professional
members

Agree
(%)

Strong
agree
(%)

Neutra Disagre
l (%)
e (%)

Strongly
disagree
(%)

practising 2
(20%)

7 (70%)

Professional
practising 3
Stockbrokers and Dealers.
(30%)

7 (70%)

Financial Reporting Council of 3
Nigeria
(30%)

5 (50%)

2 (20%)

Securities
Commission

Exchange 5
(50%)

3 (30%)

1 (10%) 1 (10%)

2
(20%)

4 (40%)

2 (20%) 2 (20%)

and

Central Bank of Nigeria
Shareholders
Nigeria

Association

of 7
(50%)

Pension Fund Managers

9
(90%)

1 (10%)

5 (36%) 1 (7%) 1 (7%)
1 (10%)

Conclusion and Recommendation
The study reveals that the level of adoption of integrated reporting practice among the listed
financial firms in Nigeria is low. The Deposit Money Banks (DMBs) sector has the highest
integrated reporting index of 0.44. This is followed by insurance sector with an integrated
reporting index of 0.28. This is an indication of low integration of financial and sustainability
information in the annual reports of the listed financial firms. The study also established
stakeholders’ majority support for mandatory adoption of integrated reporting in Nigeria and
use of regulatory sanctions against non-compliance rather than on comply or explain basis that
is applicable in South Africa.
The study, therefore, recommends that the Financial Reporting Council of Nigeria (FRC) and
other financial reporting regulatory authorities should consider the mandatory adoption of
integrated reporting practice among firms in Nigeria to strengthen the present weak level of
corporate information disclosures and the need to communicate value creation processes to all
the corporate stakeholders. Finally, foreign and local investors including other organisation
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stakeholders (Shareholders, lenders, Civil Societies etc.) should clearly demand and advocate
for adoption of integrated reporting practice among all listed firms in Nigeria.

Limitation of the study
The study is limited to listed financial firms in Nigeria using content elements of integrated
reporting as stated in IIRC, 2013 framework. The framework is still subject to criticism by
scholars and practitioners as being narrow and emphasizing investors’ interest rather than the
interest of all stakeholders in business organizations. However, globalization and regulations
are pressuring corporate managers to take into cognisance the environmental, social and
governance factors affecting their sustainability in the long run and report how they affect their
multiple capitals (human, financial, manufacturing, natural, intellectual, social and
relationship) in the creation of value to all stakeholders. Presently, integrated reporting
framework narratives provide the channels to accomplish this objective.
Suggestion for further studies
Studies on level of adoption of integrated reporting among leading African countries yet to
adopt integrated reporting should be carried out to determine the region’s preparedness and
readiness to adopt integrated reporting which is presently shaping corporate reporting globally.
This will assist Africa nations to take holistic and collective approaches to both sustainability
and integrated reporting as other economic blocks e.g. European Union and United States of
America are doing.
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Appendix 1
Measures of Integrated Reporting adoption level.

S/N
1

Content Elements of Measurement
Integrated Report.

Sources

Organization overview Disclosure of
and
external Organization overview
environment
1. Business activities
2. Organization’s mission, vision, culture,
ethics and values
3. Position within the value chain
4. Ownership and operating structure
5. Intensity of competition rivalry, threat
of new competition and substitute
products or services.
6. The bargaining power of customers
and suppliers.
7. Numbers of employees, revenue and
numbers of countries in which the
organization operates

IIRC
Framework,
2013

External Environment factors that directly or
indirectly affect organization’s ability to create
value.
8. Political environment
9. Economic issues such as economic
stability, globalization, industry trends.
10. Social issues like demographic
changes, human rights, health and
educational systems
11. Technological changes
12. Legal factors: legislative and
regulatory environment; and
13. Environmental issues such as climate
change, resource shortages and loss of
ecosystem.
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Governance

3

4

5

Disclosure of:
14. Organization’s leadership structure and
competence of those charged with
governance issues.
15. Specific processes for making strategic
decisions.
16. Monitoring of strategic direction by
leadership of the organization.
17. Mechanisms for addressing integrity,
ethical issues and organizational
culture
18. Linkages of remunerations and
incentives to value creation processes.
Business model
Disclosure of
19. Input of capital and material raw
materials
20. Business activities including product
differentiation and market
segmentation
21. Approaches to innovation and
adaptation to changes.
22. Output in terms of key products and
services, by-products and waste
(including emission).
23. Internal outcomes e.g. organizational
reputation, employee morale, cash and
revenue generation
24. External outcomes e.g. customers’
satisfaction, tax payment and brand
loyalty.
25. Positive outcomes that results into
increase in capital and negative
outcomes that results in diminution of
capital.`
Risk and Opportunities Disclosure of;
26. Organizational internal and external
specific risk that affect value creation.
27. Mechanisms of mitigating the risks
28. Organizational internal and external
opportunities that enhance value.
Strategy and Resources Disclosure of;
allocation
29. Organization’s short, medium, and
long-term objectives
30. The organization strategy to achieve
the objectives
31. The resources allocation plan to
implement the objectives
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32. Measurement of achievement and
target outcomes
Disclosure of;
33. Qualitative indicators in respect of
achievement of targets including risks
and opportunities.
34. The organization’s positive and
negative effects on capital.
35. The state of key stakeholder
relationship and how the organization
met the legitimate needs of key
stakeholders.
36. Linkage between past and current
performance, between current
performance and organizations outlook

6

Performance

7

Business Outlooks

8

Basic Preparation and Disclosure of:
IIRC
Presentation
40. Brief description of materiality
Framework,
determination processes and
2013
41. Significant methods or framework used
to evaluate material matters included in
the financial statements.

Disclosure of:
37. The challenges and uncertainties the
organization likely to encounter in
pursuit of its strategy
38. Potentials implications for its business
model and future performance
39. Organization preparedness to combat
the expected challenges and
uncertainties in its external
environment.

IIRC
Framework,
2013

IIRC
Framework,
2013

42. Roles of those charge with governance
and key personnel in the identification
of material matters.
43. Reporting boundary and its
determination processes.
Source: IIRF, 2013
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Appendix 2.
SECTION A: PERSONAL DETAIL OF RESPONDENTS
Please kindly tick () the appropriate response to the statements below:
1.
Sex
(a)
Male ( )
(b) Female ( )
2.
Age: (a) 40-49 ( ) (b)50-55 ( ), (c) 56-65 ( ), (d) 66-75, ( e) 76 and above ( )
3.
Educational Qualification: (a) SSCE ( ), (b) OND/NCE ( ), (c) First Degree ( )
(d) Second Degree (Masters) ( ), (e) Ph.D. ( ), (f) Others specify---------4.
Number of years of work experience (a) 0-5 years ( ), (b) 6-10 years ( ), (c) 10-15 years
( )
(d) 15 years and above.
5. I am knowledgeable on sustainability and integrated reporting issues: (a) YES (
), (b)
NO ( )

SECTION B
Stakeholders perspective of voluntary or mandatory adoption of integrated reporting in Nigeria.
S/N Statements

SA

1

Integrated reporting
voluntary in Nigeria.

should

be

2

Financial Reporting Council of Nigeria
should make the adoption of integrated
reporting framework mandatory for all listed
firms in Nigeria

3

Financial Reporting Council of Nigeria
should issue guidelines that all listed entities
will follow in preparation and presentation of
integrated reporting.

4

Enforcement of compliance with mandatory
integrated reporting should be through
financial sanctions or should be on comply or
explain basis as applied in South Africa.

5

Mandatory adoption of integrated reporting
will enhance the disclosure of more corporate
information that will satisfy all the
Stakeholders

A

N

D

SD

made
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A CRITICAL REVIEW OF KING IV COMPLIANCE BY SELECTED JSE TOP
40 COMPANIES
LATEGAN, Z
School of Accounting, University of Johannesburg
Abstract
The main aim of this study was to investigate the compliance of selected Johannesburg Stock
Exchange (JSE) Top 40 companies with the King IV Report’s recommended practices
regarding board and board committee composition. A contextual investigative quantitative and
qualitative research methodology was utilised. A sample of 15 JSE Top 40 listed companies
were randomly selected. These companies were analysed using principle 7 and 8 (the main
principles pertaining to the board and board committee composition) of the King IV Report.
The research findings were that only 67% of the sample selected fully complied with all the
recommended practices. Especially noteworthy, was the non-compliance by six companies
with regards to a Social and Ethics Committee. It is recommended that companies listed on the
JSE Top 40 index, ensure greater compliance with the Companies Act and the King IV Report.
A possible avenue to increase company compliance is continued professional development
focussing on the King IV Report and for the JSE to develop mechanisms to monitor
compliance.
Keywords: Corporate Governance, King IV Report, Ethics, Stakeholders

Introduction
Good corporate governance safeguards ethical behaviour in companies (IoDSA, 2016:63).
Companies are governed by their governing bodies, which have certain legislative
responsibilities. Part of those responsibilities is to adhere to the Johannesburg Stock Exchange
(JSE) listing requirements. The King IV Report on Governance for South Africa 2016 (King
IV Report) supports both good corporate governance and ethical behaviour through its
recommended practices (IoDSA, 2016). The board of directors should always act in the best
interest of all stakeholders (Correia, Dillon, Flynn, Uliana & Wormald, 2015, Chapter 1:23)
and, therefore, delegate selected responsibilities and functions to a variety of board committees
in order to fulfil these responsibilities. Recent reports of non-compliance by prominent JSE
listed companies have brought this to the fore, raising questions regarding sound corporate
governance (Business Insider, 2018).
The main objective of this study was to investigate the compliance of 15 randomly selected
Johannesburg Stock Exchange (JSE) Top 40 companies with the King IV Report’s
recommended principles and practices regarding board and board committee composition. A
secondary objective was to describe the demographic composition of the selected JSE Top 40
companies in terms of gender and age.
This study was limited to only 15 of the Top 40 JSE listed companies due to time constraints
and the complexity of the analysis. In addition, only two selected principles, as discussed in
the Research Methodology section (section 4), from the King IV Report regarding board and
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board committee composition formed part of the present study.
As the companies’ annual integrated and governance reports were used to gather the evidence,
some information such as qualifications and nationality was not available and will thus not
form part of the analysis of this study. The following were also excluded from the present
study: remuneration, skills and experience. Disclosure requirements per the King IV Report
were also not tested by this study.
Literature Review
Corporate governance is defined as the system by which companies are directed and controlled
(The Cadbury Report, 1992) (SAICA, 2013). The King IV Report expanded on this definition
and defined corporate governance as “the exercise of ethical and effective leadership by the
governing body towards the achievement of the following governance outcomes: Ethical
culture, good performance, effective control and legitimacy” (IoDSA, 2016:20). Andreasson
(2011) highlighted the importance of corporate governance as investors and capital providers
are concerned about the quality of corporate governance in emerging markets.
The importance of corporate governance was further emphasized by the agency theory, where
the board of directors act as agents for shareholders. A significant risk exists that the board of
directors’ actions may not always maximise shareholders’ wealth (Correia et al., 2015, Chapter
1:23), possibly due to unaligned objectives (Investopedia, 2018).
The first King Report (King I Report) was issued by the King Committee during 1994 (Cliff
Dekker Attorneys, 2004) chaired by professor Mervyn King (EY, n.d.), a retired South African
Supreme Court Judge (IFAC, 2010). It aimed to indicate South Africa’s commitment to good
corporate governance to international investors and capital providers (Vaughn & Ryan, 2006).
Dedication to good corporate governance increases both shareholder and stakeholder
confidence
in
companies
(KPMG,
2016:4).
S&P, a leading credit rating agency (S&P Global Ratings, 2018), stated that good corporate
governance practices are a key consideration for investors (Standard & Poor’s, 2004).
In the past 25 years, the King Report was updated three times. The King IV Report was updated
due to significant changes in corporate governance and regulatory requirements both locally
and internationally (Werksmans Attorneys, 2016) ensuring that it (the King IV Report) still
remains relevant. The latest report, the King IV Report was published on 1 November 2016
(Deloitte, 2018). It is effective for all financial years commencing on or after 1 April 2017 and
contains augmented focus on ethical corporate governance (BDO, 2017). The King IV Report
uses the term “governing body”. For a company, the governing body is its board of directors
(IoDSA, 2016:12). The accountability assigned, by the King IV Report, to the board of
directors is meant to encourage good governance (RSM, 2017).
The King IV Report requires the board of directors to establish an ethical culture within the
organisation (IoDSA, 2016:44). The word ‘ethics’ is derived from the word ethos, a Greek
word meaning character (Cornell Law School, n.d.) (Kretzschmar, Prinsloo, Prozesky,
Rossouw,
Sander,
Siebrits,
2012).
A corporate ethos is defined as a set of beliefs or ideas and behaviour characteristics of the
company (Cambridge Dictionary, 2018). The King IV Report expanded on this definition to
include aspects such as decision-making, conduct, stakeholders and the broader society
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(IoDSA, 2016:12). In a recent article published in Accountancy South Africa, researchers
highlighted the importance of good corporate governance and ethical leadership for sustainable
business development (Van Loggerenberg, Van der Walt, Hlongwane & Marx, 2018).
The Johannesburg Stock Exchange (JSE) is regarded as Africa’s leading stock exchange
(InvestorWords, 2018). The present study investigated compliance with the King IV Report of
a sample of the JSE’s Top 40 companies. On 22 May 2017, the JSE issued an announcement
of the amendments to the JSE listing requirements to include the application and disclosure of
the King IV Report as a listing requirement for all companies from 1 October 2017 (JSE, 2017).
An important recommended practice from the King IV Report states that the majority of the
board of directors should be independent non-executive directors (IoDSA, 2016:50). In 2011,
Ntim, a researcher at the University of Southampton in the United Kingdom examined the
correlation between the market valuation of companies listed on the JSE and the presence of
independent non-executive directors on its boards. Ntim concluded that there was a statistically
significant positive correlation between company valuations and the presence of independent
non-executive directors on its boards (Ntim, 2011). During 2017, Smith conducted research
regarding the practicability of compliance with the King IV Report. Research indicated that the
significant cost of appointing independent non-executive directors to the board far exceeded
the benefits as these benefits were not translatable into monetary values (Smith, 2017).
The King IV Report further requires company boards to promote diversity in its directors’
membership across a range of attributes (e.g. age and gender) to enhance governance (IoDSA,
2016:50). In the 2017/2018 annual report of the Commission for Employment Equity it
reported that only 21.6% of Top Management in the private sector was female (SA. Department
of Labour, 2018). Although the King IV Report does not specify gender diversity targets, it
does require the board of directors to set and disclose targets for gender representation for its
board (IoDSA, 2016:50).
The King IV Report emphasises the importance of effective functioning of the following board
committees: Audit Committee, Nomination Committee, Remuneration Committee, Risk
Committee and Social and Ethics Committee (BDO, 2017). Therefore, the focus of this study
was to investigate the compliance of selected JSE Top 40 companies with the King IV Report’s
recommended practices regarding board and board committee composition.
Principle 7 of the King IV Report deals primarily with board composition. It requires a
company’s board to consist of a majority of non-executive directors of whom the majority
should
be
independent
non-executive directors. It further requires at least two executive directors to serve on the board
of directors, of which one should be the Chief Executive Officer (CEO) of the company
(IoDSA, 2016:50). The King IV Report also contains various requirements for the composition
of board committees. These are dealt with under principle 8 of the King IV Report and includes
aspects such as the minimum members required on a committee, the categorisation of directors
(i.e. executive directors, non-executive directors and independent non-executive directors)
permitted to serve on the committee as well as whether the Chairman of the board may serve
on the committee (IoDSA, 2016:54).
Research Methodology
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A critical review was conducted using qualitative and quantitative data from the selected
companies’ 2017 financial year integrated reports and governance reports (where reference was
made to them in integrated reports) to test compliance with King IV (board and board
committees composition) of the selected companies. Fifteen companies were randomly
selected (using Microsoft Excel: version 1806, 2016) from the JSE Top 40 listed companies
(Sharenet, 2018) as at close of business on 20 June 2018 (Table 4.1). In order to get a
representative sample from all industries, at least two companies were selected per industry,
where more than one company was present in that industry.
Table 4.1: Sample of JSE companies
JSE Top 40
Ranking

Company

Company
(Name)

(Full Name)

Reference

Anheuser-Busch InBev SA
NV

AB InBev

AB InBev (2018)

1
3

NASPERS Limited (Naspers)

Naspers

Naspers (2017)

9

Standard Bank Group
Limited

Standard Bank

Standard Bank
(2018a)
Standard Bank
(2018b)

10

SASOL Limited

SASOL

SASOL (2017)

11

Vodacom Group Limited

Vodacom

Vodacom (2018)

12

MTN Group Limited

MTN

MTN (2018)

15

Sanlam Limited

Sanlam

Sanlam (2018a)
Sanlam (2018b)

18

MONDI PLC PRE

Mondi

Mondi (2018)

20

Aspen Pharmacare Holdings

Aspen

Aspen (2017)

23

CAPITEC

CAPITEC

CAPITEC (2018)

24

Discovery Holdings Limited

Discovery

Discovery (2017a)
Discovery (2017b)

25

Kumba Iron Ore Ltd

Kumba Iron
Ore

Kumba Iron Ore
(2018)

30

Mediclinic Int plc

Mediclinic

Mediclinic (2017)
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Woolworths

Woolworths (2017)

38

Woolworths Holdings
Limited

40

SAPPI Limited

SAPPI

SAPPI (2017)

To describe the sample, the selected companies were analysed in terms of gender, age and
period of service of their board of directors. Two principles, principle 7 (board composition)
and 8 (board committee composition – Figure 4.1), from the King IV Report (IoDSA, 2016)
were utilised to test compliance in the 15 selected JSE Top 40 companies. Appendix 1 contains
the complete version of principle 7 and 8.
The data was extracted using each company’s integrated report for the 2017 financial year. The
data was captured using Microsoft Excel (version 1806, 2016) and analysed using techniques
such as pivot tables and descriptive statistical functions. There was no option for partial
compliance with any of the principles; companies either complied with the principle or not. No
other data sources were utilised, unless specifically indicated by the company’s integrated
report.
The King IV Report recommends that the board should comprise of both executive and nonexecutive directors. The majority of board directors should be non-executive directors, of
whom the majority should be independent. At least two executive directors are required, one
of which needs to be the Chief Executive Officer (CEO). The chairman of the board should be
an independent non-executive director (IoDSA, 2016).
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BOARD COMMITTEE COMPOSITION

Audit

Nomination

Remuneration

Risk

Social & Ethics

TYPES OF

Only I-NED
(8.56)

Only NED,
majority
I-NED
(8.61)

Only NE directors,
majority
I-NE directors
(8.66)

ED and NED,
majority
NE
(8.64)

ED and NED,
majority
NE
(8.70)

 Member
(7.36a)
 Committee Chair
(7.36a)

 Member
(7.36c)
 Committee Chair
(7.36c)

 Member
(7.36b)
 Committee Chair
(7.36b)

 Member
(7.36d)
 Committee Chair
(7.36d)

 Member
(7.36e)
 Committee Chair
(7.36e)

MEMBERS

BOARD OF
DIRECTORS
CHAIR

COMMITTEE
CHAIR

Legend: ED: Executive Director, NED: Non-Executive Director, I-NED: Independent Non-Executive Director

I-NED
(8.57)

NED
(Implied by
committee
membership (8.61))

I-NED
(8.67)
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Figure 1: King IV Report principles on the composition of Board Committees
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Research Findings
Description of Sample
The average number of board directors was 14 (range: 8 to 20) and the average age of board
directors was 57 (range: 37 to 77) (Figure 1).

Age Distribution
1%
11%

30 to 39

18%

40 to 49

50 to 59

31%

60 to 69
39%

70 to 80

Figure 1: Age distribution: board directors
Of the 210 board directors, only 44 (21%) were female compared to 166 (79%) male directors
(Figure 5.2). This finding is in agreement with a previous study conducted (SA. Department of
Labour, 2018). None of the 15 sampled JSE Top 40 companies had a female board chair.

Gender Representation

21%
Female
Male
79%

Figure 2: Gender representation: board directors
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The average period served by board directors in the 15 sampled JSE Top 40 companies was
6.8 years (range: 1 to 26). 54% of board directors were appointed within the five years prior to
this study. Only 27% (18% + 8% + 1%) of board directors served for a period of more than 10
years.

Period of service
1%
8%

0 to 5 years
6 to 10 years

18%

11 to 15 years
54%
19%

16 to 20 years
20 to 30 years

Figure 5.3: Period of service distribution: board directors

Main Findings
Table 1 depicts the compliance of the 15 sampled JSE Top 40 companies in terms of its board
and board committee composition (principle 7 and 8). The following committees were included
in the analysis: Audit Committee, Nomination Committee, Remuneration Committee, Risk
Committee and Social and Ethics Committee. A detailed breakdown of the findings is
contained in Appendixes 2 to 7.
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Table 1: Compliance Findings
Company
Principles Tested

Board
Composition
7.8

7.9

Audit
Committee

Nomination
Committee

8.56

8.46

8.61

8.57

7.36a

7.36c

8.46

Remuneratio
n Committee
8.66

8.46

8.67

7.36b

Risk
Committee
8.64

8.46

Social and Ethics
Committee
8.70

8.46

Score
(out of 6)

7.36e

A

6

B

6

C

6

D

6

E

6

F

5

G

5

H

5

I

5

J

4

K

3

L

3
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M

3

N

3

O

0
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Five of the 15 sampled companies (33%) complied fully, while one company (6%) did not
comply at all (Figure 4). Table 2 illustrates the distribution of overall compliance by the
sampled companies. The average score for compliance was 4.4 out of a possible six. Thus, the

Overall Compliance
0%

0%

6%

0 out of 6
1 out of 6

33%

2 out of 6

27%

3 out of 6
4 out of 6
5 out of 6

7%

6 out of 6

27%

majority of the sample did not comply fully to the King IV Report.

Figure 5.4: Overall

Compliance

Table 2: Overall Compliance
Score (out of 6)

0

1

2

3

4

5

6

Avg.

Number of Companies

1

0

0

4

1

4

5

4.4

Representative %

6%

0%

0%

27%

7%

27%

33%

n/a

Avg.: average
%: percentage
Board Composition
Twelve companies (80%) complied, while three companies (20%) did not comply with the
King IV Report’s recommended practices regarding board composition (Figure 5). The most
common non-compliance finding was that the majority of the non-executive board directors
were not independent as required (principle 7.8) (IoDSA, 2016:50). Independent non-executive
directors serve an important role protecting the interests of both stakeholders (KPMG, 2016:4)
and shareholders and links back to the agency theory (Correia et al., 2015, Chapter 1:23). One
company had no executive directors on its’ board; the King IV Report requires at least two
executive directors, the Chief Executive Officer and one other executive director (principle
7.9) (IoDSA, 2016:58).
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Figure 5: Board Composition

Board Composition

20%
Compliance
Non-Compliance
80%

Board Committee Composition
Figure 6 contains a graphical representation of the board committee compliance of the 15
sampled JSE Top 40 companies.
Figure 6: Board Committees

Number of Companies

Board Committees
15
14
13
12
11
10
9
8
7
6
5
4
3
2
1
0

2

2
4
6

7

13

13
11
9

8

Audit Committee

Nomination
Committee
Compliance

Remuneration
Committee

Risk Committee

Social & Ethics
Committee

Non-Compliance
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Audit Committee
The Audit Committee is regarded as one of the most important committees in any company
(Accountancy South Africa, 2017). The majority, 13 of the 15 sampled companies (87%)
complied with the King IV Report, however, it is still disturbing that two companies did not
comply. This non-compliance is in contravention with both the King IV Report and the
Companies Act no. 71 of 2008 (Companies Act). Given the recent accounting irregularities in
companies such as Steinhoff, Resilient and Fortress (Business Insider, 2018; News24, 2018;
Moneyweb, 2018), it raised questions to the effectiveness of the Audit Committees’
independent oversight of the companies’ organisational assurance functions.
Nomination Committee
The present study found that 7 of the 15 sampled companies (47%) did not comply with the
King IV Report’s recommended practices for Nomination Committees. The predominant noncompliance was that the majority of the non-executive directors on the committee were not
independent. Non-compliance with this principle may result in irregular appointments to the
board which could have a detrimental effect on good corporate governance.
Remuneration Committee
Four of the 15 sampled companies (27%) were in contravention of recommended practices
requiring the majority of non-executive directors on the committee to be independent. This
could negatively affect the company’s remuneration policy and profitability.
Risk Committee
The majority, 13 of the 15 sampled companies (87%) complied with all the recommended
practices in the King IV Report with regards to the Risk Committee. Both companies with noncompliance did not disclose any information regarding the existence of a Risk Committee in
neither its’ integrated reports nor governance reports. It is a matter of concern as the Risk
Committee fulfils an important role in ensuring future sustainability of companies. This is
further emphasised by principle 11 of the King IV Report where the board of directors are
required to govern risk in a way that supports the company in the setting and achievement of
strategic objectives (IoDSA, 2016:61).
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Social and Ethics Committee
The Companies Act, section 72(4), requires all listed companies to establish a Social & Ethics
committee (Republic of South Africa, 2009). Therefore, it was noted that 6 of the 15 sampled
companies (40%) did not conform with the recommended practices in the King IV Report. One
of the sampled companies did not disclose any information regarding the existence of its’
Social and Ethics Committee which is a clear contravention of both the Companies Act and the
King IV Report. Non-compliance could lead to an unethical culture within a company, which
may have far reaching consequences for the company and its stakeholders. By complying with
the recommended principles and practices of the Social and Ethics Committee, companies may
encourage strong and ethical leadership, good values and trust.
Summary of Findings
The present study established that only 33% of the sampled JSE Top 40 companies fully
complied with all the recommended practices as set out by the King IV Report’s principles (7
and 8). Especially noteworthy was the non-compliance by six companies with regards to a
Social and Ethics Committee.
Conclusion and Recommendation
This study’s main aim was to investigate the compliance of 15 selected JSE Top 40 companies
from various industries with the King IV Report’s recommended practices regarding board and
board committee composition. It revealed that the majority of the 15 sampled companies (67%)
did not fully comply with the King IV Report’s recommended practices. Especially noteworthy
was the non-compliance by six companies (40%) with regards to the recommended practices
for a Social and Ethics Committee as required by both the Companies Act and the King IV
Report.
It is recommended that companies, especially those listed on the JSE Top 40 index; ensure
greater compliance with the Companies Act and the King IV Report. A possible avenue to
increase company compliance to the above-mentioned recommended practices is continued
professional development focussing on the King IV Report’s implementation. Another possible
solution to the above may be for the JSE to develop mechanisms to monitor the Top 40 listed
companies’ compliance.
Non-compliance may increase the risk for undesirable business practices occurring; possibly
leading to negative consequences for stakeholders. The present study highlighted selected noncompliance issues by 15 JSE Top 40 companies; thus, future research may shed more light on
the level of compliance to the entire King IV Report. Due to the recent publication of the King
IV Report, the present study may be repeated after a period of two to three years to monitor
whether companies have shown greater compliance with the recommended principles and
practices contained in the King IV Report.
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THE CNCA FRAMEWORK: A SILVER-BULLET SOLUTION FOR REPORTING
ON NATURAL CAPITAL WITHIN THE INTEGRATED REPORT?
BARNES, G & STEGMANN, N
Department of Accountancy, University of Johannesburg
Abstract
Due to pressure from society, business and industry started to recognise their role in the
destruction of the global environment and to acknowledge their responsibility to reverse this
damage by adopting mechanisms that offer a more holistic view of communication with
stakeholders, namely, Integrated Reporting (IR). The primary objective of this study is to
determine to what extent the Corporate Natural Capital Accounting (CNCA) Framework could
be used to report on natural capital within an integrated report through a comparative analysis.
The study found that although the two frameworks are aligned in many respects, some of the
guiding principles contained in the <IR> Framework are not directly addressed by the CNCA
framework and so, employment of the CNCA Framework within the <IR> Framework will not
automatically result in reporting that meets all of the requirements of the <IR> Framework.
Key words: Corporate Natural Capital Accounting; Corporate Reporting; Environmental
Reporting; Integrated Reporting; Natural Capital

Introduction
“The conservation of natural resources is the fundamental problem. Unless we solve that
problem, it will avail us little to solve all others.” (Roosevelt, 1907, p. 44)
Perhaps the greatest challenge facing mankind today is the preservation of our planet. Whilst
the phenomenon of climate change has emerged as the principal focus of global environmental
action and has enjoyed widespread publicity over the past decade (deservedly so), far less has
been said and done about the equally pressing issue of the systematic destruction of our planet’s
natural capital (Hebda & Wilson, 2008).
Natural capital is defined by the United Nations Environment Program as “…the stock of
natural assets that provide society with renewable and non-renewable resources and a flow of
ecosystem services, the latter being the benefits that ecosystems provide to people” (United
Nations Environment Program, 2013, p. 4). Natural capital includes all aspects of our natural
world, living and non-living, renewable and non-renewable. Oceans, rivers, forests, species,
minerals, water and air all fall within the ambit of ‘natural capital’ and are the foundation on
which our modern civilisation is built - the ultimate provider of our basic needs as human
beings. Natural capital has the inherent ability to replenish and repair itself, but only up to a
certain point (World Wide Fund For Nature, 2016).
Just as human beings are reliant on natural capital for survival, so too is the world of business.
Industries across the globe rely on natural capital inputs to sustain operations and generate
profits for investors. Whether it is water for the manufacture of beverages, steel for
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construction, or simply the water supplied to an office building: all businesses are in some way
dependent on natural capital supplies.
It has become clear that in order to address the environmental challenges that threaten the
survival of our species (and, therefore, business in general), not only is there a need for a
dramatic shift in policies and practices, but there is also a need for the supply of reliable data
to measure the impact of these efforts and ultimately, a mechanism for communicating these
efforts to stakeholders in a manner that presents useful information for decision-making.
Research objective
This research seeks to better-understand the modern reporting environment, particularly with
regard to the area of natural capital. Based on this understanding, the study aims to arrive at a
conclusion as to the degree of alignment between the CNCA Framework and the guiding
principles of the Integrated Reporting <IR> Framework. The ultimate objective is to determine
if the CNCA Framework can be used within integrated reports as a vehicle for the
communication of natural capital information to stakeholders.
In order to reach the research objective the research specifically addressed the following
aspects:
i.
ii.
iii.
iv.

To introduce the concept of natural capital and the importance of communicating
businesses’ impact on natural capital to stakeholders;
To briefly describe which environmental reporting tools and frameworks are currently
available that could provide natural capital inputs for integrated reports;
To determine the reporting requirements of the CNCA Framework; and
To determine the requirements of the <IR> Framework in order to provide a platform
for comparison with the CNCA Framework, as outlined in the research objective above.

Underlying theory
The research is based on the capital theory approach, which has become the dominant
theoretical basis for sustainability which espouses the idea, amongst others that maintaining a
capital stock is a prerequisite for sustainable development (Stern, 1997).
Research approach and method
An appropriate research paradigm and design were selected in order to meet these objectives
leading to the adoption of a qualitative approach as the data collected is not numerical in nature
but rather accumulated through the examination of texts from different sources, including
academic articles, online sources, books and other written publications such as institutional
reports and standards.
The study is exploratory in so far as it seeks to interpret and make sense of the existing body
of information (in the form of the different sources listed above) in order to develop a rich
theoretical perspective on the topic (natural capital within the practice of Integrated Reporting)
before commencing the comparative analysis and the drawing of conclusions. (Saunders et al.,
2012).
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The study utilised two research methods to achieve its goals. Firstly, the literature review
methodology was utilised in order to explore available knowledge on environmental reporting
tools, reporting on natural capital and integrated reporting. A literature review is the critical
analysis of existing, published literature that enables a study to develop a clear perspective on
what is known and what is not known about the research question (Wallace & Wray, 2011).
The literature review methodology was regarded as appropriate based on the qualitative nature
of the study as the study is primarily concerned with non-numerical data in the form of
published texts on the topics of natural capital, integrated reporting as well as related topics
such as environmental accounting. To achieve this a combination of different data sources were
reviewed to analyse and document what has been published on these topics, including scholarly
journal articles, books, professional journals and institutional publications (for example,
technical reports and frameworks issued by institutional bodies, also called grey literature).
The second part of the study employed a comparative analysis based on the insights gained
from the literature review. Comparative research design involves the comparison of two or
more contrasting cases in order to arrive at an explanation of a situation or phenomenon or to
draw a conclusion about their relationship (Bryman & Bell, 2011). A comparative research
design is considered the most appropriate method as this study compares two cases: the
requirements of the CNCA Framework and the guiding principles detailed in the <IR>
Framework in order to determine the degree of alignment between the two frameworks. Several
examples of studies where comparative analysis has been successfully employed in order to
analyse and interpret related cases in various fields of study are available (Chan & Lin, 2000;
Robertson, 2010; Chen, Han & Tang, 2004).
A brief reflection on Integrated Reporting
The development of Integrated Reporting has largely evolved in response to the growing body
of evidence highlighting the inherent limitations of traditional corporate reporting. The 2008
financial crisis and a long list of subsequent corporate collapses have given stakeholders reason
to question the reliability and relevance of existing reporting mechanisms such as Annual
Financial Statements and Corporate Sustainability Reporting as a basis for effective decisionmaking (de Villiers, Rinaldi, & Unerman, 2014). Consequently, the modern stakeholder began
to look for a reporting solution that could more effectively communicate the total value of an
entity in a forward-looking manner. The response to this problem was the establishment of the
International Integrated Reporting Council (IIRC) (Integrated Reporting Committee of South
Africa, 2011).
The International Integrated Reporting Counciland the issue of the Integrated Reporting
Framework
The IIRC that was formed in 2010 is made up of a coalition of investors, companies, standard
setters, regulators and NGOs that have come together to pursue the common goal of driving
corporate reporting in the direction of improved disclosure relating to the concept of value
creation or “…the increase, decrease or transformation of capitals identified or defined by an
organisation’s business activities and outputs” (International Integrated Reporting Council,
2013, p. 10). Integrated Reporting aims to equip corporate entities with a mechanism to expand
their existing reporting output to include useful information relating to performance,
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governance and strategies - information which enhances stakeholders’ understanding of the
entity’s value creation process in the short-, medium- and long-term. Integrated Reporting
seeks to link financial and non-financial information in a manner which helps stakeholders to
understand the entity’s value creation process (International Integrated Reporting Council,
2013).
In 2013, the IIRC issued the Integrated Reporting Framework (<IR> Framework) which is now
globally recognised as a credible framework for the preparation of integrated reports. The IIRC
states that its overriding aim is to “enhance accountability and stewardship for the broad base
of capitals (financial, manufactured, intellectual, human, social and relationship and natural)
and promote understanding of their interdependencies” (International Integrated Reporting
Council, 2013, p. 3). As this study is chiefly concerned with the disclosure of natural capital,
the <IR> Framework is particularly relevant as it specifically lists ‘natural capital’ as one of
the six defined capitals. The credibility of Integrated Reporting is bolstered by the fact that, in
South Africa, entities listed on the JSE are required to comply with The King IV report, which
prescribes that an integrated report should form part of any compliant company’s reporting
output (Institute of Directors Southern Africa, 2016) (Atkins & Maroun, 2015).
In contrast to traditional financial accounting and reporting, which meticulously and rigidly
prescribes how reporting entities should present their financial statements by complying with
International Financial Reporting Standards (IFRSs), the <IR> Framework adopts a more
flexible, principles-based approach to guide its users as to how they should prepare integrated
reports. This less rigid approach was adopted in an attempt to facilitate a suitable balance
between prescription and flexibility that acknowledges the fact that entities are complex and
unique whilst still affording a sufficient amount of comparability across these entities
(International Integrated Reporting Council, 2013).
In the <IR> Framework’s description of an integrated report, the following explanation is
offered:
It (the framework) does not prescribe specific key performance indicators,
measurement methods, or the disclosure of individual matters, but does
include a small number of requirements that are to be applied before an
integrated report can be said to be in accordance with the (IR) Framework
(International Integrated Reporting Council, 2013, p.4).
What this quotation illustrates when applied to natural capital, is that there are no specific
guidelines within the <IR> Framework relating to the measurement of natural capital or how
natural capital should be reported. What the <IR> Framework does provide, however, is a set
of ‘guiding principles’ which must be applied before the report can claim to be prepared in
accordance with the <IR> Framework. As such, preparers of integrated reports must rely on
other environmental or natural capital reporting tools or frameworks in order to collate specific
natural capital information that meets the requirements of the <IR> Framework’s guiding
principles. Judgement is thus left to the preparer as to which mechanism should be used for the
collection and presentation of natural capital information within the report in order to satisfy
the guiding principles outlined in the <IR> Framework.
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The structure and content of the <IR> Framework
In the introduction of the <IR> Framework the following key concepts are supplied which
provide a critical base on which the framework is built (All references in this section refer to
the <IR> Framework published by the IIRC in 2013):
The objective of the <IR> Framework:
The purpose of this framework is to establish Guiding Principles and Content Elements
that govern the overall content of an integrated report and to explain the fundamental
concepts that underpin them (2013, p. 3).
Definition of an integrated report:
An integrated report is a concise communication about how an organisation’s
strategy, governance, performance and prospects, in the context of its external
environment, lead to the creation of value over the short, medium and long
term (2013, p. 7).
The purpose of an integrated report:
…to explain to providers of financial capital how an organisation creates value
over time (2013, p. 7).

Principles-based approach
The <IR> Framework recognises the diverse nature of corporate entities and their unique
business circumstances and, as such, seeks to establish a balance between prescription and
flexibility while still providing a degree of comparability across entities (2013, p. 7). As the
<IR> Framework follows a ‘principles-based’ approach, it does not prescribe specific
measurement methods, key performance indicators or disclosure methods for specific items.
The preparers of the report are tasked with applying their judgement when determining which
matters are material and how they should be presented in order to meet the objectives outlined
in the <IR> Framework (2013, p. 7). The <IR> Framework does, however, set down two
fundamental concepts and seven guiding principles.
Fundamental concepts
The two fundamental concepts that are identified in the <IR> Framework, namely, ‘value
creation’ and ‘the capitals’ are central to the notion of an integrated report.
Value creation and the value creation process. The purpose of the integrated report is to
communicate to users how an entity creates value over time. Value is described as the
manifestation of increases, decreases, maintenance or transformation of the defined capitals
that arise as a direct result of an entity’s activities and outputs. Value can be created not only
by the entity for itself (internal), but also for other stakeholders and greater society. As the
potential to create value for itself is directly linked to the value it creates for others, both internal
and external factors should be considered (2013, p. 10). The ‘value creation process’ is
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described as the mechanism for converting the six capitals into outputs and achieving outcomes
as a product of an entity’s business model, mission and vision (2013, p. 10).
The Capitals. The second fundamental concept is the ‘Capitals” that are outlined in the <IR>
Framework and described as stocks of value on which entities depend for their own success.
The following capitals are categorised in the <IR> Framework. Financial capital refers to the
funds available to an entity for use in the production of goods and services, including funds
acquired through financing. Manufactured capital refers to those physical resources (excluding
natural resources) that are available to an entity for use in the production of goods or delivery
of services (e.g. machinery, buildings, property or other infrastructure). Intellectual capital
represents entity-specific, knowledge-based, intangible elements such as intellectual property,
copyrights, patents, rights and the like as well as knowledge, systems or procedures that are
inherent to an entity. Human capital includes (but is not limited to) the competencies, skills,
experience and technical capabilities of people within the organisation. Also included in human
capital are more abstract elements such as the willingness and motivation of employees to
execute an entity’s defined strategy, management’s leadership ability, motivation and
collaborative skills. Social and relationship capital represents the relationships within an entity
(i.e. relationships between employees) as well as the relationships between the entity itself and
other external parties such as the surrounding communities, business networks or groups of
stakeholders, all of which form critical elements of the entity’s ‘social license’ to operate.
Natural capital refers to all renewable and non-renewable natural resources that provide inputs
into an entity’s business processes and support the success of the entity. Natural capital includes
elements such as air, water, forests, minerals, eco-systems and biodiversity.
Guiding principles that govern the preparation of an integrated report
The seven ‘Guiding Principles’ for consideration by preparers are briefly outlined below. These
principles should be applied both individually and collectively when preparing an integrated
report and judgment should be exercised when considering their application, particularly where
a trade-off between principles presents itself (2013, p. 16).
1 Strategic focus and future orientation. The integrated report should provide perspective on
an entity’s organisational strategy as well as an explanation of how that strategy relates to the
ability of the entity to create value over the short, medium and long term. Any information that
may be relevant to highlight significant strengths, weaknesses, opportunities and dependencies
resulting from the entity’s business model and activities should be included.
2 Connectivity of information. The integrated report should present a holistic overview of an
entity by depicting the nature of the connectedness, inter-relatedness and dependency between
all factors that significantly contribute to an entity’s ability to create value over time. The
connectivity should relate to the past, present and future, the connectivity between the capitals
themselves, between financial and non-financial information as well as between management,
the board and information reported externally. The connectivity should be linked to other
communications and reports prepared by the organisation and be displayed clearly (2013, p.
16).
3 Stakeholder relationships. The importance of stakeholder relationships to an entity’s ability
to generate value should be reflected by providing information on the nature of an entity’s
relationships with important stakeholders as well as the quality of those relationships. Insight
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should be provided into the organisation’s understanding of these key relationships and
information on how the entity responds to the needs of the relevant stakeholders while
demonstrating an understanding of economic, environmental and social issues that may have
an impact on the ability of the entity to generate value. A key principle when providing
information about stakeholder relationships is stewardship which is defined as “the
responsibility of an organisation to care for, or use responsibly, the capitals that its activities
and outputs affect” (International Integrated Reporting Council, 2013, p. 18). Stewardship may
not only be imposed by specific regulations or laws (e.g. environmental protection laws or
labour laws), but may also be imposed by social pressures, ethics or stakeholder expectations
in cases where no regulation or law creates boundaries.
4 Materiality. The integrated report should accommodate any information (favourable or
unfavourable) that has a significant impact on an entity’s ability to create value over time (2013,
p. 18). In order to determine materiality an entity should identify relevant matters, evaluate
their importance, prioritise matters and determine what information to disclose for identified
matters.
5 Conciseness. An integrated report should be a concise document that does not burden the
user with irrelevant information but rather, selectively presents information that is useful to
provide context to an entity’s governance, strategies and performance (2013, p. 21). Preparers
should aim to strike a balance between this conciseness and the other guiding principles by
considering the application of materiality; the use of logical structures and referencing to avoid
the duplication of information; the use of links to other, more detailed disclosures; the use of
plain language rather than technical terms or jargon; and the avoidance of generic disclosures.
6 Reliability and completeness. All relevant matters, both positive and negative, should be
included in an integrated report in a balanced manner and without material errors. This requires
the consideration of the cost-benefit implications of supplying information central to the
management of the business; the manner in which information sensitive in terms of the loss of
competitive advantage should be purveyed without compromising that advantage and not using
uncertainty as a justification for the omission of useful information.
7 Consistency and comparability. Integrated reports should be prepared in a manner that
facilitates comparability with other organisations where this comparability is significant to the
understanding of an entity’s ability to generate value over time. The integrated report should
also be prepared consistently over time to allow for comparison of the report with different
reporting periods (2013, p. 23).
Content elements
The content elements of the report are fundamentally linked to one another and as such, not
mutually exclusive and are presented as questions to be answered by the preparer of the
integrated report in order to achieve the ultimate purpose. The <IR> Framework acknowledges
the fact that each entity is unique and operates within varied circumstances and as such, whilst
some recommendations and guidance are offered, judgement should be exercised by the
preparer when applying the guiding principles in order to determine what information is
presented in the content elements (2013, p. 24). The questions that a preparer should consider
are briefly discussed below:
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Organisational overview and external environment. The first question posed in the “Content
Elements” is: What does the organisation do and what are the circumstances under which it
operates? (2013, p. 24).
The information supplied in this section of the integrated report should enable the user to
understand an entity’s business activities, namely, its operating structure and ownership, ethics,
values and culture as well as its positioning in the market. Key quantitative information (e.g.
staff numbers, geographic distribution of operations, revenue sources) as well as information
highlighting where major changes in these subcategories may have occurred with reference to
prior periods should be supplied. The information presented should be relevant to a user’s
understanding of the greater external environment in which the entity operates and the manner
in which this environment may affect its ability to generate value. Relevant factors may include
(but are not limited to) commercial, legal, social, environmental and political elements that
may have a direct or indirect effect on the entity.
Governance. The second question posed in the Content Element section in the <IR>
Framework is: How does the organisation’s governance structure support its ability to create
value in the short, medium and long term? (2013, p. 25).
Information provided in this section would typically provide insight into matters such as
legislative governance requirements, the composition, skills and diversity of management,
processes for making and executing strategic decisions, organisational culture, ethics and
values as well as information relating to the link between the remuneration of employees and
the value creation process.
Business model. When preparing an integrated report, relevant information disclosed for or
pertaining to this content element should seek to answer the question: What is the
organisation’s business model? (2013, p. 25)
In this section, preparers should describe the entity’s process of transforming various inputs
into outputs through core business activities and how this creates value over time in the form
of outputs and outcomes. The Framework suggests the use of flow diagrams for the illustration
of the business model as well as the identification of critical stakeholders and dependencies as
inclusions that may assist preparers to enhance the description of the business model.
Criticism of Integrated Reporting
Whilst the advent of Integrated Reporting and the publication of the <IR> Framework have
been for the most part well received by preparers and users alike, it is not without criticisms.
Researchers have argued that the <IR> Framework tends to exhibit a certain bias towards
economic outcomes at the expense of the social or environmental capitals (Crane, 2014).
Another criticism is that, in practice, rather than producing two distinct documents (separate
sustainability and integrated reports), organisations have been known to simply combine their
sustainability report with their financial statements and label this an ‘integrated report’, thereby
failing to establish meaningful links between an entity’s activities and its value creation process
(Integrated Reporting Committee of South Africa, 2011). Detractors have also warned that the
information contained in integrated reports is seldom subject to the same level of rigorous
quality assurance as information contained in financial reports prepared in terms of IFRSs,
casting a shadow on its reliability (de Villiers et al., 2014). Finally, some fear that the guidelines
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contained in the <IR> Framework are too flexible and, unlike the robust stipulations contained
within the IASB’s International Financial Reporting Standards, leave too much at the discretion
of management. This flexibility can lead to wide variation in the type of information and the
manner of its disclosure which could result in a lack of comparability across business and
industries (Flower, 2014).
Nevertheless, Integrated Reporting has, in a relatively short period of time, come a long way
towards providing the ‘missing link’ between an entity’s sustainability issues, financial
performance and core strategies, allowing users to more effectively evaluate an entity’s
performance holistically in order to make an assessment of success or failure in creating value
(Atkins & Maroun, 2015; Huynh et al., 2015; Integrated Reporting Committee of South Africa,
2011).
In light of the significant trend towards Integrated Reporting as well as the global acceptance
of the framework presented by the IIRC, this study considers reporting of natural capital from
within the context of the integrated report for corporate entities as prepared in terms of the
IIRC’s <IR> Framework.
Environmental frameworks, standards and tools
In response to the growing concern surrounding the degradation of the global environment, a
multitude of guidelines, frameworks, tools and methodologies has been developed by a host of
different organisations. These aim to assist entities to manage the natural capital under their
stewardship, and also to quantify and communicate a wide range of natural capital issues to
stakeholders. Preparers of integrated reports would typically use these tools to gather, collate
and prepare suitable data for inclusion in the report. Available standards, tools and frameworks
can be roughly catagorised as follows:






Natural capital management tools;
Environmental reporting standards, guidelines and protocols;
Ecosystem services toolkits;
Life cycle assessment; and
Natural Capital Accounting.

Natural capital management tool
There is a wide variety of natural capital management tools available from various
environmental organisations and bodies which propose a range of scoring mechanisms and
checklists to assist entities in understanding their relationship with, and impact on natural
capital. When faced with the complex and varied nature of ecosystems and biodiversity, entities
would need to consider their own unique circumstances and requirements in order to select the
most useful and relevant tool. Most commonly, the tools propose the use of checklists and
scoring mechanisms rather than the communication of measurable quantities and tend to focus
on narrow areas of natural capital such as water consumption or carbon emissions (Economics
for the Environment Consultancy Ltd, 2015).
Environmental reporting standards and protocols
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Various environmental organisations and bodies have developed protocols and standards for
use by business, with the aim of enabling entities to measure and communicate (disclose), the
impact that their activities may have on the environment. Generally applied examples include
initiatives such as the Business and Biodiversity Offsets Program (BBOP), the Water Footprint
Standard (ISO 14046, 2014) and the Greenhouse Gas Protocol (GHGP).
These initiatives represent only some of the more commonly used standards and protocols that
have been released. Although useful to management in the assessment and evaluation of
specific areas of environmental impact, the focus of the publications is somewhat narrow and
fails to adequately link the specific environmental impacts to financial information contained
in the financial statements or adequately illustrate the interconnectedness with other capitals as
is the aim of Integrated Reporting.
Ecosystem Services Toolkits
A fast-growing library of Ecosystem Services Toolkits (ESTs) is being developed by
academics and environmental agencies. Some examples of ESTs currently available in the
market include Artificial Intelligence for Ecosystem Services (ARIES), the Benefit Transfer
and Use Estimating Model Toolkit, Integrated Valuation of Ecosystem Services and Tradeoffs
(InVEST), EcoAIM, EcoMetrix, Ecosystem Services Review (ESR) and ES Value (Kenneth
& Bagstad, 2013).
ESTs are designed as a vehicle for users to quantify ecosystem services in monetary and/or
biophysical terms. As such, an EST enables the user to attach a monetary value or determine
the quantum of benefits provided by ecosystems to human beings (Kenneth & Bagstad, 2013).
ESTs are available in a wide range of formats, from complex, computer-aided models to more
basic spreadsheet-driven options. Generally speaking, the toolkits provide the advantage of
enabling users to quantify the biophysical extent of ecosystem services and in some instances,
attach a monetary value to those ecosystem services. On the other hand, their main
disadvantage is seen as their failure to separate benefits derived from ecosystem services into
those benefits enjoyed by the public (external benefits) and those enjoyed by the entity itself
(internal benefits). Furthermore, ESTs often focus solely on the benefits derived from
ecosystem services and seldom take into account the costs involved in maintaining natural
capital. In spite of these criticisms, ESTs can be usefully applied to provide inputs into wider
frameworks (Economics for the Environment Consultancy Ltd, 2015).
Life Cycle Assessment
Life Cycle Assessment (LCA), sometimes referred to as ‘Ecobalance’, ‘Cradle to Grave
Analysis’ or ‘Life Cycle Analysis’ is a methodology based on the ISO 14044 Framework (ISO
14044: Life Cycle Assessment – Requirements and Guidelines) for considering an entity’s
inputs (represented by the use of natural resources) and outputs (environmental releases) at
various stages in the value chain or business process in order to determine their environmental
impact. Examples of processes typically assessed using LCA include recycling, production,
end-of-life-treatment and product use (Curran, 2013).
LCA assists entities to identify opportunities for the reduction of adverse environmental
impacts at various stages within a chosen process or cycle, to select appropriate measurement
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techniques and indicators for environmental performance and to facilitate better environmental
strategic planning and decision-making (International Organization for Standardization ,
2006). LCA is particularly useful to entities in determining which segments of a given value
chain may have a significant impact on natural capital. LCA can also facilitate the comparison
of different products (internally within a product range or externally with competitor products)
in terms of defined environmental metrics (Economics for the Environment Consultancy Ltd,
2015).
Various frameworks, tools and standards have been developed over the years to provide
guidance to users on how to apply LCA. These include tools such as BEES (Building for
Environmental and Economic Sustainability), developed by the National Institute of Standards
and Technology (an agency of the US Department of Commerce), the University of
Manchester’s Carbon Calculations over the Life Cycle of Industrial Activities (CCLCIA) as
well as the Ecoinvent waste disposal inventory tools developed by Ecoinvent (Lehtinen,
Saarentaus, Rouhiainen, Pitts & Azapagic, 2011). Most of these frameworks exist as
supplements to, or extensions of the benchmark standard for LCA published by the ISO: ISO
14044 Life Cycle Assessment – Requirements and Guidelines, which goes a long way to
providing a consistent basis for global comparison (Lehtinen et al., 2011)
Despite the usefulness of LCA in the abovementioned areas, the methodologies can often be
complex, difficult to understand and results have been criticised for lacking in transparency
and comparability (Guldbrandsson & Bergmark, 2012). LCA adds little value when
measuring or communicating natural capital information insofar as it fails to consider the
wider spectrum of biodiversity and ecosystem services by focusing on specific processes and
cycles rather than wider natural capital impacts (Economics for the Environment Consultancy
Ltd, 2015)
Natural Capital Accounting (NCA)
Driven by organisations such as the Natural Capital Coalition, the Natural Capital Committee
and the United Nations, NCA seeks to gather, compile and present natural capital data
(including the benefits it provides to the entity directly as well as to society at large) to support
more effective and responsible management of natural capital on which a state or entity may
have an impact or stewardship (Terama, Milligan, Jiménez-Aybar, Mace & Ekins, 2016).
Though NCA has seen much progress on a national/governmental level through the efforts of
organisations such as the United Nations’ System of Environmental-Economic Accounts
(SEEA) that provides the globally accepted guidelines for the accounting of a nation’s natural
capital, less success has been forthcoming in reaching a consensus on NCA frameworks and
models for use by corporate entities.
Although NCA for corporate entities is still in its early stages, there are indications that the
practice could add value to reporting outputs by addressing certain shortfalls of other reporting
mechanisms such as those relating to Integrated Reporting. This potential for added value
within the integrated reporting framework needs more attention.
One of the chief criticisms levelled against Integrated Reporting in terms of the <IR>
Framework is its failure to facilitate comparability between entities. Whilst the environmental
tools, frameworks and standards discussed above offer preparers of integrated reports a wide
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range of options in terms of methodologies that they might apply in order to collate and compile
natural capital information, these mechanisms were not specifically designed with Integrated
Reporting in mind. As a result, the preparer must exercise judgement as to which tools could
be used and to what extent their application would satisfy the requirements of the <IR>
Framework (if at all). Varied selection and application of these tools and frameworks creates a
situation where the usefulness and relevance of information is significantly reduced due to a
lack of comparability. As such, it can be reasoned that if there was a natural capital reporting
framework that contained specific guidance which was aligned to the guiding principles
contained in the <IR> Framework, this would be of great value to the integrated reporting
process from a natural capital reporting perspective. The mechanism could then be applied
across all (or at least most) entities as part of the integrated report in order to provide relevant
and comparable natural capital information to stakeholders.
The CNCA Framework
In 2013, the Natural Capital Committee (NCC), (a British organisation established to advise
the government on the state of the country’s natural capital), PricewaterhouseCoopers and the
Economics for the Environment Consultancy (EFTEC) initiated an ambitious project to
develop a framework that could be used by corporate entities to compile natural capital data
and present it to stakeholders in a manner that would promote better decision-making and
natural capital management. The result of the joint project is the CNCA Framework which was
published in 2015 (Economics for the Environment Consultancy Ltd, 2015). All references in
section 6 are made in relation to the EFTEC CNCA Framework document unless otherwise
stated.
The CNCA Framework proposes a method of accounting for natural capital that links
quantitative biophysical data to financial information related to natural capital over which an
entity may have an impact or direct stewardship. The framework prescribes a set of reports
which include a ‘Natural Capital Balance Sheet’ and a ‘Statement of Changes in Natural
Assets’ which are designed to communicate and monitor the state of natural capital as well as
the value of internal and external benefits that flow from that capital with reference to a
determined base year.
Where the <IR> Framework proposes a very flexible approach to reporting on natural capital,
the CNCA framework is far more prescriptive and provides a more standardised approach to
communicating natural capital impacts. Therefore, it stands to reason that, assuming the
requirements of the CNCA Framework are consistent with the guiding principles of the <IR>
Framework, the CNCA Framework could be used as a tool which could be applied across
entities to add an element of comparability which is currently lacking from Integrated
Reporting.
Rather than make any value judgments on the efficacy of the CNCA Framework, the intention
of this section is to address the fourth of the secondary objectives outlined in section 3 (i.e. to
discuss the reporting requirements of the CNCA Framework) in order to establish a base of
knowledge that can be used as a point of comparison against the <IR> Framework’s guiding
principles in the comparative analysis that is performed in section 7. The reporting
requirements of the CNCA Framework are detailed below.
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Understanding the reporting elements of the CNCA Framework
The concept of the ‘baseline’ is essential to the preparation and subsequent interpretation of
the CNCA reporting outputs. The baseline is calculated by determining the present value of all
future economic benefits flowing from relevant natural capital assets as determined with
reference to a specific point in time. The CNCA Framework requires entities to determine their
baseline year in line with their natural capital management objectives. Such objectives may
include the maintenance of current natural capital at current levels, the improvement or
enhancement of natural capital or the restoration of damaged natural capital. All subsequent
amounts included in the natural capital balance sheet are then compared to the determined
baseline in order to provide the user with useful information as to the state of natural capital in
relation to an entity’s natural capital management objectives.
The natural capital balance sheet and the statement for changes in natural capital draw their
data from the supporting schedules called the CNCA natural capital asset register, physical
flow account, monetary account and maintenance cost account. The figure below depicts the
flow of data from the supporting schedules to the CNCA natural capital accounts.

Natural Capital
Asset Register

Supporting Schedules

Maintennence
Cost account

Physical Flow
Account
Monetary Flow
Account

Natural Capital Balance Sheet
Natural Capital Accounts
Statement of Changes in Natural Capital
Assets

Figure 1: Relationship between Natural Capital Accounts and Supporting Schedules
Source: Author
Supporting Schedules
The CNCA Natural Capital Asset Register
The CNCA Natural Capital Asset Register details the categories and amounts of natural capital
stocks over which an entity may have stewardship or on which it may have a significant impact.
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It is important to note that given the complex nature of ecosystems and biodiversity, the register
is not intended to reflect a complete list of all natural capital stocks. The register should,
however, include those stocks from which material or significant benefits (internally or
externally) are derived and for which reliable data is available. Examples of items that may
appear on the CNCA Natural Capital Asset Register include livestock, arable soils, water,
carbon sequestrated, medicinal plants and grazing.
The Physical Flow Account
The Physical Flow Account indicates the quantities of goods and services that flow from
natural capital stocks listed in the CNCA Natural Capital Asset Register.
The Monetary Flow Account
Feeding from the Physical Flow Account is the Monetary Flow Account. Appropriate valuation
techniques are applied to the physical flow of benefits in the Monetary Flow Account in order
to attach a value to the flow of benefits to be included in the Natural Capital Balance Sheet.
The framework provides limited guidance on what constitutes an appropriate valuation
technique for valuing benefits from natural capital. The preparer is given flexibility to
determine which valuation techniques are appropriate to apply to the benefits depicted in the
physical flow account given the entity’s unique circumstances.
The Maintenance Cost Account
Whilst the Monetary Flow Account depicts the monetary value of benefits flowing from natural
capital listed in the CNCA Natural Capital Asset Register, the Maintenance Cost Account
details the expenditures required to maintain the natural capital from which those benefits flow.
The Maintenance Cost Account should include all costs related to the maintenance of natural
capital that is included on the CNCA Natural Capital Asset Register and should be split
between those costs that are mandatory (e.g. environmental taxes enforced by law) and those
that are avoidable.
The Natural Capital accounts
Once the information has been collected via the supporting schedules described above, it
feeds into the natural capital accounts which are discussed below:
The CNCA Natural Capital Balance Sheet
The objective of the CNCA Natural Capital Balance Sheet is to indicate the quantified value
of future benefits to be derived from natural capital (assets) in relation to the future costs of
maintaining that natural capital (liabilities) in order to provide users with useful information
for making natural capital decisions. Natural capital assets and liabilities are depicted
separately on the face of the CNCA Natural Capital Balance Sheet in order to align with the
general accounting principle that assets and liabilities should only be ‘offset’ as prescribed by
IAS 1 Presentation of Financial Statements where specific circumstances allow for it
(International Accounting Standards Board, 2014)
Outputs from the Monetary Flow Account and the Maintenance Cost Account are used in the
CNCA Natural Capital Balance Sheet to depict natural capital assets and natural capital
liabilities respectively. Natural capital assets and liabilities are disclosed separately as ‘private’
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or ‘external’ assets where ‘private’ assets relate to benefits received directly by the reporting
entity and ‘external’ assets depict the benefits derived by society at large. The mechanics of
the CNCA Natural Capital Balance Sheet are further explained in Figure 2 below.
Year
Renewables

Non-renewables Total

Private External Private External Value
ZAR

ZAR

ZAR

Of which reported
in financial accounts

ZAR

Assets
1 Baseline Value

-

-

-

-

-

2 Cumulative Gains/(Losses)

-

-

-

-

-

3 Additions/(Disposals or Consumption)

-

-

-

-

-

4 Revaluations and Adjustments

-

-

-

-

-

-

-

-

-

-

-

5 Legal Provisions

-

-

-

-

-

-

6 Other Maintainence Provisions

-

-

-

-

-

-

-

-

-

-

-

-

Gross Asset Value

Liabilities

Total Maintainence Provisions

Total Natural Capital

-

Figure 2: Example of an unpopulated CNCA Natural Capital Balance Sheet
Source: Economics for the Environment Consultancy Ltd, 2015
Natural Capital Assets. The objective of the ‘Assets’ section of the Natural Capital Balance
Sheet is to depict the value of natural capital at a reporting date with reference to the determined
baseline value. The statement aims to provide useful information to the user as to the type of
movements that have occurred in natural capital assets as follows:
Line 1 of the ‘Assets’ section in the CNCA Natural Capital Balance Sheet depicts the net
present value (NPV) of all future benefits receivable from natural capital at the determined
baseline date. As discussed earlier in this chapter, the baseline value is determined with
reference to an entity’s natural capital management objectives. Benefits flowing from the
monetary account in the selected baseline year will be discounted at the entity’s approved
discount rate in perpetuity in order to determine the value of renewable benefits.
The CNCA stipulates that natural capital assets be grouped and disclosed as renewable or nonrenewable as the two classifications are subject to differing management decisions. Renewable
natural capital assets are those assets with the ability to regenerate or recover over time (for
example, ecosystems and species populations). Non-renewable assets are those natural capital
assets that do not have the ability to regenerate or renew within a meaningful timescale
(typically a period of 100 years or greater) (for example, precious metals and other minerals)
(Economics for the Environment Consultancy Ltd, 2015).
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Line 2 of the balance sheet, described as ‘Cumulative gains/losses’, details the movement in
the quality of natural capital as a result of exogenous (external) or endogenous (internal)
factors including any deterioration or scheduled enhancements in relation to the baseline value.
The objective of this reporting line is to indicate with what success (or failure) an entity is
managing its existing stocks of natural capital assets. This line should not include changes in
assets that arise as a result of changes in valuation techniques, disposals or additions to natural
capital assets (dealt with in lines 3 and 4).
Line 3 of the balance sheet, described as ‘Additions, disposals and consumption’, captures and
communicates changes in the quantity ofan entity’s natural capital assets. Additions to natural
capital assets may, for example, take the form of acquisitions of new livestock or new land
hosting additional ecosystems or biodiversity. Disposals may, for example, arise where an
entity sells the abovementioned livestock or mines non-renewable minerals and resources.
Line 4 of the balance sheet, described as ‘Revaluations and adjustments’, captures the effects
of all other causes of movements in natural capital assets, for example, changes in valuation
techniques where improved methods become available or other changes in scientific data that
may necessitate a revaluation of natural capital assets.
The sum of Lines 1 - 4 represents the gross natural capital asset value for consideration by
users. This gross natural capital asset value allows the user of the report to assess whether the
state of natural capital assets for the reporting entity has improved or deteriorated with
reference to the determined baseline value in order to draw conclusions as to the effectiveness
of management’s natural capital decisions.
The ‘Of which reported in the financial accounts’ column provides a critical link to the
reporting entity’s IFRS compliant financial statements. In this column, preparers should
include the value of tangible natural capital assets (for example, land and or biological assets)
that have been reported in the financial statements in terms of IFRSs. It is important to note
that the values determined in terms of IFRSs are expected to differ from the values as
determined by the CNCA Natural Capital Balance Sheet due to differing measurement
methods, scope requirements and objectives. Nonetheless, the comparison provides a useful
point of reference for the user in displaying the gap between the value of natural capital reported
in financial statements and the value determined using the CNCA Framework.
Natural Capital Liabilities. The objective of the ‘Liabilities’ section in the CNCA Natural
Capital Balance Sheet is to communicate to the user the obligations associated with maintaining
natural capital.
The ‘Liabilities’ section of the CNCA Natural Capital Balance Sheet consists of Line 5 (Legal
Provisions) and Line 6 (‘Other maintenance provisions’). In order to achieve consistency with
the ‘Asset’ section of the balance sheet, liabilities are calculated by discounting the relevant
natural capital costs from the Maintenance Cost Account at the same rate used to discount
assets, thereby capturing the recurring nature of such costs. Liabilities are split into ‘Legal’ and
‘Other’ provisions as this demarcation provides valuable insight into managements’
motivations for incurring costs with respect to natural capital.
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Line 5 ‘Legal provisions’ details those natural capital costs flowing from the maintenance cost
account that are unavoidable (for example, environmental taxes, restoration orders or
rates/taxes associated with land ownership).
Line 6 ‘Other maintenance provisions’ details all remaining costs over which management
have control in order to effectively manage natural capital.
‘Total maintenance provisions’ is the sum of Lines 5 and 6 and represents the total natural
capital maintenance obligation of the reporting entity.
The ‘Of which reported in financial accounts’ column in the liabilities section once again
provides a mechanism for comparing the maintenance obligations per the CNCA Natural
Capital Balance Sheet to those natural capital related obligations reported in the statement of
financial position prepared in terms of IFRSs.
Finally, the ‘Total net natural capital’ line depicts the total net natural capital assets (gross
natural capital assets less natural capital liabilities) to provide an indicator of the net worth of
natural capital in the CNCA Natural Capital balance sheet at a reporting date.
The Statement of Changes in Natural Capital
The second part of the CNCA Framework’s natural capital accounts is the ‘Statement of
changes in natural capital’. This statement is designed to highlight the detail behind changes in
natural capital assets and liabilities during a reporting period. For example, where the total net
natural capital line from the CNCA Natural Capital Balance Sheet shows little overall
movement from one year to another, a closer look at the Statement of Changes in Natural
Capital may reveal that a deterioration in natural capital has been offset by a change in valuation
techniques. Similarly to the CNCA Natural Capital Balance Sheet, the Statement of Changes
in Natural Capital also categorises movements as private or external as well as renewable and
non-renewable. Whilst the CNCA Natural Capital Balance Sheet details the cumulative effects
of movements in natural capital assets and liabilities with reference to a baseline value, the
Statement of Changes in Natural Capital provides a picture of the relevant movements for a
particular reporting period.
The nature and objective of the line items included in the Statement of Changes in Natural
Capital are further explained in Figure 3 below.
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Year
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-
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-

-

3 Revaluations and Adjustments

-

-

-

-

-

4 Maintenance Liabilities

-

-

-

-

-

-

-

-

-

-

Changes in Natural Capital

Figure 3: CNCA Statement of Changes in Natural Capital
Source: Economics for the Environment Consultancy Ltd, 2015
Line 1 ‘Cumulative Gains/(Losses)’ presents the movement in the cumulative gains/losses
from the CMCA Natural Capital Balance Sheet for the given accounting period in order to
depict the movement in natural capital value linked to the physical condition (quality) of the
natural capital.
Line 2 ‘Additions/(Disposals or Consumption)’ presents the value of additions, disposals or
consumption of natural capital in order to depict changes in the quantity of natural capital in
the relevant accounting period.
Line 3 ‘Revaluations and Adjustments’ presents the movements in the CNCA Balance Sheet
relating to revaluations and adjustments of natural capital for the given accounting period in
order to capture their effect on the value of natural capital.
Line 4 ‘Maintenance liabilities’ presents the movement in the CNCA Natural Capital Balance
Sheet between the opening and closing balances of the total maintenance liabilities in order to
capture the impact of changes in natural capital liabilities.
Conclusion
The standardised format of the CNCA reports as well as the detailed guidance and prescription
contained therein, present a framework that could, in theory, go a long way towards solving
the problem of the lack of comparability that arises from the highly flexible requirements for
natural capital disclosure in the <IR> Framework. If the requirements of the CNCA
Framework can be shown to be aligned with the <IR> Frameworks’ guiding principles, it could
be argued that its use as a supplement within the integrated report to compile and present natural
capital information would enhance comparability across entities and industries. To this end the
next section discusses the guiding principles for the preparation of an integrated report as
prescribed by the IIRC’s <IR> Framework.
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A comparative analysis of the CNCA Framework with the Integrated Report
In this section the primary objective of determining the extent to which the reporting
requirements of the CNCA Framework are aligned with the guiding principles of the <IR>
Framework was addressed. The degree to which the two frameworks are aligned would
determine the extent to which the CNCA Framework wassuitable as an appropriate vehicle for
the communication of natural capital information to stakeholders for use within the integrated
report and thus, address the primary objective of the study.
To address this objective, the requirements of the CNCA Framework were compared to the
guiding principles detailed in the <IR> Framework through a comparative analysis in order to
determine if the two frameworks are aligned. The text of both frameworks was analysed in
detail and the results of the comparative analysis were documented in Annexure 1 by mapping
the CNCA Framework requirements to the requirements of the guiding principles contained in
the <IR> Framework.
The following process was followed in order to perform the comparative analysis:
i.
ii.
iii.
iv.
v.

List the guiding principles as outlined in the <IR> Framework.
Within each guiding principle, determine the significant <IR> Framework points for
comparison with the CNCA Framework.
For each significant point identified, analyse the text of the CNCA Framework for
evidence of alignment with the identified <IR> Framework points.
Detail any evidence of alignment from the CNCA Framework.
Conclude as to whether the frameworks are aligned or not.

The following framework was used to document the comparative analysis steps described
above:
Table 1 Comparative analysis framework
<IR> FRAMEWORK
GUIDING PRINCIPLE

1 Guiding Principle
- Significant point

CNCA FRAMEWORK and
PAGE REFERENCE

CNCA
FRAMEWORK
ALIGNED WITH
<IR> FRAMEWORK
PRINCIPLES

Evidence of alignment with
<IR> Framework within CNCA
Framework (page reference)

YES/NO

Source: Author
The detailed results of the comparative analysis are documented in Annexure 1.
Research findings
The results of the comparative analysis as performed in Annexure 1 are summarised per
individual guiding principle in the table below:
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Table 2 Summary of findings
No Guiding Principle
1 Strategic focus and future orientation

Finding
The requirements of the CNCA
Framework were found to be aligned with
the guiding principle of Strategic focus
and future orientation in the <IR>
Framework.
The requirements of the CNCA
Framework were found not to be aligned
with the guiding principle of Connectivity
of information in the <IR> Framework.
The requirements of the CNCA
Framework were found not to be aligned
with the guiding principle of Stakeholder
Relationships in the <IR> Framework.
The requirements of the CNCA
Framework were found to be aligned with
the guiding principle of Materiality in the
<IR> Framework.
The requirements of the CNCA
Framework were found to be aligned with
the guiding principle of Conciseness in
the <IR> Framework.
The requirements for reliability and
completeness in terms of the CNCA
Framework were found to be aligned with
those of the <IR> Framework in some
regards, but fell short of aligning with the
requirements in full.
The requirements of the CNCA
Framework were found to be aligned with
the guiding principle of Consistency and
comparability in the <IR> Framework.

2 Connectivity of information

3 Stakeholder relationships

4 Materiality

5 Conciseness

6 Reliability and completeness

7 Consistency and comparability

Source: Author
As evidenced by the mapping in Annexure 1, it can be concluded that the CNCA Framework
is aligned with the following <IR> Framework Guiding Principles:
1
4
5
7

Strategic focus and future orientation;
Materiality;
Conciseness; and
Consistency and comparability.

It can, therefore, be concluded that the employment of the CNCA Framework within integrated
reports would result in an appropriate reporting output for natural capital in terms of the
requirements of the <IR> Framework with regards to these areas. In other words, where the
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CNCA Framework is used as a basis for reporting on natural capital in an entity’s integrated
report, the resultant outputs will satisfy the <IR> Framework’s requirements by providing
adequate disclosure on an entity’s strategic focus on its natural capital management and ability
to create value from it. As the materiality guiding principle is also satisfied, the CNCA
Framework would sufficiently identify all relevant natural capital items for inclusion in the
integrated report. Furthermore, outputs generated by the implementation of the CNCA
Framework would be sufficiently concise with regards to natural capital disclosures, including
only information that is useful to the users of the integrated report. Finally, as the <IR>
Framework guiding principle of consistency and comparability is aligned with that of the
CNCA Framework, its application would result in disclosures that are sufficiently comparable
from year to year, as well as with other entities which followed a similar approach.
The comparative analysis in Annexure 1 identified that the CNCA Framework is not aligned
with the following guiding principles outlined in the <IR> Framework
Connectivity of information
Based on this finding, it can be concluded that, were the preparers of integrated reports to
employ the CNCA Framework as a tool to report on natural capital, they would need to
supplement the information offered by the natural capital accounts with further information
with data and analysis relating to the connectivity of information from other sources before the
requirements of the <IR> Framework would be met. As illustrated by Annexure 1, outputs
from the CNCA Framework fail to present a holistic overview of an entity depicting the nature
of the connectedness, interrelation and dependency between all factors that significantly
contribute to an entity’s ability to create value over time. Furthermore, the outputs of the CNCA
Framework fail to provide sufficient insight into the connectivity between content elements
and so, this information would need to be sourced elsewhere or prepared through the
employment of an alternative tool, methodology or framework.
Annexure 1 also highlighted the following guiding principle where the requirements of the
<IR> Framework were partially aligned with the requirements of the CNCA Framework:
Stakeholder relationships
The findings of the comparative analysis with regards to the guiding principle of stakeholder
relationships showed that the two frameworks were aligned in some respects but not in others.
As documented in Annexure 1, there is no specific requirement in the CNCA Framework for
an entity to provide information on relationships with important stakeholders. As the two
frameworks were found not to be aligned in this regard, it can be concluded that, were the
preparers of an integrated report to employ the CNCA Framework exclusively as a tool for
reporting on natural capital, they would need to supplement the information offered by the
natural capital accounts with further data and analyses relating to stakeholder relationships
from other sources before the requirements of the <IR> Framework would be met.
The frameworks were, however, aligned as to the concept of stewardship, where
responsibilities or regulations may be imposed on an entity with regards to natural capital, even
where the natural capital is not owned by that entity. The CNCA Framework also acknowledges
these responsibilities identified by the <IR> Framework and application in this regard would
result in satisfactory disclosures in the integrated report.
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Reliability and completeness
In terms of the comparative analysis presented in Annexure 1, whilst the CNCA Framework is
aligned with the <IR> Framework with regards to presenting both positive and negative
information in a balanced manner and its approach to judgement and uncertainty, the CNCA
Framework does not place the management of the business as central to reporting, nor does it
consider the possible impacts of sensitive competitive information as is recommended by the
<IR> Framework.

Conclusion
In section 3 it is proposed that if the requirements of the CNCA Framework are aligned with
the guiding principles of the <IR> Framework this would support the case for it to be used as
a tool in integrated reports to communicate natural capital information to stakeholders by
providing a level of robust prescription and comparability that is not currently available in the
<IR> Framework.
Following the findings of the comparative study detailed in Annexure 1, it can be seen that
whilst many of the CNCA Framework recommendations are aligned with the requirements of
the <IR> Framework’s guiding principles, there are some areas where the two frameworks are
only partially aligned and still more that are not aligned at all.
It was established that the CNCA Framework is aligned with the strategic focus and future
orientation, materiality, conciseness and consistency and comparability Guiding Principles
detailed in the <IR> Framework. For these guiding principles, use of the CNCA Framework in
order to report on Natural capital would provide useful input to the integrated report.
As far as connectivity of information is concerned, outputs prepared using the CNCA
Framework would not provide sufficient information. Additional information would need to
be sourced using an alternative tool, methodology or framework in order to meet the <IR>
Framework requirements.
The guiding principles on stakeholder relationships as well as reliability and completeness were
only partially aligned with the requirements of the <IR> Framework. Were the preparers of an
integrated report to employ the CNCA Framework as a tool for reporting on natural capital,
they would need to supplement the information offered by the natural capital accounts with
further data and analyses relating to these two guiding principles before the requirements of
the <IR> Framework would be met. The CNCA Framework would however enable preparers
to meet certain elements of the principles in that it would present responsibilities or regulations
imposed on an entity with regards to natural capital, even where the natural capital is not owned
by that entity, reflecting its stewardship responsibilities. Finally, the CNCA Framework places
differs from the <IR>framework in that it places the basis for inclusion in accounts on the
significance of the entity's impact on natural capital elements rather than its relevance from a
management or business perspective as is the case with the <IR> Framework.
In summary, the CNCA does not provide a ‘silver bullet’ solution to reporting on natural capital
within the integrated report. Nor does it present itself as a single framework which, if applied
within the integrated report, would satisfy all the related reporting needs as defined by the <IR>
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Framework’s guiding principles. However, the CNCA Framework does go a long way towards
satisfying the natural capital reporting requirements outlined in the guiding principles of the
<IR> Framework and represents a useful tool for corporate entities in meeting these
requirements.
Reference
Atkins, J. & Maroun, W. (2015). Integrated reporting in South Africa in 2012 Perspectives
from South African institutional investors. Meditari Accountancy Research, 23(2), pp. 197221.
Bell, E. & Bryman, A. (2011). Business Research Methods. 3rd edition. New York: Oxford.
Chan, K & Lin, K. (2000). Auditing Standards in China - A Comparative Analysis with
Relevant International Standards and Guidelines. The International Journal of Accounting,
35(4).
Chen, P., Han, J. & Tang, A. (2004). A comparative analysis of architecture frameworks. . 11th
Asia-Pacific Software Engineering Conference. Busan: Institute of Electrical and Electronics
Engineers.
Crane, A., Palazzo, G. & Spence, L.J. (2014). Contesting the value of ‘creating shared value'.
California Management Review, 56(2), pp. 130-153.
Curran, M. A. (2013). Life Cycle Assessment: A review of the methodology and its application
to sustainability. Current Opinion in Chemical Engineering, 2(3), pp. 273-277.
de Villiers, C., Rinaldi, L. & Unerman, J. (2014). Integrated Reporting: Insights, gaps and an
agenda for future research. Accounting, Auditing & Accountability Journal, 27(7), pp. 10421067.
Economics for the Environment Consultancy Ltd. (2015). Developing Corporate Natural
Capital Accounts. London: Economics for the Environment Consultancy Ltd.
Faucheux, S, Muir, E & O’Connor, M. (1997). Neoclassical Natural Capital Thoery and
“Weak: Indicators for Sustainability. Land Economics, 73(4), pp. 528 -552.
Flower, J. (2014). The International Integrated Reporting Council: A story of failure. Critical
Perspectives on Accounting, 27(1), pp. 1-17.
Guldbrandsson, F. & Bergmark, P. (2012). Opportunities and Limitations of Using Life Cycle
Assessment Methodology in the ICT Sector. Electronics Goes Green, pp. 1-6.
Hebda, J. H. & Wilson, S. J. (2008). Mitigating and adapting to Climate Change through the
conservation of Nature, Salt Spring Island: LTA The Land Trust Alliance of British Columbia.

328

International Conference of Accounting &
Business

Conference Proceedings of Accounting &
Business in the 4IR Era

ISBN: 978-0-6398115-0-5

Huynh, A. V., Setia, N., Abhayawansa, S. & Joshi, M. (2015).Integrated reporting in South
Africa: some initial evidence. Sustainability Accounting, Management and Policy Journal,
6(3), pp. 397-424.
Institute of Directors Southern Africa. (2016). King IV Report on Corporate Governance for
South Africa. Johannesburg: Institute of Directors Southern Africa.
Integrated Reporting Committee of South Africa. (2011). Framework for Integrated Reporting
and the Integrated Report. Johannesburg: Integrated Reporting Committee of South Africa.
International Accounting Standards Board. (2014). IAS 1 Presentation of Financial Statements.
London: International Accounting Standards Board.
International Integrated Reporting Council. (2013). The International Integrated Reporting
Framework. London: International Integrated Reporting Council.
International Organization for Standardization (2006). Environmental management  Life cycle
assessment. Geneva: International Standardization Organization.
Kenneth, J. & Bagstad, D. (2013). A comparative assessment of decision-support tools for
ecosystem services quantification and valuation. Ecosystem Services, 5, pp. 27-39.
Lehtinen, H., Saarentaus, A., Rouhiainen, J., Pitts, M. & Azapagic, A. (2011). A Review of LCA
Methods and Tools and their Suitability for SMEs. Manchester: Biochem.
Robertson, R. (2010). A Critical Comparative Analysis of Seven Existing Carbon Tax Systems
with a View to Deriving a Related Best Practice within a South African Context. Cape Town:
University of Cape Town.
Roosevelt, T. (1907). Address of President Roosevelt to the deep waterway convention.
Memphis: s.n.
Saunders, M., Lewis, P. & Thornhill, A. (2012). Research methods for business students. 6th
edition. London: Pearson.
Stern, D.I. (1997). The Capital Theory Approach to Sustainability: A Critical Appraisal.
Journal of Economic Issues. Vol XXXI, No. 1, March 1997.
Terama, E., Milligan, B., Jiménez-Aybar, R. Mace, G. M. & Ekins, P. (2016). Accounting for
the environment as an economic asset: Global progress and realizing the 2030 Agenda for
Sustainable Development. Sustainability Science, 11(6), pp. 945 - 950.
United Nations Environment Program. (2013). Natural Capital Accounting and Water Quality:
Commitments, Needs and Progress. Norway: United Nations Environment Program.
Wallace, M. & Wray, A. (2011). Critical Reading and Writing for Postgraduates. 2nd edition.
London: Sage.
329

International Conference of Accounting &
Business

Conference Proceedings of Accounting &
Business in the 4IR Era

ISBN: 978-0-6398115-0-5

World Wide Fund for Nature. (2016). Living Planet Report 2016 – Risk and resilience in a new
era Gland: World Wide Fund for Nature.

330

International Conference of Accounting &
Business

Conference Proceedings of Accounting &
Business in the 4IR Era

ISBN: 978-0-6398115-0-5

THE USE OF DISTRIBUTED LEDGER TECHNOLOGY IN TAX
ADMINISTRATION
TRANCHINA, N & RAM, A
School of Accountancy, University of Witwatersrand

Abstract
The administration of taxes is a vital function of any country in the world. With innovations in
technology changing the expectations of consumers, it is crucial that revenue authorities keep
abreast with technological changes in order to administer taxes in the most cost efficient and
effective manner possible. This research examines the characteristics of distributed ledger
technology and the possible use thereof to achieve improved administration of taxes. This
research details the characteristics of distributed ledger technology that directly correlate to the
needs of SARS in carrying out its duties of tax administration and recommendations in this
regard are made. This report is focused solely on a South African context and on the duties of
the South African Revenue Service (SARS) as the tax collection authority. It was established
that tax administration can benefit significantly from the use of DLT and benefits include
decreased costs of tax administration and increased compliance.
Keywords: Blockchain, Distributed ledger technology, SARS, Tax administration, Tax
technology, VAT
Introduction and Background
The South African Revenue Service (SARS) has various responsibilities as the taxation
authority of South Africa. Chief among these responsibilities is the collection and
administration of all national taxes, duties and levies (SARS, 2017a: 2). As an organ of the
state, SARS is obligated under the Constitution to carry out its responsibilities in the most cost
efficient and effective manner (Constitutional Assembly, 1996: s4). As noted in South Africa,
with the introduction of, inter alia, eFiling, technology can assist in carrying out these
responsibilities (Deloitte, 2006).
Through the use of technology and, more specifically, computer based technology, business
transactions have become more efficient, effective and convenient. As Hopwood (1988)
recognised many years ago:
‘…technologies of the office provide a basis for a powerful form of
organisational cartography…’.
Technologies, thus, enable the encapsulation of complex business information and business
functions into one interface upon which to transact. Technological advancement has increased
exponentially and the advantages of the use of technology are, therefore, ever intensified in the
business environment (Baines, 2017: 351).
The integration of business information upon a single platform can clearly be synthesised by
the use of an executive dashboard. These dashboards take all the abstract forms of information
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of a business (Hopwood, 1988: 12) and amalgamate them in one place so that managers can
visualise the overall performance of the business, in real time (Lavinsky, 2013).
As the economy becomes more technologically advanced, the number of transactions and the
speed of the transactions increase (Hopwood, 1998: 12). It is, therefore, important for all
businesses as well as government organisations to keep abreast with technological
developments so as to manage these changes.
The use of technology in tax administration reduces the associated compliance costs thereof to
the taxpayer (Crosman, 2017). Technological advancements increase taxpayers’ expectations
for government services to be expanded (Crosman, 2017: 3). The reaction of tax authorities to
the rapid changes in technology will affect how these advancements impact tax administration
(Schwanke, 2016). Technology can, thus, aid the interaction between the revenue service and
taxpayers (Crosman, 2017: 2). Currently 76% of the value of all taxpayer payments in South
Africa are collected through eFiling (National Treasury & SARS, 2017: 14). SARS has various
strategic objectives in which they foresee the increased use of technology assisting with being
more efficient in carrying out their duties (SARS, 2016).
Among recent technological advancements is the invention of the blockchain and Distributed
Ledger Technology (DLT). DLT is often referred to as a blockchain and is currently used in
many different formats (Lawrence et al., 2017: 7). Well-known blockchains are those used for
the recording of Bitcoin assets and transactions, and the Ethereum blockchain, however,
blockchain or DLT has various capabilities outside of the Bitcoin (Lawrence et al., 2017: 5).
DLT is a database that stores all the transactions of participants of the ledger (Salzman, 2017:
18). All the participants have a copy of the ledger on their respective computers and when
transactions are effected or information uploaded, it is uploaded to all the participating ledgers
simultaneously (Grewel-Carr & Marshall, 2016: 5). Additions to the ledger are permanent and
can only be altered if all the participants approve such a change. The one main advantage of
DLT is the transparency it offers, leading to the increased level of confidence and security
placed on the transactions affected by any participant (Financial Conduct Authority, 2017: 6).
DLT is discussed in broader detail in Section 3.
Research question
The aim of this research report is to determine whether or not the use of DLT could assist SARS
in the administration of tax in South Africa.
The research question to be addressed is: Could the use of distributed ledger technology assist
SARS in the administration of taxes?
In order to answer the research question, it is stratified into the following sub-questions:

What are SARS’ current duties and their objectives for the improvement of the
efficiency thereof?

What is DLT and what are its current uses?

What are SARS’ current income tax administration provisions?

What are SARS’ current Value-Added Tax (VAT) administration provisions?

What is the relevance of DLT to tax administration?

Is it recommended that SARS uses DLT?
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Importance
The expenses incurred in the management of a country are expended by the government for
the benefit of society as a whole. The amounts that are used to fund the expenditure of the
country may be raised from one of two sources. The first source is the revenue of the country
itself (from renting its land to occupants thereof or from selling crops or livestock owned by
the country) and the second source being the taxes paid by citizens of the country. (Smith,
1776: 668)
SARS collects tax revenues from a variety of taxes. These taxes include, inter alia: personal
income tax, capital gains tax, dividends tax, donations tax, transfer duty, security transfer tax
and VAT (SARS, 2017a: 2-3).
The fundamental purpose of tax administration is to collect the taxes required to fund public
goods and services in the most cost efficient way (Crosman, 2017: 2). The various South
African taxes, thus, need to be administered by SARS as efficiently and effectively as possible
(SARS Act, 1997: s4). The use of technology aids businesses in carrying out their duties
(Hopwood, 1988: 12), and, similarly, governments are making use of electronic systems for
tax filing, information submissions and communication with taxpayers to increase efficiency
(Schwanke, 2016). The use of technology creates opportunities for revenue services to interact
more easily with taxpayers, making compliance less costly for the taxpayers (Green, 2017).
The use of newly developed technology could, therefore, similarly assist SARS.
Method
A qualitative research method is employed in this report. The research is interpretive in nature
and presents an exploratory view into the use of DLT in tax administration. The aim is not to
create a generalisable conclusion, thus, the research does not adopt a positivist approach.
A detailed literature review is conducted of various sources, which is then subjected to content
analysis in order to determine the key areas where DLT could be of use in tax administration.
Content analysis involves the comprehensive evaluation of material to identify themes and
patterns (Leedy and Ormrod, 2014).
This is followed by the synthesis of the literature, involving the derivation of insights into how
DLT can assist tax administration. As a safeguard against bias, the interpretations were
corroborated by both researchers. This is known as member checking and assists in ensuring
validity and reliability (Creswell, 2014). It must be noted, again, that this research is qualitative
and, as such, does not rely on quantitative frameworks.
Scope and delimitations
The focus of this report is how tax is administered in South Africa and, the possible use of DLT
to assist with the administration of taxes. Only the South African tax system and the effects on
South African residents are discussed, and not worldwide tax administration.
The administration provisions of VAT and income tax alone are discussed and not the various
other South African taxes. The administration of these taxes is the most relevant to this report
as personal income tax, corporate income tax and VAT made up 80.6% of the revenue
collections in the 2016/2017 fiscal year (National Treasury & SARS, 2017).
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This report is neither attempting to remedy tax evasion currently experienced by SARS nor
recommending how to achieve more effective or efficient tax administration. The aim is only
to determine if DLT could be used to assist SARS in its current tax administration processes.
It is, furthermore, important to state that this report will not serve as a technical manual on
SARS’ current administration technology nor on how to implement DLT. The technical aspects
necessary to fully describe DLT are, however, explained.
Given the qualitative nature of this report, it is important to note that the research is interpretive
and the aim is not to create a generalisable positivist conclusion. This is consistent with
qualitative accounting and tax research (Maroun, 2015; Ram, Maroun & Garnett, 2016; Ram
2018).
The report begins by detailing SARS’ duties and objectives relating to tax administration.
Thereafter, there is an in depth description of DLT, its various characteristics and potential
formats. After the description of DLT, there is a review of the Tax Administration Act No. 28
of 2011 (TAA) and the Value-Added Tax Act No. 89 of 1991 in order to interpret the current
administrative actions taken by SARS. The use of technology and DLT in tax administration
is explored. Finally, the relevance of DLT to SARS’ administration provisions and duties is
analysed.
SARS’ Duties and Strategic Plan
Duties of a revenue service
The duty of a country’s revenue service is to enforce tax laws through its mandate of
administering the various taxes that exist. The purpose of tax administration is to collect taxes
from the people of a country in order to fund the provision of public goods and services at the
least possible cost (Green, 2017). SARS is an example of a revenue service, and the next subsection deals with the duties of SARS.
Duties of SARS
SARS is governed by the South African Revenue Service Act 34 of 1997, which is in place to
make provision for the administration of the revenue collection system of South Africa. Within
the Act, it is provided that SARS’ primary objective is to collect tax revenue through the
administration of South Africa’s tax laws to provide the government with a sustainable revenue
stream (SARS Act, section 3). SARS is, further, obliged to collect these taxes in the most costefficient and effective manner possible (SARS Act, section 4(2)). In order to achieve its
primary objective, SARS must attempt to ensure the broadest possible enforcement of South
African legislation that relates to revenue collection (SARS Act, section 4(1)). In addition, the
SARS Act grants SARS the power to undertake any activity that facilitates proper, efficient
and effective tax administration (SARS Act, section 5(1)).
SARS has developed a five-year strategic plan in order to improve the efficiency and
effectiveness with which it administers taxes, set out in the SARS Act (SARS, 2016: 19). The
most recent of its strategic plans that relate to the period of 2016- 2021 is discussed in the next
sub-section.
SARS’ strategic plan
SARS has the responsibility to continuously improve the administration of taxes by enhancing
compliance with laws while also working towards reducing the associated costs borne by both
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the fiscus and the taxpayer (SARS, 2016: 310). In order to achieve these improvements, SARS
has various outcomes. Three of these outcomes are associated with tax administration, and are,
therefore, relevant to this report.
The first such outcome is to increase tax compliance. The focus of this outcome is to ensure
that taxpayers declare all of their income to SARS, calculate their taxable income correctly,
file their returns timeously and pay the correct tax due to SARS. SARS believes that to achieve
this there needs to be a simplification in tax administration, and enhanced use of available data,
more accurate data collection and the creation of a more efficient and cost effective service
platform (SARS, 2016: 31).
The next relevant outcome is to increase the ease as well as the fairness of doing business with
SARS. This is also believed to be achievable through improving its online service platform
whereby its services will continuously be delivered in an easier and more convenient manner.
Specific to this outcome, SARS desires for its platform to attain a form whereby taxpayers’
compliance needs are fulfilled without having to visit a SARS branch or office. SARS believes
that entering into partnerships with other government departments and private institutions to
facilitate data transfers will improve current information gathering processes as well as increase
data transparency (SARS, 2016: 32).
The third outcome relevant to tax administration is to increase cost effectiveness and SARS’
internal efficiencies (SARS: 2016: 32). SARS believes it needs to improve operational
productivity which should increase its overall cost efficiency (SARS, 2016: 33). This outcome
further aims to achieve increased transparency of their operations through a more collaborative
approach between SARS and both businesses and individual taxpayers (SARS, 2016: 33). The
ultimate plan to achieve this outcome is through the improvement of its current information
technology (IT) infrastructure (SARS, 2016: 33).
Tax authorities around the world are increasing their use of technology to gain tax information,
analyse taxpayer data and implement platforms that aid tax collection and provide for real-time
assessments to be generated. Governments are also using technology to meet the increasing
demands of taxpayers (Schwanke, 2016). The expansion of SARS’ technological capabilities
may aid the achievement of the aforementioned outcomes. This report explores this possibility
in further detail by first looking at DLT.
Distributed Ledger Technology
This section provides detail on the technical aspects and use of DLT. This is addressed by first
looking at the blockchain, which is a fundamental underlying part of DLT (Walport, 2015: 5).
Blockchain
The main focus of this sub-section is to identify the key characteristics of the blockchain as
well as how it functions. The blockchain is a digital ledger that can record or track anything of
value. It stores information in batches (blocks) that are linked together in chronological order
to form a continuous line of data batches (chain). Any changes made to the data are made in a
new block and not effected by rewriting an old block in the same way that a traditional
accountancy general ledger has always been used (Ram et al, 2016: 6).
Blockchain is a ledger that differs from normal accounting ledgers that are controlled by a
central authority as the blockchain is decentralised (Grewel-Carr & Marshall, 2016: 5). This
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form of decentralised or shared network is one that allows thousands of computers (known as
nodes) to access and update the ledger, hence the term distributed ledger technology (Salzman,
2017: 18). The format allows for the verification of transactions to be affected by all the
participants of the ledger rather than relying on a central authority (such as a bank) to control
and verify the activities of the participants (Nakamoto, 2008: 2). The ledger is public, such that
each participant sees the full chain of transactions so that none can be fabricated by a single
node (Harm, Obregon & Stubbendick, 2016: 3).
The ledger can operate either on a proof-of-work basis or a proof-of-stake basis, both of which
are used in order to achieve security and validity in the reconciliation process (Harm et al.,
2016: 4). In a proof-of-work ledger, the users (known as miners) are all competing to solve
mathematical problems (Nakamoto, 2008: 3). When a miner solves a problem, the miner
announces the discovery and the block of transactions he intends to upload to all the other
miners (Salzman, 2017: 18). The other miners verify the solution as well as validate the
transactions within the block (Ram et al., 2016: 6). If more than 50% of the computers, verify
both then the block of transactions is uploaded to the chain. This process of verification and
upload is costly and difficult, which creates a disincentive to engage in fraudulent activity
(Harm et al., 2016: 4).
In a proof-of-stake ledger, there are no longer miners solving the mathematical problems but
validators (Harm et al., 2016: 5). These validators are chosen to upload a block of transactions
through their share (stake) in the currency (relevant to that chain, for example Bitcoin) rather
than through the amount of work done. This ensures no fraud is committed as the validator
would lose their stake if they falsified the transactions uploaded (Harm et al., 2016: 5).
This system of mutual and simultaneous verification differs to that of the current process of
reconciliation in business. Currently the parties to a transaction individually process and
document it and then subsequently verify with each other that their individual records correlate
(Lawrence et al., 2017: 6). This form of infrastructure allows multiple parties to collaborate
without having to know or trust each other or make use of trusted intermediary (such as a bank)
as each user receives a record of every transaction effected on the ledger (Lawrence et al.,
2017: 5). Sherman (2017) states that the primary aim for the blockchain is to achieve:
‘money without banks, companies without managers, countries without
politicians’.

The simultaneous reconciliation process is another key advantage of blockchain as it is more
cost effective and time efficient than current systems, and as the need for reconciliation
agreements after every calculation that takes up time are no longer necessary (Lawrence et al.,
2017: 6). The users have effectively shared control over the data as they are all aware that
those on the ledger see the same information in real time (Lawrence et al., 2017: 12).
Blockchain, based on the characteristics described above, is an example of one type of DLT
and is fundamental to its operation (Walport, 2015: 5).
The blockchain further increases the traceability of information on the ledger as it also requires
unanimity to change records, thus, making it virtually impossible to hide or remove information
that has been recorded (Chapman et al., 2017: 3). Although the true identity of a participant
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could be hidden by keeping their username (known as a public key) anonymous, every
transaction is visible to all the participants (Nakamoto, 2008: 6).
Types of blockchains used in DLT
Blockchains are not uniform in construction and can be tailor-made to meet the needs of the
individual user developing it. The blockchain can be permissioned (or private), which means
that they are private ledgers that can only be edited by those participants who have been granted
access to the ledger (Financial Conduct Authority, 2017: 10). For these permissioned ledgers,
only those who need to verify transaction specifications (those party to the transaction) can see
and reconcile the transactions (Lawrence et al., 2017: 7). Private blockchains are valuable in
industries where client data needs to be kept confidential, but the transactions of the ledger
need to be, or preferably are, made transparent for oversight purposes (Crosman, 2017).
Alternatively, the blockchain can be permissionless or public, where anyone has access to the
ledger (Grewel-Carr & Marshall, 2016: 6). In a public blockchain, even those that are not
involved in a transaction can see its details (Lawrence et al., 2017: 7). This type of blockchain
is also known as a broadcast ledger (Lawrence et al., 2017: 5). An example of such a blockchain
is the Bitcoin blockchain, discussed later in Section 3.3.
The blockchain could also be developed with a combination of private and public
characteristics (Crosman, 2017). These hybrid ledgers (Halaburda, 2018: 4) can take the form
where either anyone can access the ledger but only those participants with the necessary
permission can update the ledger, or only those with private access can see all the data and the
remaining participants can only see a limited selection thereof.
The participants of a ledger can either be specifically identified or can remain anonymous. In
an anonymous ledger, participants are allocated a disguised user signature or key (Nakamoto,
2008: 6). This is beneficial for those platforms where knowing the users’ information is not
necessary to all those on the ledger but a specific user’s transactions can all be traced to their
digital signatures. This could allow the creator of a chain to be able to identify the participants
if necessary (Lawrence et al., 2017: 11).
The blockchain can also differ in its operational functions. Blockchains can be developed to
operate on either a proof-of-work basis or a proof-of-stake basis (both of which were described
in Section 3.1) (Halaburda, 2018: 8). In a proof-of-work ledger, the validity of the transaction
that has been uploaded to the ledger is trusted as the miner has to spend significant amount of
time and highly costly computing power to gain the opportunity to upload a block of
transactions (Nakamoto, 2008: 3). In a proof-of-stake ledger, the validators of transactions can
be trusted as they stand to lose their stake if they fraudulently transact on the ledger (Harm et
al., 2016: 5).
The blockchains that have been developed to date all have different features. Aside from private
or public differences, they also differ in terms of speed of transacting, data capacity and
operational capabilities (Grewel-Carr & Marshall, 2016: 6). The new ledgers that are being
developed are being tailored to offer more privacy than the current public blockchains in order
to be of use in different industries (Lawrence et al., 2017: 6). This section will further explore
the most common blockchain, that relating to the Bitcoin, followed by a look at the wider
applications of DLT.
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Bitcoin blockchain
Bitcoin is a form of cryptocurrency (Chapman et al., 2017: 2). Bitcoin can be described as a
digital token (Chapman et al., 2017: 2) or virtual currency (Ram et al., 2016: 3) created to
replace conventional fiat currencies (for example, the US Dollar or the South African Rand)
(Ram et al., 2016: 5). Bitcoin is exchanged and recorded using DLT and the Bitcoin blockchain
is the most significant blockchain to date (Harm et al., 2016: 3).
Nakamoto (2008), the Bitcoin creator, envisaged Bitcoin to be an electronic payment system
whereby two parties can transact directly online on a blockchain without the need for a trusted
intermediary. The Bitcoin blockchain was started in 2009 after the previous years’ financial
crisis as a decentralised payments network for people to transact without having to rely on an
intermediary to control the transfer (Chapman et al., 2017: 2) at a time when financial
institutions were distrusted (Salzman, 2017: 18).
As Bitcoin is traded on the blockchain, its supply is not controlled by banks but rather by all
the miners of the ledger (Financial Conduct Authority, 2017: 7). If a Bitcoin is transferred as
payment from one user to another, all the computers on the ledger approve the transaction,
thus, allowing a transparent authentication process of the flow of Bitcoin (Grewel-Carr &
Marshall, 2016: 4). The miners solving the complex mathematical problems in order to verify
and upload transactions (as detailed in Section 3.1) are rewarded in Bitcoin (Buterin, 2013: 7)
in order to create incentive for reconciling the ledger (Nakamoto, 2008: 4). This method of
reward is the only way in which new Bitcoin are issued (Buterin, 2013: 7).
There is a large body of formal academic research available on the Bitcoin to date including
research into the taxation of the Bitcoin (Ram, 2018), the investment implications (Ram, 2019)
and the accounting implications of the Bitcoin (Ram et al., 2016). Research into the blockchain
and DLT is an emerging area of focus given its wider applications, as discussed below.
Wider application of distributed ledger technology
The Bitcoin blockchain is the most well-known application of DLT; however, there have been
numerous developments in DLT since 2014 that have no connection to the Bitcoin (Salzman,
2017: 19). Most of these technologies are still in their infancy as not all businesses are clear on
how DLT can benefit them as yet (Salzman, 2017: 20). The most widespread development of
DLT has been related to the tracing and/or recording of transactions within the financial
markets infrastructure (Chapman et al., 2017: 3). To date, the financial markets systems can be
described as slow and costly and comprised of manual entry of transactions and selfreconciliation (Chapman et al., 2017: 3).
After two and a half years of experimentation and research of DLT, in December 2017 the
Australian Securities Exchange (ASX) announced that it will be implementing DLT. This DLT
will be used to replace its current system that records its shareholdings and facilitates the
clearing and settlement of all its equity transactions. (Meyer, 2017)
Canada’s central bank, the Bank of Canada, together with seven private banks, has embarked
on a project in which they developed a system prototype to test a distributed ledger that could
be used to effect interbank transactions, known as the Project Jasper (Salzman, 2017: 20). The
DLT prototype is an alternative to current payment systems (Chapman et al., 2017: 4). The
project is still underway, but has identified many benefits of a distributed ledger to the financial
markets infrastructure (Chapman et al., 2017: 2). These include increasing the efficiency of
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business processes, simplifying asset sales, reducing participating financial institutions costs
through fully integrating operations onto the ledger and lowering the costs of reconciliations
(Chapman et al., 2017: 20).
Since March 2016, the Bank of New York Mellon and Morgan Stanley have been using DLT
to maintain their backup records, to protect themselves against possible system disruptions, as
well as process some transactions. The ledgers have proved to provide a cost effective back up
method. (Salzman, 2017: 20).
Northern Trust, an American financial services company, together with IBM, developed a
distributed ledger. The ledger records the transactions (such as drawing or contributing of
capital) (Crosman, 2017) and stores all the related information of all their private equity deals
so that all parties to the deal can access the documentation (Salzman, 2017: 20). This
permissioned blockchain was built by IBM with an increased level of privacy and auditability
to the Bitcoin blockchain while enhancing the transparency of the workflow of the deals from
the prior administration system (Crosman, 2017).
Together with the blockchain, a technology known as smart contracts has been developed to
enable further utility of DLT (Financial Conduct Authority, 2017: 18). This is discussed in the
section below.
Smart contracts
A smart contract is a digital contract that is enforced through cryptographic code (Buterin,
2013: 3). As with a traditional contract, the smart contract defines rules and penalties of the
parties’ subject to the contract, but differs in the way that the contract itself automatically
enforces the obligations therein. A smart contract is, ultimately, a set of predefined conditions
that is uploaded onto the ledger (Shermin, 2017: 500). Upon the conditions being met, the
enforcement of the contract is initiated automatically by the blockchain (Buterin, 2013: 13).
This allows the parties to the contract to trust the blockchain to act on the agreement rather than
placing trust in the counterparty (Halaburda, 2018: 5).
Smart contracts do not only refer to contracts between two participants of the chain but, rather,
to any automated command that is affected by the ledger without the necessity of human
intervention (Financial Conduct Authority, 2017: 18) hence, the alternate name for the
contracts, self-executing contracts. Any command can be uploaded onto the blockchain and
automatically executed by it (Shermin, 2017: 501). Smart contracts can be used to, inter alia,
effect the transfer of title deeds, register ownership of an asset, make a payment, send a refund,
execute the creation of another smart contract or serve as an escrow account (Buterin, 2013:
13).
Having looked at the technology that is currently available (Section 3) and SARS’ general
duties (Section 2), there is need to understand the income tax and VAT administration
provisions and powers of SARS in order to determine if DLT may assist with the said
administration. This is what the sections below are dedicated to.
Tax Administration
In this section, tax administration, as it is currently undertaken by SARS, is discussed. The tax
administration legislation is discussed in two parts, income tax administration and, thereafter,
VAT administration. It is important to note here that although the TAA covers all taxes
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including VAT (SARS, 2017b: 4), the administrative provisions relevant to VAT specifically
are covered by the VAT Act and are discussed after the income tax administration.
SARS currently uses a technological online system whereby taxpayers can submit returns and
documentation and make payments in respect of tax due to SARS. The current system is called
SARS eFiling and has been made available to taxpayers by SARS since 2003 at no cost to them
(Deloitte, 2006). eFiling is used for the administration of various types of taxes (Deloitte, 2006)
including both the income tax and VAT administration provisions discussed below.
Income tax administration
The purpose of the TAA 28 of 2011 is to ensure the efficient and effective collection of taxes
(section 2). The TAA aims to achieve this through aligning the provisions of the various tax
Acts, assigning rights and obligations to both the taxpayer and SARS, and putting into action
the objective of tax administration (section 2). The TAA, therefore, incorporates the
administration of all the tax Acts. The provisions relevant to income tax administration of the
TAA are discussed in this sub-section.
Section 3 of the TAA prescribes SARS’ responsibilities relating to tax administration. In
administering a tax Act SARS must, inter alia, determine the identity of taxpayers, obtain
complete information relating to a person’s tax liability, calculate the taxpayers tax liability,
determine whether the taxpayer has filed an accurate return and collect tax due from the
taxpayer or refund tax overpaid by them.
Section 22 of the TAA requires that any person who is obliged or volunteers to pay tax must
be registered with SARS. Persons registering for tax are required to submit all personal
documentation that is necessary to ensure their legitimate identity. Once registered, taxpayers
are required to submit any changes in personal information previously submitted to SARS
(section 23 of the TAA). SARS must allocate a taxpayer reference number to each registered
taxpayer (section 24 of the TAA) to be included by the taxpayer in all correspondence with
SARS.
Taxpayers must submit returns to SARS containing all the prescribed information in the
prescribed manner (section 25 of the TAA). SARS may also require a third party who works
for, employs, transacts on behalf of or controls any assets of the taxpayer to file a return with
any information regarding that taxpayer as SARS deems necessary (section 26 of the TAA). A
SARS official may require a taxpayer to submit additional or more detailed returns with
specific information (section 27 of the TAA).
Section 29 of the TAA prescribes the duty of taxpayers to maintain their records, financial
statements or other documents that are relevant to the calculation of their tax liability for a
period of 5 years. Such records are required to be kept in their original form (electronically or
otherwise) (section 30 of the TAA). These records must, for a period of 5 years, be available
for inspection by SARS (section 31 of the TAA).
Section 37 of the TAA requires that a taxpayer disclose any information relevant to an
arrangement that may or may not result in a gross income inclusion or deduction to the taxpayer
in the form of interest income or reduced interest charge, finance charge, costs or discounts on
a final amount due. Either the taxpayer or the counterparty with whom the taxpayer has entered
into the arrangement is required to disclose the particulars thereof to SARS.
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SARS may, under section 40 of the TAA, select any taxpayer to be inspected, or select any
person’s tax returns for verification or audit purposes. The SARS official appointed with the
responsibility for the inspection, verification or audit must keep the taxpayer informed
regarding the stages of the process completed by the official (section 42 of the TAA). Upon
completion of the audit, the official shall issue the taxpayer with documentation detailing the
outcome of the audit and any adjustments they may be required of the taxpayer (section 42 of
the TAA). The taxpayer is, thereafter, required to respond to all material findings of the report
in writing to the official (section 42 of the TAA).
In administrating taxes, SARS may request relevant material from a taxpayer or a connected
person to the taxpayer (section 46 of the TAA). Relevant material is defined in section 1 of the
TAA as;
… any information, document or thing that in the opinion of SARS is foreseeably
relevant for the administration of a tax Act…

The taxpayer, or connected person who has received a request for relevant material from SARS,
shall submit the requested information to SARS in the format required within the specified
time period (section 46(4)).

Section 69 of the TAA requires all current and former SARS officials to keep any taxpayer
information received undisclosed. Officials must, further, ensure that they do not release any
taxpayer information to any person that is not a SARS official. Officials may only disclose
information obtained if it is necessary in order to perform functions relevant to tax
administration (section 67 of the TAA).
Section 73 of the TAA allows a taxpayer to obtain information regarding their tax affairs from
SARS. Information that can be requested includes a copy of their assessment, any information
that the taxpayer or someone on the taxpayer’s behalf previously submitted to SARS,
information which is used as the basis of an assessment and any other information relating to
the taxpayer’s tax matters.
Section 162 of the TAA details the taxpayers’ responsibility to pay the tax due to SARS by the
time and at the place required by SARS. The payment of tax shall be effected through one
single payment or in installment payments if agreed upon between SARS and the taxpayer per
section 167 of the TAA. Section 187 of the TAA grants SARS right to charge interest on any
amounts owing to SARS that have not been paid by the specified time. Section 165 of the TAA
requires SARS to have an account for each registered taxpayer. Such account will reflect the
tax liability due or refundable for each type of tax as well as any payments made, interest or
penalties incurred or payments made on behalf of the taxpayer.
Section 190 of the TAA requires SARS to refund to the taxpayer any amount overpaid by or
set off the overpayment against any tax debt due by the taxpayer. This amount is paid to the
taxpayer and shall be reflected in the taxpayers account (as required by section 165). Further,
Chapter 15 of the TAA details the penalties that a taxpayer may incur if they do not comply
with the administrative provisions of the TAA. Non-compliance includes the failure of a
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taxpayer to pay tax, to submit relevant material and any other failure of the taxpayer to comply
with the obligations under the TAA. Penalties are charged as a fixed fee relating to the
taxpayer’s taxable income from the preceding year. The administration of VAT is discussed
next.
Value-Added Tax (VAT) administration
The administration of the Value-Added Tax Act 89 of 1991 is regulated by the Value-Added
Tax Act (VAT Act) (section 4 of the VAT Act) and to the extent that administrative provisions
are not included in the VAT Act, is regulated by the TAA. The administrative provisions of the
VAT Act are considered in this sub-section.
VAT is charged on the taxable supplies made by persons who carry on an enterprise. These
taxable supplies include those that are charged at the standard rate of VAT (15% from 1 April
2018) and at 0%. (SARS, 2017b: 1). In order to charge VAT, one needs to be a registered VAT
vendor (section 7(1)(a) of the VAT Act).
Section 23 of the VAT Act details vendor registration requirements. It is required by this
section that all persons carrying on an enterprise who meet the specific threshold requirements
are to register as VAT vendors. The threshold requirements are such that the vendor becomes
liable to register if in the prior 12 months the total value of taxable supplies made by them
exceed R1 million or if they foresee their taxable supplies in the next 12 months exceeding R1
million. If the VAT vendor subsequently falls below the threshold their liability to register for
VAT ceases (section 24 of the VAT Act). The vendor wishing to revoke their registration may
request in writing that SARS cancel their registration.
Section 25 of the VAT Act requires that all vendors notify SARS about any material changes
of the vendor’s enterprise. Such changes include: the nature of the enterprise, the name or
location of the enterprise, the members of a partnership or joint venture and the majority
shareholding of a company. Vendors shall also communicate changes that affect the accounting
basis on which VAT is payable and any changes that affect the tax period (in terms of section
27 of the VAT Act) of the vendor.

The category that a vendor falls into (from A to E) affects how often the vendor must pay VAT
to SARS per section 27 of the VAT Act. This section, further, provides that it is the
responsibility of SARS to determine the category of a VAT vendor and to notify the vendor of
their category allocation. The category is determined with respect to the value of the taxable
supplies made by a vendor during a given period and the activity the enterprise undertakes to
generate taxable supplies. Categories range from A all the way to E (section 27 of the VAT
Act; SARS, 2017b: 22-23). SARS, thus, requires all necessary information from the vendor in
order to determine their category.
All VAT vendors are required to calculate the VAT payable to SARS in accordance with the
relevant sections of the VAT Act. VAT is calculated based on the subtractive method which
means that the VAT payable is the output tax that has been collected on the taxable supplies
made by the vendor less the input tax claimable on permissible deductions (SARS: 2017: 2).
The vendors shall submit to SARS on the 25th day of the month following the end of their tax
period, the return with the VAT payable calculation and pay the tax amount due (section
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28).Vendors who submit VAT returns electronically (via SARS eFiling) shall, however, submit
the return together with the VAT payable calculation and the VAT payment by the last day of
the month following the end of their section 27 tax period (SARS, 2017b: 2).
Part IX of the VAT Act provides for compliance with the VAT Act. This part of the Act is
applicable in addition to the compliance requirements of Chapter 4 part A of the TAA. Section
55 of the VAT Act requires all vendors to keep a record of all goods and services supplied by
the vendor or to the vendor and the tax rate relevant to such supply as well as sufficient
documentation necessary for SARS to readily calculate the tax on those supplies.
Having explained the characteristics and functions of DLT and detailed the administrative
provisions of income tax and VAT, the application of the technology to the administration is
next. This is discussed in the next section.
Technology in Tax Administration
General
Technology in tax administration has already begun to have a disruptive effect. This disruption
requires that revenue bodies consider how to ensure that adherence to tax laws becomes less
onerous for taxpayers, all the while leveraging data to enhance compliance. (OECD, 2016:
102). Technology directly impacts the efficiency and effectiveness of tax collection, positively
reducing the costs associated with tax administration (Kgonare, 2017). The use of data analytics
and big data provides an opportunity to extract more benefit from existing data and, coupled
with this, there is a further opportunity for real-time or near real-time reporting (OECD, 2016:
102; Kgonare, 2017; EY, 2019).
The move to greater integrated technology could also lead to the aggregation of different taxes,
as the boundaries between them in a digitised economy become less clear (ACCA, 2018). This,
ultimately, will reduce the cost of tax administration. Given the significant benefits of
technology, it must be considered if this can be further enhanced through the introduction or
use of blockchain technology or DLT.
Blockchain technology
As considered earlier in this report, blockchain technology is considered part of DLT. This subsection explores the ways in which specific blockchain technology (as opposed to the general
technological discussion in Section 5.1) can be applied in a tax administration context. The
characteristics of DLT and blockchain technology (discussed in Section 3.1) mirror the
important characteristics of a tax system in this era of globalisation (PwC, 2016; Brockdorff
and Mizzi, 2018).
Blockchain technology can be used to assist in the simplification and automation of tax
compliance and transparency. This has the direct effect of enabling real-time access to data and
reporting, necessarily also reducing the opportunities for fraudulent reporting and tax
avoidance (Brockdorff and Mizzi, 2018). Smart contracts (discussed in Section 3.5) play a vital
role in the automation of tax systems (Deloitte, 2017; Bulk, 2018).
As a direct result of the application of DLT and blockchain technology, reconciliation and audit
costs are decreased and compliance accuracy, transparency and efficiency is increased
(Ainsworth and Alwohaibi, 2017; Regan, 2017; Brockdorff and Mizzi, 2018). Blockchain
technology and DLT offer substantial benefits over and above that of traditional technological
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paradigms as discussed in Section 5.1. In the next section, DLT is applied to a South African
tax administrative context.
Discussion and Recommendations
This section synthesises the above and looks at how DLT can assist with South African tax
administration as an alternative to SARS’ current online system of eFiling. In order for the
ledger to be useful to SARS, it would need to be tailored to SARS’ needs through various
functionality requirements. The first sub-section describes the architecture of the blockchain
for SARS and, thereafter, the application of DLT to South African income tax and VAT
administrative provisions.
Architecture of the SARS blockchain
The ledger would need to be a hybrid ledger (described in Section 3.2). It would be a public
ledger whereby all participants of the South African economy would be required to be
members. Access to the ledger will, however, be limited depending on the different
participants, as a result, the ledger would be a permissioned ledger (Financial Conduct
Authority, 2017: 10). SARS would have full public access to all the information on the ledger
and full accessibility to update the ledger. Certain other regulators and/ or authorities would be
granted full public access for a limited period if necessary for an audit or investigation of a
taxpayer. The taxpayers will have limited access whereby they will only be able to access
information relevant to only them, and upload only their tax information. Permission to effect
uploads would be granted by SARS to individual taxpayers. An individual would not be able
to access the affairs of any other taxpayer.
Taxpayers will, further, be allocated a disguised user key that accompanies any information
uploaded to the ledger. SARS alone would have access to a list of the user keys and the specific
taxpayer represented by that key. This disguised user key ensures that SARS complies with its
duty to keep all taxpayer information confidential (as discussed in Section 4.2). Authorities
investigating or auditing a taxpayer will be given the user key of the specific taxpayer for the
limited duration that it is needed.
It is necessary to note here, that, in order for DLT to assist SARS in its administrative
provisions, all government departments, businesses, financial institutions, organisations and
individuals will be required to be participants of the ledger in order to achieve the automatic
flow of information.
DLT and income tax
In respect of SARS’ responsibility to determine the identity of taxpayers as well as obtain all
their personal documentation to ensure the legitimacy of their identity, Home Affairs would be
a crucial participant of the ledger in order to upload all the identification documents and
identification numbers of South African citizens and passports and passport numbers for nonresidents (further consideration of non-residents is outside the scope of this research).
Additionally, the Companies and Intellectual Property Commission (CIPC) will be part of the
ledger in order for all business registration numbers and related business information to be
loaded onto the ledger. All citizen and business financial information would be automatically
uploaded to the ledger by the taxpayer or any counterparty that the taxpayer does transactions
with (such as their employer, financial institutions, employees, creditors etc.).
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Any additional relevant material required by SARS that is not already present on the ledger
from the above sources will be uploaded by the taxpayer directly. SARS will, thus, have a basis
from which all taxpayers can be identified and their information relevant to calculating their
tax liability can be readily accessed.
Returns required to be submitted by the taxpayer, or any more detailed returns required by
SARS, or third party returns required by SARS will no longer be required to be filed with
SARS. This financial and other information will already be available to SARS on the ledger as
the accounts of taxpayers will be on the ledger and real time information will be updated to the
taxpayers’ individual account. SARS, thus, having the aforementioned information, can
calculate the taxpayer liability from the information that is on the ledger without having to rely
on the accuracy of taxpayer returns and calculations.
Relating to the taxpayers’ responsibility to pay tax due to SARS, and SARS’ responsibility to
refund the taxpayer, the ledger will also be a platform whereby the relevant payments can be
made by both parties as required. All the information that is currently detailed in the taxpayer’s
account will be automatically updated and could be incorporated onto a participants’ user
dashboard. With the use of dashboards, the taxpayer is continually aware of the happenings
related to their tax information that is being loaded onto the ledger in real-time, even though
they are not always required to personally upload their financial information.

The requirement for taxpayers to maintain all financial information and relevant documentation
could be easily achieved using DLT as the documentation will be available on the ledger. As
the ledger can only be updated and transactions not reversed, all information needed is always
accessible and cannot be falsely changed or removed. This function will help eliminate fraud
as every transaction made can be traced and verified (Owens, 2017) at all times.
Smart contracts would form a very important basis of the SARS ledger, given their multiple
uses (Deloitte, 2017; Bulk, 2018). The functionality of smart contracts was discussed in Section
3.5. Smart contracts can be used to perform multiple administrative functions for SARS. They
could automatically register taxpayers onto the system when the system detects income
received by the taxpayer and create a further smart contract that would allocate reference
numbers to taxpayers upon their registration.
In terms of SARS’ responsibility to select taxpayers to be inspected or audited, smart contracts
could be used for multiple aspects. A smart contract can be programmed to select taxpayers to
be audit or inspected upon detection of activities that would be pre-defined on the ledger to be
suspicious or unusual. Smart contracts could further be used to inform taxpayers as to the stage
of the audit process when certain functions have been completed by SARS officials. Upon
completion of an audit the taxpayer will automatically be informed of the outcome and any
changes required to be made by the taxpayer when the audit is completed through a further
programmed smart contract. Smart contracts can further be used to calculate interest on
overdue accounts and inform the taxpayer of the imposition of any penalties incurred due to
their non-compliance with the administrative provisions of the TAA.
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DLT and VAT
The VAT Act, identical to the requirements for relevant documentation to be submitted as
included in the TAA, requires that vendors upload all documentation relevant for the
registration of a vendor (SARS, 2017b). As all information regarding companies that is
acquired by the CIPC will be uploaded to the ledger already (as discussed in Section 6.1) as
well as all other financial information of taxpayers, on the ledger will be all financial
information relevant to the registration of vendors. Any changes to the documentation available
will be automatically uploaded to the ledger when filed with the relevant government agencies
and financial institutions.
Smart contracts can be used on the ledger by programming the registration threshold
requirements, and, upon the taxpayer’s taxable supplies meeting the threshold requirements,
they will be automatically registered as vendors. A further smart contract will be programmed
to determine, allocate and notify the vendors of their VAT category (in terms of section 27 of
the VAT Act).
Vendors are currently required by SARS to calculate their VAT due to or refundable from
SARS, file their returns and pay the tax calculated. This process will no longer be necessary as
the information will be readily available on the ledger and at specific dates a smart contract can
be programmed to calculate the VAT payable or refundable for the relevant time period. A
further smart contract can be programmed to notify the vendor of the VAT due or refundable.
Another smart contract can be programmed that automatically processes the payment to SARS
or refund to the taxpayer through the relevant bank accounts as the banks, as previously
indicated, will also be a participants of the shared ledger.
Similar to the requirement of the TAA for taxpayers to keep a record of their financial
information relevant to the calculation of their tax liability, the VAT Act also requires vendors
to keep a record of all documentation of supplies made or purchased by them and the tax rate
applicable to such supplies. This record would be maintained by the ledger and is always
available for SARS to access due to the permanency of the information in DLT.
Recommendations
SARS has conveyed its policy to continue to efficiently and effectively carry out their
obligation to collect the revenue required to fund national spending (SARS, 2016: 19). In order
to fulfil this obligation, they are investigating ways to improve their current service platform,
as well as implementing new ones (SARS, 2016: 26). It is recommended that SARS consider
DLT to aid them in their strategic objectives (discussed in Section 2.3).
Based on the application in the sub-sections above, it is clear that the administrative provisions
of tax can be achieved through SARS implementing DLT. Implementing DLT in tax
administration will be beneficial to SARS as it will provide an efficient data transfer platform
that offers real-time data transfer, ensures the validity of the information available, ensures no
information is omitted in taxpayers’ correspondence with SARS and, ultimately, improves
taxpayer compliance (Ainsworth and Alwohaibi, 2017; Regan, 2017; Brockdorff and Mizzi,
2018).
Smart contracts can be used and programmed in situations where the judgement of the
Commissioner of SARS must be applied (Deloitte, 2017; Bulk, 2018). It is, thus, recommended
that SARS consider replacing its current tax administrative systems with DLT. It is suggested
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that SARS use this method of tax administration achievable through incorporating the entire
South African economy onto a shared network that facilitates real time data transfer and
enhanced transparency of information relevant to the collection of tax.
It is important to note here that for DLT to be used in the administration of taxes, co-operation
from all organisations is necessary (Schwanke, 2016). Without the agreement of all of South
African organisations to be initially incorporated onto the ledger, DLT will not result in the
success it could otherwise achieve. This could, perhaps, be ensured through regulation that
requires all participants of the economy to be a part of the ledger (the possibility of achieving
this is beyond the scope of this report and represents an area for further research). Once loaded
onto the ledger, the aforementioned uses of the DLT in tax administration are clearly attainable.
Conclusion
Technology offers businesses the opportunity to increase the speed at which transactions are
effected while at the same time providing a platform for organisational control (Hopwood,
1987: 12). Currently, tax authorities around the world are migrating to digital means for which
to administer taxes, transfer data and communicate with taxpayers (Schwanke, 2016). It has
been proven that more automated and inclusive systems of tax administration can increase the
collection of taxes (Schwanke, 2016). Tax administration provisions relevant for South Africa
were discussed in Section 4.
DLT has the potential to completely change how tax is administered, including improving
taxpayer compliance and increasing efficiency of data exchanges (OECD, 2016; Owens, 2017).
The characteristics, as well as benefits of DLT, were discussed in Section 3. With the
transparency offered by DLT, it can be used to trace all transactions, verify the legitimacy of
records (Owens, 2017) and reduce fraud and error (Walport, 2015: 71; Brockdorff and Mizzi,
2018). The relevance of fraud is beyond the scope of this article, but research into the deduction
of fraud in tax administration through more efficient technology would be valuable.
The benefits of DLT to SARS include: providing an efficient data transfer platform that offers
real-time data transfer, ensuring the validity of the information available, ensuring no
information is omitted in taxpayers’ correspondence with SARS and, ultimately, improved
taxpayer compliance (OECD, 2016; Kgonare, 2017). A dashboard can be used as a mechanism
to present information recorded using the DLT so as to allow taxpayers to be continually aware
of the happenings related to their tax information.
The use of DLT in tax administration will result in a more automated process for taxpayers as
well as SARS. Reducing the economic cost of compliance results in essential economic gains
as funds are made available to individual taxpayers and businesses to pursue other activities
(OECD, 2016; Schwanke, 2016). SARS is, thus, encouraged to investigate the possibility of
implementing DLT in its administrative processes. The technical implementation, as well as
the technological feasibility of DLT is beyond the scope of this report; however, further
research on such aspects is recommended.
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THE FINE LINE BETWEEN TAX COMPLIANCE AND TAX RESISTANCE: THE
CASE OF SOUTH AFRICA
RAMFOL, R
University of South Africa

Abstract
With tax resistance dating back to biblical times, tax revolts are not a new phenomenon. Neither
are tax rebels unique to a particular country or nationality. Throughout the ages, tax revolts
bear similar symptoms of declining levels of taxpayer morale and confidence in the
government’s ability to manage public finances for the greater good of its citizens. Tax
collection is framed within a system that is designed on the principles of equity and fairness.
Taxpayers, on the other hand, are not donating taxes in an effort to be altruistic. There is an
expectation of a return in some form. South Africans are indeed increasingly restive about
paying for a ‘captured state’ and sentiments of a tax rebellion are growing. This paper examines
the threats of a tax revolt in South Africa, within the context of a taxpayer’s obligations as
provided for in the Tax Administration Act, No. 28 of 2011. First, a theoretical framework is
established, providing an explanation for tax resistance. Second, the fiscal contract is touched
upon inasmuch as taxes are perceived as a taxpayers’ investment in a country, and shows how
an irrevocable breakdown of trust in government institutions contributes to taxpayers’
resistance in what is perceived to be a coercive environment. Third, the legal consequences
imposed on a South African taxpayer embarking on a tax revolt are discussed. In addition, this
paper seeks to contribute to determinants of tax morale and draw a distinction on the fine line
that exists between tax compliance and tax resistance, within the ambit of an invisible fiscal
contract.
Key words: tax revolt, tax evasion, tax compliance, tax policy, tax morale, tax resistance, trust

Introduction
Jean-Baptiste Colbert’s (n.d) famous analogy on the ‘art of taxation’, where he likened optimal
taxation to ‘plucking the goose so as to obtain the most feathers with the smallest possible
amount of hissing’ offers a simplistic yet succinct comparison to maximising tax revenue with
least resistance (Martin & Nadav, 2018). Integral to this challenge is the issue of taxpayer
consent and identifying the point where consensual tax compliance shifts to rebellion and at
full-scale; tax revolt.
Spanning through the centuries, society has not changed their feelings towards taxation (Van
de Braak, 1983). In as much as the modern tax system has evolved, the history of mankind is
replete with nations’ protests against the levy of taxation (Delalande & Huret, 2013). While
different circumstances lead to tax revolt, the disruptors carry similar traits of declining levels
of taxpayer morale and confidence in a government’s ability to manage public finances for the
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greater good of its citizens (Lowery & Sigelman, 1981). In framing a taxpayer’s compliance
decisions, the level of taxpayer morale provides a metric scale for tax consent.
Imposing a heavy tax burden ranks high on the list of motives for tax rebellion (Batrancea,
Nichita & Batrancea, 2012). On the contrary, Norway, Denmark and Iceland, cited as three
highly taxed nations, simultaneously hold acclaim for being the happiest countries (Bloom,
2017). This anomaly highlights the significance of taxpayers’ consent in the ambit of perceived
taxpayer benefits conferred within the fiscal contract.
South Africa appears to be on the brink of a tax revolution. Public outcries for a looming tax
revolt are signaling dissatisfaction and concerns over the management of the publics household
(Lamprecht, 2019). This paper examines the threats of a tax revolt in South Africa, within the
context of a taxpayer’s obligations as provided for in the Tax Administration Act, No. 28 of
2011 (hereinafter referred to as TAA).
Most historical accounts have analyzed the circumstances leading up to a tax revolution. Other
studies investigate tax non-compliance. This study examines when compliant taxpayers choose
to resist paying tax. Thus, a gap exists in the literature linking the theoretical construct of tax
compliance decisions with a tax revolt. Taxation has multi-disciplinary attributes that include
law, economics, accounting and fiscal sociology (Heij, 2012). Therefore, a combination of
methodologies is appropriate. This paper adopts a qualitative review of the extant literature on
tax compliance in order to establish the theoretical point where tax compliance shifts to
resistance. Thereafter, the study extends this analysis to the South African scenario,
extrapolating the legal implications of a tax revolt. Under this paradigm, the doctrinal research
lens is adopted, whereby a scholarly analysis of legislative provisions within statute is
conducted.
The paper proceeds as follows: the following section provides a literature review of tax
compliance theory. First, a theoretical framework is established, providing an explanation for
tax resistance. Second, the fiscal contract is touched upon inasmuch as taxes are perceived as
a taxpayers’ investment in a country. Third, the legal consequences imposed on a South African
taxpayer embarking on a tax revolt are discussed.
Literature study and theoretical background
The fine line between tax compliance and tax resistance
Government requires its citizens’ financial support in order to function (Martinez, 2004).
Taxation is not only the vehicle for government to generate resources (Paz-Fuchs, 2008); it
offers an opportunity to achieve economic growth from the allocation and redistribution of
these resources. Therefore, the closest and most contentious interface between a citizen and
one’s government is the fiscal regime (Bird, n.d). This relationship is underpinned by an
exchange, whereby a ‘taxpayer forgoes a portion of his purchasing power in the private market
in return for government benefits’ (Spicer & Becker, 1980:171). One’s perception of fairness
in a fiscal regime is thereby bound by an evaluation of the parity between participants involved
in the exchange of: tax payments to and benefits received from government. Reciprocity
underlines this contractarian approach of giving to receive, or ‘something for something’ (Paz353
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Fuchs, 2008:8). Simply put, the point of revolt arises when government receives something
(taxes paid) for nothing (without delivering the perceived reciprocal benefits).
Society is not naturally motivated to pay tax (Frey & Torgler, 2007). Voluntary compliance is
fostered by establishing: consent, trust and legitimacy in a fiscal regime (Kirchler,
Muehlbacher, Kastlunger & Wahl, 2007). Consequently, government is tasked with ensuring
that compulsory taxes are acceptable, fair, and beneficial to citizens (Delalande & Huret, 2013).
Taxpayers comply when they receive a fair exchange for collective public goods. Oberholzer
and Stack (2014) concur with the above when they state that tax compliance improves when
tax revenue is applied for the benefit of the taxpayer. Similarly, Dean, Keenan and Kenney
(1980) show that wasteful government expenditure increases tax evasion. The motivation to
rebel arises when a taxpayer’s ‘ability to pay’ is hampered and the tax regime is perceived to
be unfair and oppressive. Tax revolt is effectively a mechanism to renegotiate the terms of
exchange by applying strategies to mobilise the association that disintegrated between
taxpayers and government institutions. Similarly, the objective of a tax revolution may not
merely be based on a rejection of taxes, but to seek restorative action to improve government
performance (Neiman & Riposa, 1986).
Tax revolt stems from the macro-sociological exchange theory, where taxpayer behavior is
motivated by self-interest and the expectation to receive benefits. The macro exchange theory
and the economic grants theory stipulate that tax contributions are perceived as altruistic
payments made in solidarity with the state (Andreoni, 1990). Here, tax payments are not the
price paid for collective goods, but are gifts or donations paid as a kind of investment to the
state in lieu of a higher return. A gift is given out of loyalty for the welfare of the recipient. The
grants theory excludes the concept of reciprocity, where the government budget is subject to
one-way transfers. Tax resistance, in these instances, arises from the discrepancy between the
investment and a citizen’s expectation of profit (Van de Braak, 1983). Rationalizing these
theories, the macro-sociological exchange theory provides the closest motive for taxpayer
protest. It is, therefore, posited that taxpayers revolt when they fail to receive expected benefits
in exchange for taxes paid.
At the outset, tax compliance decisions are determined by an individual’s tax morale. The
benefits of promoting tax morale hold immense potential for tax revenue generation
(Batrancea, Nichita & Batrancea, 2012). A taxpayer’s level of tax morale is a strong motivator
to comply with or resist taxation. Countries demonstrating higher tax to gross domestic product
ratios have higher tax morale. Kornhause (2007) states that idiosyncrasies of tax morale have
not yet been fully delineated. The Australian Cash Economy Task Force (1998) indicates that
a combination of psychological and sociological factors influences tax morale. Public
perception studies conducted by the OECD (2019a) confirm that a citizen’s age, gender,
religious beliefs, level of education and trustworthiness of government are determinants of tax
morale. The findings generalized that, typically, women, older taxpayers, taxpayers with higher
levels of education or stronger consciousness towards religious beliefs, as well as those that
have a higher degree of trust in government all demonstrate higher levels of tax morale. Further
studies conducted in Africa add to the list of determinants: the perceived quality and legitimacy
of the tax administration and satisfaction with government service delivery (OECD, 2019a).
Thus, the positive correlation between increased levels of tax morale and satisfaction with
government service delivery supports the existence of the fiscal contract.
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The Economics-of-Crime Model of Tax Compliance identifies that the fear of detection and
punishment are key motives for tax compliance (Alm, 2019). Hence, it can be asserted that tax
compliance is dependent upon enforcement. Under a behavioral economics lens, one’s
compliance decision depends upon how the choice is presented and the social context in which
the decision is taken (Alm, 2019). When identifying the cost of citizenship compliance, one
evaluates the ‘fear of getting caught and duty to obey’ (Scholz & Pinney, 1995:490).
The World Bank theory of change for tax compliance emphasizes the interplay between trust,
facilitation, and enforcement in harnessing tax morale. Building trust is the foundation to
establishing a fiscal regime that is ‘fair, equitable, reciprocal and accountable’. Fiscal
confidence and trust are fostered when government’s performance addresses citizens’ needs
(World Bank, n.d, as cited in OECD, 2019a). According to the OECD (2019b:12), trust is
created when government institutions are ‘competent and effective in delivering on their goals,
they operate consistently with a set of value that reflects citizens' expectations of integrity and
fairness…[a]nd align with business ethics”. Legitimate government institutions, inadvertently,
lead to enhanced levels of tax morale (Torgler & Schneider, 2007). This paper focuses
primarily on government’s trustworthiness as a unique identifier of tax morale. The
significance of trust in the context of the fiscal contract is discussed further in section 3.
A taxpayer’s consent to pay taxes is contingent on perceived fairness or equity within a tax
system. Two types of inequities can be differentiated: vertical equity created between
government and taxpayers in the fiscal obligations imposed on identical taxpayers and
horizontal equity between citizens with differing compliance decisions (Bazart & Bonein,
2014). Martin and Nadav (2018) assert that a taxpayer’s consent to tax is dependent on the
perception that other citizens are also paying their fair share. The proposed model in Figure 1
below illustrates that the level of tax morale is a metric measure for tax consent. As shown
below, if a taxpayer has trust in government, perception of fairness increases one’s tax morale
along with improving voluntary compliance (consent to tax), resulting in an increase in tax
revenue collections (Martinez, 2004). With the converse holding true, when trust in
government is reduced, the fairness construct is compromised, tax morale dwindles and this
fuels tax resistance and tax revenue declines. Taxpayers’ willingness to be tax compliant
increases when they believe other taxpayers pay their fair share (Frey & Torgler, 2007).

Figure 1: Consent to tax
INCREASE GOVERNMENT
RECEIPTS
Tax compliance achieved as tax morale
increases

DECREASE GOVERNMENT RECEIPTS
Tax resistance increases as tax morale
diminishes

Tax Morale

100% 90% 80%
70%
60%
Consent to tax provided in terms of the
fiscal contract

50% 40% 30%
20%
10%
0%
A tax revolt arises when taxpayer morale
dwindles to 0%. Fiscal contract breached,
consent to tax withdrawn
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Tax Compliance
- trust in governement
fairness in the tax system
- delivery of government
services

Tax Resistance
- unfair &
excessive taxes
- trust in government declines

Source: Author

As presented in the model above, I interpret the fine line between tax compliance and resistance
to lie where government creates an equitable distribution between collective costs and benefits.
Thus, in government’s production of collective goods, taxpayer resistance occurs when
collective costs exceed benefits and taxpayer compliance arises when collective costs and
benefits are equitably distributed. This model extrapolates that taxpayer revolt arises at the
juncture where tax morale declines to zero percent. This occurs when trust in government has
dissipated and the tax system is perceived to be unfair. At this point a taxpayer withdraws
permission or consent to tax in terms of the fiscal contract.
An invisible fiscal contract
The concept of a fiscal contract implies a contractual agreement between taxpayers and
government, whereby social security is exchanged for fiscal participation (Martin & Nadav,
2018). While a citizen has a duty to pay one’s taxes, tax payments are made in lieu of a civilised
society. This notion conflicts with the definition of ‘tax’, where it is defined as a ‘compulsory
levy by a public authority for which nothing is received directly in return’ (James & Nobes,
1996:266). Moreover, the judicial definition rendered in Chief Justice Latham in Mathews v
Chicory Marketing Board decision provides that taxation is a ‘compulsory exaction of money
by a public authority for public purposes, enforceable by law, and… not a payment for services
rendered’. Thus, a discrepancy exists between macro social exchange theory and the purpose
of taxation. This inconsistency disclaims the presence of any fiscal exchange as tax payments
are treated as unrequited payments to the state. Even so, a citizen’s willingness to comply is
closely connected with: one’s satisfaction with the supply of public goods and securing the
compliance of non-compliant taxpayers. Accordingly, the reciprocity between the payment of
taxes and the supply of public goods can be interpreted as the terms of an ‘invisible’ fiscal
contract. A citizen’s obedience to tax laws is dependent on the legitimacy of a government.
Likewise, a citizen’s support of government legitimises the public sector and fosters tax
compliance (Fjeldstad, 2006).
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Government’s credibility or trustworthiness plays an important role in this construct, where
trust is identified as a predictor of taxpayer compliance decisions (Mardhiah, Miranti & Tanton,
2019). A taxpayer’s voluntary compliance threshold is jointly influenced by the tax authorities’
coercive power and trust in government institutions (Kirchler, Hoelzl & Wahl, 2008). A citizen
only supports a government it trusts. Torgler, Demir, Macintyre and Schaffner (2008:332)
extend this analysis by justifying taxes as payments for government’s positive actions. Alm
(2019) concurs, showing how ‘trust’ in government can have a positive impact on compliance.
Trust is engendered when government adopts fair and practical measures. In addition, a
citizen’s consent to tax is subject to their level of trust in the government and belief that other
citizens are paying their fair share (Fjeldstad, 2006).
On the contrary, as government’s trustworthiness declines citizens react by resisting
government actions and start ‘believing taxes are too high’ (Jimenez & Iyer, 2016:19).
Kirchler, Hoelzl and Wahl’s (2008) study demonstrates the significance trust has on a
taxpayer’s perceptions of the tax rate. They explain that taxpayers distinguish a high tax rate
as unfair when trust is low, and when trust is high the same tax rate is interpreted as an
investment for the benefit of society. This substantiates why citizens in higher taxed
jurisdictions, who have fiscal confidence and trust in their government, willfully and happily
settle their tax obligations.
A taxpayer’s perception of fairness is dependent on the trustworthiness of government.
Therefore, if government’s actions are trustworthy, taxpayers are more willing to comply,
thereby upholding the fiscal contract. Similarly, distrust in government institutions contributes
to taxpayers’ resistance in what is perceived to be a coercive environment.
Fjeldstad and Semboja’s (2001) study links an increase in corruption to the demise of the
reciprocal agreement with government. When government loses credibility, the legitimacy of
government is undermined and, with it, taxpayer obedience. Furthermore, corrupt tax officials
diminish the moral justification for taxpayers to act with honesty and integrity. Thus taxpayer
rights are important to hold government institutions accountable for effective spending and to
arrest deterioration of the terms binding the fiscal contract. Fjeldstad and Tungodden (2003)
emphasize that corruption has to be eliminated in order to engender a fair system of reciprocity,
while trustworthy government institutions are a critical constituent to harness economic
development.
A study conducted by Cummings, Martinez-Vazquez, McKeec and Torgler (2009) to establish
the effects of tax morale on perceptions of public institutions in Botswana and South Africa
found a positive correlation between increasing the quality of governance and tax compliance.
Oberholzer and Stack (2014:251) conducted a survey on South African taxpayers’ perceptions
of taxation. Their study attributed wasteful government spending to increasing levels of tax
resistance. Furthermore, taxpayers perceive that they do not receive sufficient benefits in
exchange for their tax payments. These findings support an early study conducted by Coetzee
(1993), where it was found that taxpayers felt they did not receive value for money, expressing
discontent with poor service delivery of public good in terms of education, infrastructure and
health care.
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Bird (n.d:26) highlights that the manner a tax administration conducts its operations can
contribute to public trust, in that a more ‘responsive and legitimate state’ with better
government performance is linked with higher levels of trust in government institutions. In
this respect, he cites the example of the post-apartheid South African Revenue Service (SARS)
identifying that the impact of a tax administration is influenced by ‘the nature of the legal
system, the extent of corruption, and perceptions of government’.
Recently, the once exemplary governance track record of SARS has been overturned by
allegations of maladministration. The Nugent Commission of Inquiry into Tax Administration
and Governance tasked to investigate the administration and governance at SARS, reported a
‘massive failure of integrity and governance at SARS… This was more than mere
mismanagement. It was seizing control of SARS as if it was his to have’ (Nugent, 2018:3-4).
Many further instances of widespread corruption and wasteful expenditure by various stateowned parastatals and government institutions have come to the fore and negatively affected
both parties: government’s credibility and competency and a citizen’s tax morale (OUTA,
2019; Bowman Gilfillan, 2017). Under these circumstances of distrust and malaise, a taxpayer
may question the rationale for paying taxes where ‘the squandering of public funds is… a
matter of general knowledge’ one may deduce that their tax payments are financing state
corruption (Bowman Gilfillan, 2017). While taxpayers have a civic duty to be tax compliant
they are not donating taxes in an effort to be altruistic. There is an expectation of a return in
some form. South Africans are indeed increasingly restive about paying for a ‘captured state’
and sentiments of a tax rebellion are growing (Lamprecht, 2019).
A taxpayer’s legal obligation under the Tax Administration Act, No. 28 of 2011 in the
context of a tax revolt
South Africa’s current economic, political and social context presents many determinants of
taxpayer resistance: a high tax burden; loss of confidence, credibility and competency in
government; low taxpayer morale and increased frustration from government’s lack of
commitment to arrest the rampant corruption and misappropriation of tax funds (Bowman
Gilfillan, 2017). As a last resort, revoking one’s consent to tax and embarking on a full-scale
tax revolt may seem like the only available option to restore the terms of the fiscal contract.
However, historical accounts of tax revolt show that this type of action can expose citizens to
the harshest and most repressive measures (Delalande & Huret, 2013). This section considers
whether a taxpayer can legally participate in withholding tax payments and the powers
conferred on SARS by the TAA to collect tax debt.
The TAA is a comprehensive statute that consolidates generic administrative provisions while
conferring wide-ranging powers on SARS to enforce taxpayer compliance (Moosa, 2018).
Revenue collection is a fundamental function of the TAA and provides SARS with
discretionary authority to make administrative decisionsin furthering its’ mandate (Napier,
Govindsamy & Cronje, 2019).
Tax collection arises when a tax debt, in terms of a tax act becomes due and payable. A taxable
event is a precursor to tax liability that is determined when a taxpayer submits a tax return. The
taxpayer’s obligation to pay tax arises when an assessment is issued (SARS, 2013). SARS is
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then entitled to recover tax payable as the assessment is a prerequisite to legally enforce
collection (Moosa, 2018). In terms of section 94 of the TAA, SARS can issue an assessment
prior to a tax return submission date (South Africa, 2011). This is known as a jeopardy
assessment. Furthermore, in terms of section 95, SARS may basis a jeopardy assessment ‘in
whole or in part on an estimate’ (South Africa, 2011). The purpose of this protective assessment
is to secure early collection of a tax debt that would otherwise be in jeopardy (Visser, 2012).
Thus, where there is a danger of tax being lost (Johannes, 2016), as characterized by the
conditions of a tax revolt, SARS could invoke the provisions of section 94 legitimizing the
states claim against a taxpayer. In the instance of a tax revolt and a taxpayer refusing to submit
a tax return, SARS can respond by issuing a jeopardy assessment against which SARS is
thereby legally entitled to recover tax debt.
SARS tax collection powers are further extended to include instances where tax assessments
are under dispute (Solomon, 2015). In the interest of ensuring prompt collection of tax revenue,
a taxpayer will be required to settle one’s tax debt regardless of whether the amount in question
is subject to an objection or appeal (Keulder, 2013). If successfully with the objection the
taxpayer can reclaim the amount disputed. This principle, stipulated in section 164 of the TAA
is referred to as the ‘pay now, argue later’ rule and is a measure to protect the fiscus from
taxpayer manipulation by unduly delaying the payment of taxes (Johannes, 2016; Keulder,
2013). The non-suspension of tax debts is further evidence of how the TAA empowers SARS
to enforce timely tax collection. Thus, in the context of a tax revolt, if one were to attempt
postponing tax payments by objecting to an assessment, this action would be stifled by the
provisions of section 164.
Further punitive measures to enforce tax compliance are available by way of preservation
orders. Here, SARS can apply to the High Court to seize the taxpayer’s movable property and
place them under the custody of a curator bonis (SARS, 2013). In order to comply with the
requirements of section 163, a senior SARS official must have reasonable suspicion that the
collection of tax will be compromised by the removal or dissipation of assets (South Africa,
2011). In urgent cases, SARS may seize assets up to 24 hours prior to an application for a
preservation order. Furthermore, an order can be obtained compelling the repatriation of
offshore assets to South Africa and one’s rights to travel can be restrained. Section 59, similarly
authorizes a senior SARS official who has suspicions of a tax offense to apply to court to issue
a warrant, enabling entry to the taxpayer’s premises (South Africa, 2011). In terms of such a
warrant, an official is permitted to search the premise, persons on the premise and seize any
relevant material to prove the tax offence. Section 63 of the TAA authorises warrantless
seizures if the owner provides written consent and there are reasonable grounds to justify that
the delay in obtaining the warrant may result in relevant material being removed or destroyed
(SARS, 2013). Selling one’s assets and leaving the country in a measure to revolt would again
be thwarted by these TAA provisions.
Assuming that a taxpayer succeeds in withholding tax payments, unless these funds are held in
cash they would be retained in a bank account. Here again, section 179 empowers SARS to
serve a notice on a third party who holds money on behalf of the taxpayer, directing them to
pay over such funds in settlement of the taxpayer's debt (South Africa, 2011). SARS may serve
such a notice on banks, pension funds or employers (Johannes, 2016). SARS first serves a final
letter of demand to the taxpayer, thereafter the third party is instructed to pay stipulated
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amounts to SARS without the taxpayer being notified (Napier, Govindsamy & Cronje, 2019).
Failure of a third party appointment to act in accordance of the notice may lead to the third
party’s personally liable for the tax debt and maybe subject to a fine or to imprisonment for not
longer than two years (SARS, 2013).
In terms of section 172(1), SARS may, after 10 business days, notice, apply for civil judgment
for recovery of the debt regardless of whether the amount is disputed in terms of an objection
and appeal (South Africa, 2011). The civil judgement could result in hampering a taxpayer’s
future ability to secure finance. Thereafter, if the debt remains unpaid, SARS can then apply
for a warrant of execution to attach and remove any movable property to satisfy the judgment
debt (Napier, Govindsamy & Cronje, 2019). Furthermore, in terms of sections 234 and 235 if
a taxpayer is convicted of a criminal offence for tax evasion, the penalties include a fine of up
to 200% of the tax debt owed, or imprisonment for a period of up to five years (South Africa,
2011).
The penalties for tax non-compliance are harsh and embarking on a tax revolt is an act of civil
disobedience and unlawful (Bowman Gilfillan, 2017). Furthermore, in terms of the legislative
provisions contained in the TAA, a taxpayer revolt would not be possible. Even if one refuses
to pay tax, the mechanisms available to SARS to enforce tax collection are far reaching and
between third party appointments, seizure and execution of one’s property; thus, escaping the
wrath of the TAA non-compliance provisions are difficult. Tax resistance, however, is a real
issue and if taxpayers are continually disappointed with low levels of public service delivery,
taxpayer morale will erode. The solution lies in creating accountable governance, restoring
trust and legitimacy in government and ensuring that value is received for one’s tax money.
Conclusion and recommendations
Society has a long-standing history of taxpayer resistance and rebellion. When taxpayers seek
to renegade on their tax obligations the consequences of imposing fiscal stress can be severe.
Ultimately, citizens bear the burden of disruption in government services, economic stagnation
and inflationary pressures. A tax revolt is not solely attributed to failed tax policy; contributing
motives includes breach of the fiscal contract and general discontent with social and political
policies where governance is perceived as oppressive. The threat of a tax revolt is a measure to
pursue restorative action to rebalance equitable fiscal contract terms and bring about welfare
reform.
The fine line that exists between tax resistance and compliance lies where a taxpayer receives
a fair exchange for collective public goods. While the taxpayer’s threshold to invalidate a tax
depends on one’s level of tax morale. Accordingly, when tax morale erodes, tax consent is
revoked and threats of a tax revolt loom. Often, the threat of a citizen’s tax revolt is a measure
to seek restorative action to improve government performance.
It is recommended that transparent governance be fostered when a government is held
accountable for effective spending. This can be achieved by supporting civil society groups
that challenge the suitability of government policies and the reciprocal spending of tax revenue.
Much attention needs to be placed in restoring trust in government institutions. The
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fundamental starting position is to address corruption. Only then can government start to
rebuild its credibility, and with it taxpayer morale and restore a taxpayer’s consent.
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MUSHORE, T; ROSSOUW, D & BOUNDS, M
Department of Business Management, University of Johannesburg
Abstract
The role played by higher institutions goes beyond education and research to procreation of
new business ventures and solving current socio-economic problems. These social obligations
of tertiary education serve as the underpinning for its actuality and existence. Strategy
implementation, particularly in higher institutions, is one of the current areas of research and
the importance of dynamic capabilities as a catalyst of growth imperatives is important. The
aim of this research was to investigate the process of implementing growth strategies and how
higher institutions can overcome inertia by enhancing transformation capacities. This research
drew on dynamic capabilities theory, for clues as to how institutions become dynamic through
bolstering transformation capacities. The study followed a qualitative approach, with a single
case as the research strategy. Furthermore, it preserved the originality of interviewees’
interpretation regarding the catalytic role of dynamic capabilities on strategy implementation.
Content analysis was utilised to analyse the rich textual data generated from the semi-structured
interviews conducted. The findings of this research seem to resonate with the general problems
associated with implementation of growth strategies, and it may be prudent for the institution
to consider approaches that refine dynamic capabilities, particularly the transformation
capacity. The conclusion reached in the study was that dynamic capabilities are catalytic in
nature and, therefore, the implementation of strategy should balance the three capacities,
namely, sensing, seizing and transforming.
Keywords: growth, strategy implementation, private higher institution
Introduction
Despite the fact that several studies have endeavoured to offer insight into understanding
incapacity during the implementation of growth strategies in the higher education sector
(Fedato, Pires & Trez, 2017:289; Lee & Puranam, 2016:1530); thus, contributing to the
strategic management body of knowledge, our understanding remains far from complete. The
field of strategic management has mounted an enormous effort to define and understand the
relationship between growth strategies and dynamic capabilities. This yawning gap has
triggered a flood of debate and discussion on the topic of growth strategy implementation vis
a vis dynamic capabilities.
Dynamic capabilities were advanced initially in the private sector and are spreading into the
higher education context to assist universities and colleges to anticipate and respond to their
changing environments (Leigh & Teece, 2016:186). Empirical evidence from research in the
private sector suggests that dynamic capabilities can play a catalytic role as a strategic tool to
ameliorate incapacity during expansion. According to Leigh and Teece (2016:203), the few
articles that have conjecturally subjected the concept of dynamic capabilities to a higher
education context have used qualitative methodologies to proffer impressionistic insight into
incapacity during implementation of growth strategies.
Therefore, a better understanding of how rapidly growing institutions through deployment of
dynamic capabilities, successfully align and realign their resource base, to ascend to new
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spheres, structures, processes and value chains is needed (Felin & Powell, 2016:78; Pisano,
2016:3; Teece, Pisano & Shuen, 1997:509-533; Teece, 2007:1320). As a consequence, this
study investigated the relationship between dynamic capabilities and implementation of growth
strategies. Central to this focus was the catalytic role of dynamic capabilities on refining
implementation of growth strategies in the South African higher education sector.
Competitive dynamics research (Smith, Ferrier & Ndofor, 2001:3) underscores three
indispensable drivers of an organisation’s ability to adapt, as follows: “awareness, motivation
and capabilities” (Yi, He, Ndofor and Wei., 2015:19). Although awareness (sensing) addresses
the necessity for change, and motivation for the whys and wherefores for change, the ability to
implement (transform) growth strategies predicates on the institution’s capabilities (Ndofor,
Sirmon & He, 2011:640; Ouma & Gichinga, 2017:1390).
Building on competitive dynamics research, dynamic capabilities are disaggregated into three
capacities as follows: sensing, seizing and transformation (Teece, 2007:1342). Successful
implementation is made possible by institutions’ capabilities to sense as well as seize prospects
and to transform their resource-base to augment a better strategic fit with the changing business
environment. If these capabilities are properly orchestrated, institutions are able to turn around
growth strategies quicker.
Against this backdrop, the debate regarding strategy and organisational theory has shifted
drastically from competitive advantage to capacity to manage strategic change (Boniface &
Groenewald, 2016:266; Reeves & Deimler, 2011:135; Teece et al., 1997:509; Teece,
2007:1342; Verona & Ravasi, 2003:578). This capacity is encapsulated in the notion that there
has to be an institutional ability to change as informed by strategic imperatives, an ability which
is lacking in higher education contexts for the most part (Leih & Teece, 2016:189). To date,
the researcher has not detected any study subjecting dynamic capabilities to the higher
education sector in South Africa.
Pursuant to a deeper understanding of the need for dynamic capabilities as a catalyst for
implementation of growth strategies, it is essential to explore a specific private higher
education institution (HEI) undergoing strategic change in South Africa. The inexorable
increase in demand for private higher education in South Africa has presented massive
prospects for growth in the sector. As a result, a perennial leader in private higher education
adopted an accelerated growth strategy through; inter alia, acquisitions, mergers, horizontal
integration and market development (Douglas, 2017:1). To capitalise on the opportunity, the
holding company merged two campuses that were operating under different brands, to form
one private HEI. Because of the strategic shift, the carrying capacity trebled to about 9 000
students.
The holding company specialises in the delivery of a plethora of services including basic and
tertiary education, development of skills, training, and recruitment services. The group is
among the biggest private providers of tertiary education in South Africa, offering
undergraduate and postgraduate degree programmes. The group functions through its
subsidiaries, geographically spread across South Africa.
The holding company has placed enormous responsibility on the newly established higher
education institution (HEI) to dovetail with the existing growth strategy. According to
McKelvie and Wiklund (2010:264), growth is a process and can be defined as the change of
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state amid two points in time. Since the colossal growth in the student numbers, the college has
realised outstanding financial results and has contributed significantly to the revenue of the
holding company. However, this unparalleled growth has not been without its challenges.
In other words, the lack of capacity to transform at the higher education institution (HEI) has
presented an opportunity to examine sensing, seizing and transformation capacities, as critical
components in the conceptual rendering of dynamic capabilities. This research draws on the
dynamic capabilities theory, for clues as to how organisations become dynamic as well as grow
through bolstering sensing, seizing and transformation capacities
It is against this background that the following research question was asked: What is the
relationship between growth strategies and dynamic capabilities?
In line with the research problem, question, and purpose of the study, the subsequent section
particularises the primary and secondary research objectives that guided the study:
Primary research objective:
To explore the relationship between growth strategies and dynamic capabilities in a higher
education institution
Secondary objectives:


To determine the use of dynamic capabilities by the HEI to implement growth strategies



To understand how organisations can overcome inertia by bolstering transformation
capacities



To determine possible challenges relating to dynamic capabilities when implementing
growth strategies.

Literature Review
The review of previous research supporting this study casts strong evidence on the proposition
that sensing, seizing, and transformation are critical capacities that will enable institutions of
higher learning to reconfigure their resource-base during expansion. The conceptual model of
this study draws insights from incidental theoretical literature as well as empirical literature.
The following assumptions underpin the theoretical model depicted below (Figure 1).
a)
b)
c)
d)

The higher education institution (HEI) under study does not operate in isolation; the
environment it operates in, thus, influences it as illustrated below.
The holding company crafts a growth strategy which is then cascaded down to the
higher education institution (HEI) (subsidiary).
The initial resources required by the higher education institution (HEI) are provided by
the holding company by way of capital injection or any other funding structure.
Dynamic capabilities will then modify the resource base accordingly; thus, giving the
higher education institution (HEI) the necessary capacity as well as dynamism to
dovetail the growth strategy.
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A lack of capacity is largely attributed to absence of dynamic capabilities, especially
during a strategic shift.

Figure 1: Conceptual model of the relationship between a growth strategy and constituent
components of dynamic capabilities

Source: Own compilation
The conceptual model illustrates the need for the institution to scan its environment to pave a
way for proper strategy formulation through to implementation. Global variables provide the
macro-context that requires strategic focus while the immediate sector variables are critical for
competitive advantage to be gained from strategy. The actual growth will accrue from the
sensing and seizing capacity that the institution wields. This capacity will, in turn, stimulate a
propensity to transform and the ultimate result will be the successful implementation of the
strategy.
The interplay between dynamic capabilities and strategy
Helfat et al. (2008:32) argue that formulation and implementation research continue to exist
separately with little intellectual intercourse between them. Rumelt, Schendel, and Teece
(1994:1), in their recitation of the evolution of strategic management, postulate that the
formulation-implementation dichotomy began to take shape in the 1970s when some
researchers assumed a positivist philosophy in order to understand the interplay between
performance and strategy. As a result, the formulation (the “what” of capability and resource
change) and the implementation (the “how” of resource and change) were conceived. The
researcher, in an attempt to put a different complexion to this matter, argues that dynamic
capabilities provide a basis for the two constructs, formulation and implementation, to come
together. Helfat et al. (2008:32) and Rumelt (2011:6) also reinforce this proposition.
Building on the discussion above, Rumelt (2011:6) argues that strategy, dynamic capabilities,
and the market environment co-exist. According to Rumelt (2011:6), a solid strategy has three
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attributes, namely: diagnosis, a guiding policy and coherent action. Rumelt’s (2011:6)
trichotomy intermingles with the three capacities that make up dynamic capabilities (sensing,
seizing and transformation). Table 1, hereunder, depicts the triadic relationship of strategy,
dynamic capabilities and strategy implementation. This linkage is critical to this study because
it supports the proposition that dynamic capabilities play a pertinent role in strategy formulation
and, more importantly, in strategy implementation.
Table 1: The linkage between strategy and dynamic capabilities
Strategy kernel

Diagnosis

Related dynamic Sensing
capabilities schema

Guiding policy

Coherent action

Seizing/transformat
ion

Seizing/transformat
ion

Source: Adapted from (Foss & Saebi, 2015:37)
In the same vein, Teece (2014b:328), using empirical findings from American universities,
argues that organisations with strong dynamic capabilities have a special ability to reduce the
gap between formulation and implementation, thus it quickens strategic change. Therefore,
dynamic capabilities contribute to the implementation of strategies.
Seller (1993), cited in Foss and Saebi (2015:37), captures the essence of speed by quoting the
former CEO of IBM Lou Gerstner, “You have to be fast at your feet and adaptive or else
strategy is useless”. Implicit in this pronouncement is the catalytic role of dynamic capabilities
on implementation of strategies. Yi et al. (2015:18), who empirically proved that dynamic
capabilities enhanced implementation speed, also echoed this notion of agility.
Explicating Facets of Growth
According to Helfat et al. (2008:100-101), dynamic capabilities aid organisations to grow
sustainably. Growth can take many forms, including size (increase in student enrolment and
infrastructure), relational as well as capabilities. From a dynamic capabilities standpoint, an
organisation’s trajectory (path) of transformation is premised on the existing resources and
organisational capabilities (positions), from which transformation or change proceeds (Helfat
et al. (2008:100-101).
There are many strategies organisations can pursue to realise set goals. These strategies can be
categorised into three (Lazenby, 2012:58), namely; growth, decline and corporate combination
strategies. The three categories presuppose the responses an organisation takes in the face of
environmental change. During organisational decline, the response vastly differs in focus from
promptings that may inspire corporate combination as a business strategy. Of relevance to this
research are growth strategies and their antecedents as delineated hereunder.
Size growth
Size growth implies a business focus that seeks transformational growth in size directed at
specific business elements (faculties) within the micro-environment. Furlan and Grandinetti
(2011:198) describe size growth as augmentation of the organisation’s boundaries over time.
According to Penrose (1959:1), this type of growth can be disaggregated into internal or
external. McKelvie and Wiklund (2010:261) claim that internal growth is more organic because
strategic business units are broadened through investments both in new products and markets
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or through Greenfield operations such as new commercial units. External growth occurs when
two organisations merge to form one bigger organisation. Either way, internal or external
growth will broaden the organisation’s scope and operations. Evidently, size growth is
dependent on strictures demanded by expertly formulated strategies.
Relational growth
In addition to size growth, McKelvie and Wiklund (2010:262) contend that collaboration
among organisations in its numerous forms is a definite type of organisational growth. Shuen,
Feiler and Teece (2014:6), Teece (2007:1342) and Furlan and Grandinetti (2011:198) agree
that this mode of growth is increasingly becoming pertinent as practitioners slowly move away
from an “industry” mindset to an ecosystem mentality. Protagonists of the competitive forces
approach, such as Porter (1986, 1996:1), are being criticised for not considering the notion of
ecosystems as well as complementors, especially when most organisations are forming
strategic alliances to enhance their chances of growing sustainably. In this perspective,
organisations, through strategic relationships, grow by accessing resources outside their
boundaries.
Capability growth
Another mode of growth that has drawn the attention of researchers and practitioners is
capability growth. This type of growth also forms a core interest of this research whose focus
on dynamic capabilities underpins the central quest for business efficacy in HEIs. Furlan and
Grandinetti (2011: 197) delineate capability growth as the development of novel organisational
abilities over time.
The development of new abilities or capabilities is generally a function of learning that is not
localised. Nonetheless, an organisation’s past can deter the building of new capabilities that
enhance performance. This problem predicates on the supposition of path dependence (Pisano,
2015:9), which entails that current capabilities are dependent on yesterday’s capabilities. Stated
differently, deep-seated traditions can be counterproductive. To capture this notion, Levinthal
and March (1993:106) coined the term “competency trap”. Teece (2007:1325) notes that
organisations with high path dependence have difficulties changing what they do, thus,
compromising implementation of growth strategies. The notion of path dependence is
reinforced by the fact that capabilities are a consequence of complex processes made up of
accumulated small decisions and actions over a period, especially in scenarios of great
uncertainty (Pisano, 2015:9). To add on, Christensen and Overdorf (2000:6) argue that
“processes are not nearly as flexible or adaptable as resources are - and values are even less
so,” especially when harnessing capabilities to deal with change of a radical nature.
The reviewed growth typologies indicate the need to identify micro-conditions that make the
organisation more dynamic and responsive to growth approaches. As such, strategy
formulation, which represents one side of the coin, transpires in an ecosystem and the
meticulous process of strategy formulation succeeds in the degree of specificity associated with
the internal and external conditions under which an organisation operates.
Strategy Implementation: Translating Growth Strategies into Action
The strategic management process outlines the process of formulation and implementation of
strategies. Alexander (1991), cited in Alashloo, Castka and Sharp (2005:135), postulates that
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the strategic management process can be equated to a two-headed coin. On one side is
formulation of strategy and on the other is strategy implementation. These two parts of strategy
answer both what the strategy (game plan) shall be as well as how it will be realised.
Hitt et al. (2017:1) argue that to be competitive, organisations must not only formulate good
strategies but also, more importantly, realign values, systems, structure, culture and processes.
Nevertheless, between the ideology of realignment and the realism of strategy implementation
lies a plethora of challenges (Beer, Eisenstat & Foote 2009:29). In other words, there is an
aperture between the conception and the reality of strategic alignment. There is, thus, a gap
“between knowing what to do and actually doing it” (Beer, Eisenstat & Foote, 2009:29).
As organisations grow (size, relational, capability growth), executives must design a new
structure or at least refashion the current one to achieve the needed evolutionary fitness
(Chandler, 1962:14). The adjustment is twofold; first, the creation of the structure after the
organisation’s first major expansion; second, the constant reorganisation of the newly created
structure. Failure to align strategy with structure or at least to adjust the structure quickly
enough may lead to economic inefficiencies because information needed to make decisions
may be trapped in functional silos. In spite of the clear-cut causation between strategy and
structure, as well as an abridged theory of the relationship between the two constructs,
executives still grapple with the multifaceted realities of a strategic expansion.
The lack of research interest around strategy implementation studies
Strategy implementation has received relatively little attention from researchers (Raps,
2005:141; Speculand, 2014:29). This problem has long been documented in strategic
management literature (Wernham, 1985:632). Guohui and Eppler (2008:2) argue that a wellarticulated strategy would only produce superior results when implemented successfully.
There seems to be no convergence as to why scholars have neglected strategy implementation.
Researchers such as Noble (1999:119) contend that practitioners have a tendency of viewing
strategy implementation as a mechanistic process.Day and Wensley (1983:86), on the other
hand, argue that strategists have a predisposition of treating implementation as a strategic
afterthought. Scholars such as Alashloo et al. (2005:135) contend that implementation is not
as glamourous as strategy formulation. Furthermore, some practitioners and academics tend to
overlook strategy implementation because of a lore that anyone in the organisation has the
capacity to implement (Alashloo et al., 2005:135).
In the same vein, researchers such as Felin and Powell (2016:81) and Fedato et al. (2017:289)
are of the opinion that most top executives get lulled in to thinking that a well-articulated
strategy, diffused across the organisation, equals efficacious implementation. Other managers
tend to approach implementation of strategies in a more placid and non-systematic way. Above
and beyond, the little research conducted thus far is mostly concentrated on commercial
organisations and not HEIs (Jiang & Carpenter, 2013:4; Shah & Nair, 2014:145). The need for
research dealing with strategy implementation is as important for HEIs as it is for other purely
commercial entities.
Empirical studies reviewing a lack of dynamism in universities and colleges
The central focus of higher education institutions globally is erudition, and the ancillary
activities that relate to the process of knowledge impartation and acquisition. The new digitally
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enabled economy calls for a fresh account of how these institutions of learning should be
strategically managed to remain relevant (Leih & Teece, 2016:183). Slaughter and Rhoades
(2004:6) postulate that the higher education landscape and how it is altered by the new digitally
enabled economy has impelled researchers to analyse how universities and colleges are
responding. This process of responding (transformation) does not exist in isolation but within
an ever-changing environment, as a result, responsive mechanisms should be an inherent part
of the organisation.
In response to this gap, Slaughter and Rhoades (2004:1), in a seminal article titled: “Academic
Capitalism and the New Economy: Markets, State, and Higher Education,” developed a theory
of academic capitalism that accentuates the process of educational institutions’ integration into
the new digitally enabled economy. The ambition of the theory is to create an ambidextrous
university or college by expanding managerial capacity directed towards restructuring.
On the same note, Leslie and Fretwell (1996:1-298) studied how 13 universities and colleges
in the United States of America have been affected by discontinuous environments and how
they have responded to the changes. In an attempt to assist institutions of learning to enhance
their much-needed sensing capacity, Leslie and Fretwell (1996:1-298) recommend an array of
signposts that they termed "Wise Moves.” In the same breath, Etzkowitz, Webster and Healy
(1998:1) talk of an academic revolution that involves the translation of institutions of learning
into new enterprises.
Similarly, Burton (1998:5-15) published a book titled “The Entrepreneurial University:
Demand and Response,” in an endeavour to answer a strategic question around how European
universities are transforming in the face of an ever-evolving business environment. Burton
(1998:5) proposed five commonalities, which he termed “transformation pathways” such as –
a strengthened managerial core and entrepreneurial culture to assist universities and colleges
to adapt. A year later, Tierney (1999:1) put out an article titled, “Building the Responsive
Campus: Creating High Performance Colleges and Universities”, in a quest to understand the
idiosyncratic innuendos incidental to capacity and adaptation.
Hay and Fourie (2002:115) argue that the lack of non-innovative strategic fiscal policies, and
unrealistic enrolment projections, coupled with a lack of visionary planning are paralysing the
sector. The unabated poor planning at both national and university level across most countries
is also resulting in the ongoing unmet demand of students. The same can be said for the
Australian higher education sector, the presence of failures can be attributed to a lack of
dynamic capabilities. According to Shar and Nair (2011a), cited in Shar and Nair (2014:148),
the absence of a solid higher education strategy implementation plan at national level has
created massive opportunities for the private higher education sector to boom.
Leih and Teece (2016:183), who studied the role of campus leadership at American
universities, namely Stanford and University of California Berkeley, contend that universities
are generally at risk in a highly competitive higher education landscape partly because of
management. Although some observers are unconvinced about the intrusion of strategic
thinking in universities and higher education institution (HEI)s, the rate at which resources are
being misappropriated is bewildering (Leih & Teece, 2016:188). Shar and Nair (2014:148)
reached a similar conclusion; they revealed that in the Australian higher education sector,
deficits of universities range between $7 million United States dollars to about $50 million
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dollars every year. Arguably, universities must use resources efficiently because the epoch of
resource largesse and limited answerability is over in most HEIs (Leih & Teece, 2016:182).
From the discourse above, the premise underlying these seminal articles is that HEIs find it
difficult to change what they do or do not have the capacity to do so. This assertion is fortified
by Shattock (2003:121) who identifies the culture of educational institutions as one not
necessarily residing in profit-oriented organisations. When educational institutions are called
upon to employ vices that are engendered in corporate business contexts, their lack of
familiarity becomes apparent. The nature of educational institutions requires that they allow a
shift in approach that favours a degree of dynamism especially in the context of continual
transformation.
The point is made that matters of strategy naturally reside in businesses that have their primary
focus on profits and growth indices that are revenue-driven (Leih & Teece, 2016:182). It is
within this context that there is a realisation that it is not a simple task to infuse adherences to
strategy formulations and implementation in institutions of learning that are not profit-driven.
Slaughter and Rhoades (2004:1) argue that there is a lot of scepticism around corporatising
institutions of learning.
Such scepticisms were amplified by Soley (1995:1) in his publication, “Leasing the Ivory
Tower: The Corporate Takeover of Academia”. Soley (1995:1) unapologetically argues that
institutions of learning are being subverted by external parties who are abusing resources in the
name of corporatisation.
Against this background, Felin and Powell (2016:81) postulate that designing ambidextrous
and dynamic organisations has presented enormous challenges for managers and academics. In
this vein, the question that has proved to be elusive for most academics revolves around how
contemporary organisations should be mapped onto the full diversity of their external
environment, while employing processes, structure, culture and resources (Felin & Powell,
2016:81). This oxymoron is reminiscent of the coevolution theory, which underscores the
importance of these endogenous variables to achieve evolutionary fitness as well as averting
the organisation from decomposing into pandemonium.
Even though there are possible answers to the question of strategic alignment – such as
mechanistic organisations for steady business environments and adhocracies (organic forms)
for discontinuous environments, most managers still find these theories tautological (Felin &
Powell, 2016:81; Beer & Eisenstat, 2009:29). This is because these concepts do not equip
managers with pragmatic tools needed to bolster capacity to sense, seize and transform new
opportunities. As a result, modelling organisations for dynamic capabilities has been a
challenge.
Research Methodology
Saunders, Lewis and Thornhill (2016:112-115) argue that there are five main types of
philosophies as follows: pragmatism; interpretivism; post-modernism; critical realism; and,
lastly, positivism. After a thorough consideration of the merits and demerits of these
philosophies, the researcher adopted the interpretivist paradigm because by its nature it
promotes the value of qualitative data in pursuit of knowledge (Chowdhury, 2014:434). The
qualitative mode of inquiry is indispensable particularly to research that concerns dynamic
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capabilities because the conceptual elements germane to the construct are interwoven, complex
and very difficult to measure (Eriksson, 2013:307).
The research seeks to adjust to the internal environmental settings of the higher education
institution (HEI); and the qualitative approach aids the identification of contextual settings as
they relate to dynamic capabilities and relational growth. Furthermore, it is important to collect
data in naturalistic settings, without upsetting the status quo of operations and processes at the
higher education institution (HEI). The use of a qualitative research approach makes this
possible. Significant focus is accorded to dynamic capabilities as a variant of the broader
organisational capabilities and a qualitative research approach allows the researcher to study
dynamic processes through documenting sequential patterns and change processes at the
learning institution.
Moreover, the qualitative approach provides an understanding and description of people’s
personal experiences regarding dynamic capabilities and the role they play in enhancing
performance during a growth spurt. More importantly, it can describe, in pithy detail, the
organisational capabilities embedded within the institution of higher learning. Since the input
data is collected by way of a single case study, the use of a qualitative research approach
enables an in-depth analysis of the relationship between growth strategies and dynamic
capabilities. As such, an interview guide in which semi-structured interview questions were
used to gain insights into the research problem was compiled.
The population of this study comprised all employees working for the sampled higher
education institution (HEI). Purposive sampling as well as convenience sampling were opted
for because of the opportuneness drawn from the position of the researcher within the
organisation. As noted by Bryman (2012), cited in Hennink, Kaiser and Marconi (2017:591),
saturation is a reliable guiding principle that assesses the suitability of a purposive sample.
Linked to the theory of saturation, particularly code saturation, nine interviews are usually
sufficient to identify a wide range of codes as well as thematic nuances necessary to debunk
the research problem (Glaser, 2017:61). In addition, Hennink et al. (2017:591) argue that 1624 in-depth interviews developed around the objectives of the study are essential to reach
meaning saturation. Thus, to satisfy minimum requirements of both code (hearing it all) as well
as meaning saturation (understanding it all), the sample size comprised 16 employees. The
sample constituted a four-tier hierarchical representation to include non-managerial, first-line,
middle- and senior management as a way to have qualitative representation of the three
conceptual elements of dynamic capabilities and how these intermingle with strategy.
Furthermore, the study utilised a content analysis method to analyse the primary data generated
by the semi-structured interviews. This technique entailed identification of both overt and
covert themes and patterns embedded in data. Content analysis is effective and widely accepted
among dynamic capabilities circles, as observed in previous analogous research (Ravasi &
Verona, 2003:580). To supplement the primary data, the researcher used data triangulation,
which means that data from multiple sources, such as the higher education institution (HEI)’s
website, were used.

Research Results and Findings
Section A provides descriptive information on the sample composition, including tenure,
designation and hierarchy. Section B provides the requisite responses from interviewees in a
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textual and graphic format simply as rendition of received answers to interview questions,
aimed at providing findings on the impact of growth and dynamic capabilities.
Section A
This section provides the positions held by interviewees. This is crucial to demonstrate the
knowledge levels within the cross section of functionaries at various levels of the higher
education institution bein studied (HEI).
Figure 2: Breakdown of positions held by the interviewees
8
7

interviewees

6
5
4
3
2
1
0
Managerial

Non-managerial

Supervisory

The majority (seven) of the interviewees, as illustrated by Figure 2 above, were managers. Five
interviewees were supervisors. The remaining interviewees were non-managerial.
Section B: Findings and Conclusions
Section B reports on the findings and conclusions that emerged as per interview questions
aligned to the objectives of the study.
To explore the relationship between growth strategies and dynamic capabilities
The objective of the research was to explore the relationship between growth strategies and
dynamic capabilities. Emanating from the objective, as stated earlier was the question: What is
your understanding of the relationship between dynamic capabilities, strategy and
implementation?
Data on the aspect of the coalescing influence of dynamic capabilities and growth strategies
indicate that most of the interviewees were of the view that the relationship existed and was
manifest in the institution’s growth. Interviewees supported their accession to the necessity and
existence of that relationship with the explanation that the visible competitiveness of the
institution was testimony to the link that existed between dynamic capabilities and
implementation of growth strategies. It is important that the interviewees formed part of the
resources contributing to the growth and competitiveness of the institution. Furthermore, the
interviewees’ awareness of the salient relationship between growth strategy and dynamic
capabilities would then translate as a contributory ingredient to the growth imperatives of the
institution. Teece’s (2014:1) assertion that the relationship between dynamic capabilities and
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strategy reduces the gap between formulation and implementation is, thus, affirmed by the
findings of this research as interviewees ascribed strategic success to dynamic capabilities.
Research has established the relationship of competitive advantage with implementation of
strategies that are driven by the concept of dynamic capabilities (Arend & Bromiley, 2009:75).
This relationship is mediated by the institution’s resources and other related capabilities
(Eisenhardt & Martin, 2000:1105). The nature of this relationship has effects that are both
direct and indirect. It is also established, in the reviewed literature, that dynamic capabilities
have a positive influence on growth strategy implementation (Winter, 2003:992; Zott,
2003:91). Concerning the higher education case dealt with in this research, the phenomenal
growth that was apparent was evidence of considered strategy and implementation, hence the
investigation as to the catalytic influence of dynamic capabilities.
Furthermore, what was of interest to this research was to identify the existence or otherwise of
the relationship between strategy and dynamic capabilities as a driver of growth. With the
exception of one interviewee, all those asked revealed that institutional processes reflected the
apparent existence of that relationship. In essence, the perceived existence of that relationship
should be supported by the institution’s resource utilisation approaches as well as its functional
systems. The success of organisations such as Amazon, Apple, Discovery, Google, Facebook,
Xiaomi, Stanford University and University of California Berkeley referred to earlier in this
study (Leih & Teece, 2016:183), indicated that a capacity to sense, seize and transform
opportunities has a potential of revolutionising industries (Felin & Powell, 2016:4). This in
turn resonates with the findings of this study in which the interviewees cited sensing abilities
as an integral part of the manifest growth of the higher education institution (HEI) under
review.
From an evaluation of the cognitive perceptions of the employees who were interviewed, the
second objective, which was the exploration of the relationship between growth strategies and
dynamic capabilities, was achieved. Responses established a sense of awareness by the
interviewees, which was an indicator that the study achieved what it set out to do.
To determine the use of dynamic capabilities by the college to implement growth
strategies
The findings regarding whether or not the institution was using dynamic capabilities to
implement growth strategies yielded mixed responses from the interviewees. A segment of the
interviewees said that indeed the institution used dynamic capabilities to implement growth
strategies. Another group of interviewees said that there was no use of dynamic capabilities in
implementing growth strategies, while the remaining interviewees were not categorical about
the use of dynamic capabilities. What this seemed to indicate was that there was a disparity in
the level of institutional knowledge about growth strategies and their nature. Alignment of
strategy implementation and dynamic capabilities did not seem to be readily apparent to the
interviewees and this may be the reason why there were divergent perspectives regarding the
use of dynamic capabilities concerning growth strategies. An element to consider is also the
conceptual complexity of the relationship between growth strategies and dynamic capabilities,
which left some of the interviewees unsure if the relationship existed.
Reviewed literature established the relationship between dynamic capabilities and institutional
growth (Helfat et al., 2008:37). The element of growth strategies was dealt with in the
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theoretical grounding of this study by simply exploring the typologies of growth, which
included size growth, relational and capability growth. These were deemed important as they
are driven by dynamic capabilities. It is, however, very critical to state that there are numerous
growth strategies that any institution may choose to make part of its strategic thrust. Lazenby
(2012:58) put forward a number of growth strategies that include, inter alia, market penetration,
market and product development, diversification, horizontal and vertical integration.
Moreover, Lazenby (2012:58) also propagates the distinct differences between organic growth
and acquisitive forms of growth. In this study, reference to growth strategies was made without
identifying a specific generic framework to allow for an exploration that considered all the
growth strategies employed by the higher education institution (HEI) that was being
investigated. Besides the nature of growth strategies, the questions also solicited information
related to rate of reconfiguration.
Manifest in the use of dynamic capabilities in aiding implementation of growth strategies is the
rate of reconfiguration. In essence, the findings in this study revealed that the institution went
through noticeable reconfiguration. This is consistent with what Ambrosini and Bowman
(2009:30) referred to as transformation and recombination of assets and resources.
Interviewees who supported the existence of dynamic capabilities in strategy mentioned the
merger of two campuses and the reconfiguration of operational routines and processes to
accommodate the growth in student numbers. Furthermore, the acquisition of a bigger asset in
the form of the new campus to accommodate current and future growth was also seen as a
reconfiguration process that indicated the consideration of dynamic capabilities in the
implementation of growth strategies. The variances in responses could therefore be an issue
related to how these growth strategies were communicated within the institution as well as the
adaptation pace. Interviewees provided adequate scope as directed by the four questions
relating to the objective. It is in this regard that the objective of the study was met accordingly.
To understand how organisations can overcome inertia by bolstering transformation
capacities
After establishing the alignment of dynamic capabilities and growth strategies, the next
objective of the research was to assess the institution’s capacity to overcome inertia by
bolstering sensing, seizing and transformation capacities. It was also critical to establish the
benefit of the alignment of the implementation of growth strategies to the principles of dynamic
capabilities.
The interviewees unanimously indicated that dynamic capabilities were acceptable as a
strategic tool to implement strategy within the institution. Acceptance of dynamic capabilities
speaks to the need of aligning the institution’s culture, values and practices to support a milieu
of enhanced strategy through sensing, seizing and transformation. Hitt et al., (2017:1) and
Greer, et al., (2017:137) ascribe institutional competitiveness to not only the formulation of
good strategies but also the realignment of values, systems, structure, culture and processes.
This would be the ideal for the higher education institution that was investigated. The fact that
there was consensus that dynamic capabilities be used as a strategic tool, from all interviewees,
indicates that there is a conscious acceptance of the efficacy of fundamental principles
undergirding dynamic capabilities. This acceptance is essential for the development of cultural
mores that support sensing, seizing and transformation that would lead to reconfiguration and
innovative strategic behaviours.
379

International Conference of Accounting &
Business

Conference Proceedings of Accounting &
Business in the 4IR Era

ISBN: 978-0-6398115-0-5

In the same vein, the aspirations of employees that dynamic capabilities be used as a tool for
strategy implementation may have an effect on the institutional culture. Violinda and Jian
(2017:142) claim that the institution’s evolutionary fitness for sustainable renewal is critical
and is embedded in how effectively dynamic capabilities are used as a tool of strategy.
Furthermore, they assert that the resource-based view’s main tenet indicates that better
performance as well as competitive advantage culminates from the fusion of dynamic
capabilities and organisational culture. The keenness of the institution’s employees for this to
happen is apparent in the findings, where they all pointed to the appropriateness of dynamic
capabilities as a strategic and pivotal tool to effect growth strategies.
Institutional culture as an innate element embedded in the functional sphere of the institution
needs to continue to be monitored with a direct focus on dynamic capabilities innuendos. By
unanimously acceding to the use of dynamic capabilities as a tool to overcome inertia the
interviewees provided the basis upon which the study satisfied the fourth objective. The next
section focuses on the challenges that the interviewees perceived to be inimical to the proper
employment of dynamic capabilities in strategic processes.
To determine possible challenges relating to dynamic capabilities when implementing
growth strategies
The final secondary objective of the research was to determine the possible challenges relating
to dynamic capabilities when implementing growth strategies. Interviewees were asked a
question that sought to determine the extent to which strategy implementation was driven by
the principles of dynamic capabilities. Interviewees were, therefore, asked to respond to a
question on the challenges encountered when implementing growth strategies from a dynamic
capabilities perspective.
The challenges were wide in their scope and assumed different levels depending on each
interviewee. This is why there was a variegated range of responses among the interviewees.
The interviewees highlighted the institution’s structure as problematic, especially concerning
decision-making and general communication of strategy. Furthermore, bureaucracy that
emanated from a centralised decision-making regime was identified as impeding the
employment of dynamic capabilities in strategic processes. Some of the interviewees said that
the leadership structure had a bearing on limitations relating to the impact of the
implementation of strategy. Integration and coordination (social proofing) were also lacking,
resulting in a disconnection between various levels of the system, an aspect that interviewees
saw as negating the gains of dynamic capabilities. The other challenge extracted from the
findings related to resourcing and resource integration.
Furthermore, interviewees spoke elaborately on the dichotomy between revenue imperatives
and the core business of the higher education institution (HEI), which is teaching and learning.
This has a bearing on competitive advantage. Additionally, the dual focus of the institution
would influence the quality of the sensing and seizing processes that are prerequisite to
transformation, reconfiguration and leveraging. It was found that there were insufficient human
and physical resources during the growth phase of the institution. This, they said, was worsened
by lack of preparedness for change within the institution, as well as poor people management.
This could imply that there was not efficient communication of strategies or harmonisation of
growth processes with resource needs. That, in itself, infringed on the quality of the
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employment of dynamic capabilities in strategic processes and in particular the transforming
capacity.
The challenges raised by the interviewees are typical problems associated with the ecosystems
of rapidly growing organisations. The ecosystem, as illustrated earlier, focuses on
transformation. This transformation hinges on continuous alignment and realignment, fed into
by loosely coupled systems; knowledge management; decentralisation and near
decomposability; as well as co-specialisations critical in managing strategic fit. Implicit in this
concept is the existence of a transformational ecosystem that has mutual dependencies that are
secured by consistent alignment interventions. These, thus, constitute the micro-foundations
that are supportive of the transformative imperative (Teece, 2007:1344).
Szalavetz (2015:44) states that managerial challenges caused by high growth have strong
explanatory power and that refinement of dynamic capabilities and renewal of management
teams may be an apt solution to typical problems associated with growth. The findings of this
research seem to resonate with the general problems associated with growth and it may be
prudent for the institution to consider approaches that refine dynamic capabilities; particularly
the transformation capacity. Szalavetz (2015:47) further states that although dynamic
capabilities are idiosyncratic and contextual, there are certain uniform principles, which, if
employed in growth contexts, may assist in the refinement and sustainability of dynamic
capabilities. It is, therefore, clear that the constraints cited should inform reconfiguration of the
implementation of dynamic capabilities.
The interviewees were very articulate in delineating the range of challenges that the institution
was facing. This was germane to this study in that it encapsulated the pith of the final secondary
objective, which was to determine the challenges faced by the institution in implementing its
growth strategy.
Managerial Implications
Findings of the study identified management, decision-making, structural and bureaucratic
encumbrances as inimical to the successful implementation of dynamic capabilities in strategy.
Alignment of functions, resource optimisation, leadership and strategy communication were
also highlighted as areas of concern that should preoccupy management in mapping strategies
to eradicate gremlins in the integration of strategies and dynamic capabilities. To maintain
continual renewal and prospects for reconfiguration and leveraging of sensing, seizing and
transformation, management should see to efficient adjustment of functional structures and
maintain clear communication lines to minimise dissonance during growth.
Limitations of the Study
This qualitative study investigating dynamic capabilities in a higher education institution (HEI)
took the form of a single case design. Tellis (1997:2) alludes to the fact that the single case
exploration normally does not easily lend itself to transferability. However, the authentic
setting of the institution was redeeming.

Conclusion
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The research set out to establish the workings of dynamic capabilities in a private higher
education institution (HEI). The presence of dynamic capabilities was identified along with the
challenges that emanated from rapid growth. The institution was found to be sensing, and
seizing opportunities. There is, however, room to improve transforming capacity. The
following conclusions are also arrived at in this study:







Dynamic capabilities play a catalytic role during implementation of growth strategies.
Transforming capabilities are lacking at the higher education institution (HEI).
Strategic human resources management is important in developing and deploying dynamic
capabilities since the majority of factors that affect organisational capabilities are peoplerelated.
Dynamic capabilities emerge when a company delivers on the combined competences and
abilities of its individual employees.
Resources and capabilities need to be consciously synchronised with growth strategies.
The creation of an enabling internal environment is not enough to develop dynamic
capabilities, particularly transforming capacity. The transforming ecosystem that supports
transforming capacity should be nurtured to support the development of reconfiguration
capabilities.

Recommendations
The findings of the study confirmed the existence of sensing and seizing capacity, as well as
identified the shortfalls of transforming capacity within the higher education institution (HEI)
the study focused on. There is, therefore, a management need to attend to transformational
issues since they were identified as inadequate. The following recommendations, emanating
from the research findings, are advanced:


The higher education institution (HEI) should improve its technological innovation
capability, capacity-building capability and resource mobilisation capability. Using an
organisational capabilities improvement plan, the higher education institution (HEI) can
adopt the results of this research in developing these capabilities.

The research examined the concept of dynamic capabilities as a functional element in the
private institution of higher learning. In the exploratory study, matters of alignment kept on
arising. This alignment related to resources, organisational culture and values. Two areas of
further research were therefore identified as follows:
First, further research should focus on the question of aligning institutional culture with the use
of dynamic capabilities in strategic processes. This would further clarify gaps regarding the
relationship of institutional culture and dynamic capabilities. This relationship, which was not
within the scope of this research, merits further investigation.
Second, the findings indicated that the institution is stronger in sensing and seizing and not as
adept at transformation. Future research should, therefore, focus on an investigation of the
balance between the three elements of dynamic capabilities.
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PROMOTING FAIR AND RESPONSIBLE EXECUTIVE REMUNERATION IN
SOUTH AFRICA: A SOCIAL MOVEMENT PERSPECTIVE
VIVIERS, S & MANS-KEMP, N
Department of Business Management, Stellenbosch University
Abstract
Drawing from social movement theory, the study set out to identify the main challengers and
dominant institutional logics being challenged in what can be called the ‘fair and responsible
executive remuneration’ social movement in South Africa. Relevant articles on executive
remuneration-related shareholder activism were sourced from local newspapers over the period
January 2010 to December 2018. A database was created to capture data on 104 public
statements regarding executive remuneration policies, practices and reporting of 47 companies
listed on the Johannesburg Stock Exchange. Three rounds of coding led to the identification of
four main categories and 19 sub-categories reflecting challengers’ contestations.
Individual/minority investors represented the largest group of challengers, followed by asset
managers and trade unions. Challengers were mainly dissatisfied with the size and composition
of and justification for executives’ pay packages and opaque reporting. The evidence suggests
that this social movement has progressed beyond the first stage (called the emergence stage) to
the coalescence stage. Although the establishment of two social movement organisations and
a proposed regulatory change are positive developments, there is still considerable scope to
strengthen the movement to reach the bureaucratisation stage. It is recommended that more
shareholders speak out in public on matters that concern them, both individually and
collectively. Investors of all sizes are encouraged to vote against executive remuneration
policies that do not meet their approval. Educators also have an important role in shaping
mindsets among the next generation of challengers and corporate decision-makers.
Keywords: Social movement theory; Shareholder activism; Executive remuneration;
Transparency
Introduction
“Most activism is brought about by ordinary people” (Hill Collins, 2000).
This quote by Patricia Hill Collins, the first African-American woman who served as the
president of the American Sociological Association Council, is quite apt in the context of
individual and institutional shareholder activism. A shareholder activist is an investor who is
dissatisfied with some aspect of a company’s management or operations and who uses his/her
equity stake to bring about change without altering the company’s ownership structure (Gillan
& Starks, 2007). Scholars such as Davis and Thompson (1994) and Arjaliès (2010) argue that
shareholder activism can be regarded as a ‘new’ social movement, a term that is used to
describe the plethora of movements that emerged in the last 30 years (Mann, 2014). A social
movement describes how groups of actors, such as shareholders, form coalitions to create or
resist institutional arrangements (Zald & McCarthy, 1977).
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In contrast to traditional social movements, such as the 1950s civil rights movement in the
United States, new social movements represent a “collective and rational response to the
legitimacy crisis of post-industrial societies” (Arjaliès, 2010). New social movements do not
reject economic rationality, but rather strive to reform existing economic and political
institutions. D’Anjou and Van Male (1998) explain that actors in new social movements (called
challengers) need to articulate what is wrong in society, explain how the perceived wrongdoing
could be ameliorated, and suggest actions required to bring about change.
New social movements share a number of characteristics in that challengers have a collective
identity, they are willing to share individual resources for a common purpose, they want to
change existing institutions, and they share the desire to instil a new orientation in society (Zald
& Berger, 1978). To achieve their goals, challengers first need to de-institutionalise existing
beliefs, norms and values before replacing them with new ones (Rao, Morrill & Zald, 2000).
Several stakeholder-driven social movements have arisen of late to address environmental and
social challenges such as climate change, recycling, fair trade and consumer rights (Lounsbury,
2005; Den Hond & De Bakker, 2007; Larsen & Lawson, 2013; McAdam, 2017).
Sikavica, Perrault and Rehbein (2018) examined the nature of social activism and categorised
challengers in a developed market. These authors examined 735 social policy shareholder
proposals filed by 104 institutional shareholders in the United States in 2009 and 2010. They
investigated identity as an antecedent of social activism among institutional shareholders and
distilled seven shareholder activists’ categories. These included long-term investor, client
fiduciary, advocacy agent, socially responsible investor, transformer, altruist, and missionary.
As far as could be established, no similar research has been undertaken in an emerging market.
Although the Companies Act (No. 71 of 2008) allows South African shareholders to file
resolutions, very few shareholders have done so in the past (Viviers & Smit, 2015). One reason
could be legislative ambiguity. Sasol, for example, refused to table a resolution that was filed
by two minority shareholders in 2018. If approved at their annual general meeting (AGM), the
proposal would have obligated the petrochemical company to prepare an annual report
detailing its plans to reduce its greenhouse gas emissions and consequent vulnerability to
liability risks. The resolution mirrored ‘two degrees scenario’ proposals tabled at other fossil
fuel companies internationally. The ‘two degrees scenario’ was originally proposed in the
1990s as an upper limit to avert the consequences of climate change (Environmental and
Energy Study Institute, 2015). Sasol’s legal team, however, argued that the issues raised in the
resolution are “within the authority of the board and management and do not constitute matters
that shareholders are entitled to exercise voting rights on within the meaning of Section
65(3)(a) of the Companies Act” (Davies, 2018).
The social movements alluded to earlier emerged during the third industrial revolution
(Arjaliès, 2010). The King IV Report on corporate governance in South Africa claims that
recent disruptions to business models and industries globally have been so profound that it is
reasonable to say that the fourth industrial revolution has commenced (Institute of Directors in
Southern Africa (IoDSA), 2016). Climate change and financial instability are key drivers of
this revolution. Rapid technological advancements and ubiquitous social media platforms are
also contributing to radical transparency, which facilitates shareholder activism.
397

International Conference of Accounting &
Business

Conference Proceedings of Accounting &
Business in the 4IR Era

ISBN: 978-0-6398115-0-5

Shareholders activists are increasingly focussing on perceivably excessive executive
remuneration in South Africa (Viviers, 2015). As reflected by its Gini coefficient of 0.63, South
Africa is one of the most unequal countries in the world in terms of income distribution (The
World Bank, 2018). The wage gap also continues to widen (International Labour Organization,
2018). The wage gap refers to the difference between the lowest and highest paid employee in
a company, with the latter usually being the chief executive officer. Anecdotal evidence
suggests that trade unions and shareholder activists have tried to reduce this gap by calling for
interventions at both ends of the remuneration scale (Pickworth, 2014; Tshwane, 2018).
Numerous media reports provide details on the concerns raised by shareholders and other
activists on this corporate governance matter. The King IV Report on corporate governance
places enhanced emphasis on fair and responsible executive remuneration in the context of
overall employee remuneration (IoDSA, 2016).
Given rising awareness, a social movement related to executive remuneration emerged in South
Africa. The authors, therefore, investigated how fair and responsible executive remuneration
could be promoted in the country. A strong social movement could go a long way in addressing
the large and growing wage gap. Very few studies have been done on shareholder activism as
a social movement in general and executive remuneration in particular. As such, this study fills
the gap in the extant literature.
The first two objectives were to identify the main challengers and the specific institutional
logics that were being challenged with reference to executive remuneration in South Africa.
Institutional logics are defined as a set of material practices and symbolic constructions that
constitute an organisational field’s organising principles (Thornton & Ocasio, 1999). An
organisational field refers to the unit of analysis in which a particular phenomenon will be
studied. In this study, companies listed on the Johannesburg Stock Exchange (JSE) constituted
the organisational field, whereas the practices used by their remuneration committees to
determine and disclose executives’ pay packages represented the institutional logics being
investigated. A third objective was to identify the stage in which the fair and responsible
executive remuneration social movement challenge.
Given the lack of shareholder proposals and limited data on voting outcomes in South Africa,
the authors had to resort to analysing public statements made by shareholder activists and other
concerned parties on the topic of executive remuneration. In light of the new social movement
theory, it could be argued that unless challengers have clarity on the specific institutional logics
(i.e. specific executive remuneration practices) that ought to change, the success of the
movement might be jeopardised. Specific practices involve the setting of performance
benchmarks and timeframes.
In the following section, a brief literature review is provided. Thereafter, the methods used to
collect and analyse secondary qualitative data are presented along with pertinent findings.
Finally, recommendations are offered for investors, remuneration committees, tertiary
educators, researchers and other challengers in this social movement.

Literature Review
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The four stages of a social movement are explored first. Emphasis is placed on shareholders as
social movement actors as they are in the best position, by virtue of their ownership rights, to
influence executive remuneration policies and practices. An overview of public and private
mechanisms that shareholder activists can use to convey their discontent with investee
companies is subsequently provided. An overview of shareholder activism in the local context
concludes the literature review.
The Four Stages of a Social Movement
The aim of a social movement is typically to transform organisations by opposing them from
the outside or transforming them from the inside (Arjaliès, 2010). The impact of a social
movement largely depends on how it forms new organisations and shape collective identities
(ibid). Blumer (1969) initially defined four stages of a social movement, namely social ferment,
popular excitement, formalisation and institutionalisation. Following refinements by several
scholars, the stages are now known as emergence, coalescence, bureaucratisation and decline
(Tilly, 1978).
During the emergence stage, potential challengers become aware of a specific issue, such as
executive remuneration. At this stage, they have not yet taken collective action. An increase
in media coverage might contribute to rising discontent amongst challengers. During the
subsequent coalescence stage, coordinated networks are formed to allow challengers to
collectively promote their cause. Leaders, on behalf of the network of challengers, encourage
organisations to change their policies and practices. When the bureaucratisation stage is
reached, the social movement would have had some degree of success. They would have
created enhanced awareness pertaining to a concern. A co-ordinated strategy is now required
and could necessitate the involvement of trained individuals and the formulation of formal
organisations to take the movement forward.
A social movement can reach the decline stage, inter alia, based on failure (they could not
handle the rapid expansion) or success (their goal was achieved). Decline could also be ascribed
to repression, involving agents of authorities that use measures to control (or destroy) a social
movement (Tilly, 1978; Christiansen, 2009). In the context of shareholder activism as a social
movement, several mechanisms could be used to create awareness about a corporate concern
and bring about change in organisations, as explained next.
Voice and Exit Mechanisms used by Shareholder Activists
Dissident shareholders can use exit or voice mechanisms to show their discontent and attract
attention to specific concerns. Those using an exit mechanism are said to “vote with their feet”
when they sell some or all their shares in an investee company. The link between divesting and
shareholder concerns could go unnoticed if shareholders do not inform companies of the
reasons behind their decision to divest (Admati & Pfleiderer, 2009). If a large number of
shareholders divest simultaneously, the targeted company’s market valuation and cost of
capital could be adversely affected (Dasgupta & Piacentino, 2015). Exiting is not a practical
activism mechanism in countries with small stock markets such as South Africa. By the end of
2018, less than 400 companies were listed on the JSE (2018) compared to over 2 000 on the
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London Stock Exchange (LSE, 2019). By excluding certain companies or sectors, investors
could face significant diversification challenges in their portfolios (Sparkes & Cowton, 2004).
Shareholders opting for a voice mechanism can engage management formally or informally on
issues of concern (Goodman, Louche, Van Cranenburgh & Arenas, 2014; McNulty &
Nordberg, 2016). Formal voice mechanisms include efforts that are made publicly, such as the
filing of shareholder resolutions, voting, posing questions at AGMs, and stimulating public
debate via traditional and/or social media. Proxy contests and legal proceedings to enforce
shareholder rights can also be regarded as formal voice mechanisms. In contrast, informal voice
mechanisms involve private correspondence and confidential negotiations with management
(Dimson, Karakaş & Li, 2015; McCahery, Sautner & Starks, 2016; Semenova & Hassel, 2019).
The misalignment between executive remuneration and company performance has received
considerable attention from challengers globally and locally (Cai & Walkling, 2011; Bussin,
2015). A growing number of local shareholder activists are also publicly voicing their concerns
in this regard (Viviers, 2015).
Shareholder Activism in South Africa
Element Investment Managers (2019) was the first asset manager in the country to offer an
investment fund “with an overlay of responsible investment and constructive engagement”
when they launched their Earth Equity Fund in October 2001. Since then, more asset owners
and managers have adopted an active ownership approach. Most of them prefer to engage
investee companies in private (Yamahaki & Frynas, 2016). This preference could be ascribed
to the relatively small investment universe in the country that necessitates the establishment
and nourishment of amicable relationships (Viviers & Smit, 2015). Given the confidential
nature of private engagements, researchers are unable to investigate the true extent to which
institutional investors raise executive emolument concerns with investee companies.
A number of developments in the country have prompted more institutional investors to
become active owners in recent years. These include the launch of the United Nations
Principles for Responsible Investment (PRI) in 2006, amendments to Regulation 28 of the
Pension Funds Act (No. 24 of 1956) in 2011, and the establishment of a Code for Responsible
Investment in South Africa (CRISA) in the same year (Viviers & Els, 2017). For the first time
since the publication of the first King report in 1994, special mention is made of the
responsibilities of institutional investors. King IV’s last principle states that “the governing
body of an institutional investor organisation should ensure that responsible investment is
practiced by the organisation to promote good governance and the creation of value by the
companies in which it invests” (IoDSA, 2016).
In as far as public shareholder activism is concerned, Theo Botha has long been regarded as a
pioneer in the field. As the “face of minority shareholder activism in South Africa” (Viviers,
2016), Botha has engaged numerous JSE-listed companies since 2002. Most of his activism
endeavours centre on corporate governance concerns, including executive remuneration. The
King IV Report emphasizes the compilation of executive remuneration packages and
shareholder voting on this matter (IoDSA, 2016). The country, hence, provides a suitable
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research context to consider public shareholder activism on executive remuneration practices
and policies.
Different aspects of shareholder activism have been investigated globally (Wen, 2009;
Goranova & Ryan, 2014) and in South Africa (Viviers & Smit, 2015). Most studies have
centred on the nature and effectiveness of various mechanisms and have reported conflicting
results. The actions that individual and minority shareholders can undertake to protect their
interests have also received more attention in the literature in recent months (Andrei, Van
Oosterhout & Sauerwald, 2019; Ezzamel, Xiao &Yuan, 2019; Othman, Putra, Ho, Razman &
Latiff, 2019). Despite a growing number of studies on the effect of remuneration-related
shareholder activism, no conclusive pattern is evident (See Lozano-Reina & Sánchez-Marín
(2019) for a systematic review of studies in this regard).
Methodology
To determine which challengers targeted locally listed companies on executive remunerationrelated topics, and to identify the specific institutional logics that they challenged, secondary
data were collected over the period 1 January 2010 to 31 December 2018. This time frame was
selected as Theo Botha and other shareholder activists became much more vocal about
executive remuneration issues after the 2007-2009 global financial crisis (Viviers, 2016).
Applicable articles were identified from local online newspapers such as Fin24, Business Day,
Business Report and Moneyweb. The following keywords and phrases were used to identify
suitable articles: shareholder engagement, shareholder activism, active engagement,
shareholder concern, shareholder discontent, dissident shareholder, proxy voting, wage gap,
executive remuneration, executive pay, base pay, fixed pay, salary, cash bonus, share option,
stock option, long-term incentive, short-term incentive, share-based incentive scheme,
performance-based pay, clawback, remuneration policy, and Theo Botha. All of the identified
articles were read several times to ensure that they dealt with public shareholder activism on
one or more elements of executive remuneration among JSE-listed companies. Public criticism
regarding executive pay at state-owned enterprises was excluded from the analysis.
For the purpose of this exploratory study, an Excel database was created to capture the name
of the targeted company, name of the targeted executive (if applicable), name of the shareholder
activist, name of the newspaper featuring the article, date of the article, and the activist’s
specific concern. Where different newspapers reported on the same public statement by a
particular challenger, only one entry was made in the database, usually the most comprehensive
one. A total of 104 unique public statements (also called events) were identified at 47 JSElisted companies.
Nine categories were created to differentiate between challenger types. Three rounds of manual
coding were employed to classify the identified challengers’ executive remuneration-related
contentions. In the first coding round, more than 30 codes were extracted from the textual data.
Codes were then assigned to one of four main categories covering 19 sub-categories. These
categories were then evaluated against King IV’s notions of fair and responsible remuneration.
Descriptive statistics were used to summarise the data.
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Findings and Discussion
The first section, which follows below, focuses on the key challengers driving the social
movement. The second section presents the main institutional logics that are being challenged.
Challengers Driving the Social Movement
Table 1 below presents a summary of the number of public statements made by challengers
over the research period categorised per challenger type.
Table 1: Number of executive remuneration-related events categorised per challenger
type
201 201
Challenger category
0
1
Individual/minority
investor
6
4
Asset manager
1
1
Trade union
2
Investor interest group
Consultant / Advisor
Institute of Directors
1
Pension fund
Regulator
Thought leadership
organisation
1
Total
11
5
Source: Authors’ own construction

201
2

201
3

201
4

201
5

201
6

201
7

6

1
2

7
1
1

5
5
1

9
9
3
2
1

6
7

3

201 Tota
8 l
4
8
1
3
1

1
1

9

3

9

12

24

14

17

48
34
11
5
2
1
1
1
1
104

The first observation from Table 1 above relates to the frequency of events over the research
period. The number of public statements reached a maximum of 24 in 2016, after which it
decreased considerably. This finding might be ascribed to a recommendation in King IV which
states that “the remuneration policy [of a company] should record the measures that the board
commits to in the event that either the remuneration policy or the implementation report, or
both, have been voted against by 25 per cent or more of the voting rights exercised by
shareholders” (IoDSA, 2016).
King IV also requires companies to engage dissident shareholders should opposing votes
exceed 25 per cent. In line with this recommendation, companies such as Imperial Holdings,
PSG, Barclays Africa Group, Arrowhead Properties, Shoprite Holdings, Datatec, Tongaat
Hulett, MTN and Naspers had to consult with shareholders to discuss their grievances (Tarrant,
2017; Anderson, 2018; Buthelezi, 2018; Crotty, 2018a,b; Niselow, 2018; Ziady, 2018). A
growing number of shareholders seemed to have realised the value of opposing management
by casting ‘against’ votes.
As expected, the largest number of public statements were made by individual/minority
investors. Given that these investors typically hold very small equity stakes in investee
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companies, they rarely succeed in securing private meetings with managers or directors
(Viviers & Smit, 2015). These investors are, thus, limited to public voice mechanisms to
convey their discontent. The most vocal challenger in this activist category was Theo Botha.
Just over a third of all public statements recorded in this study (35.19%) were made by him.
Other challengers in this category included Chris Logan, Roy McAlpine and Albie Cilliers. In
some newspaper articles reference was only made to “minority shareholders” without citing
individuals’ names. This finding is in line with extant literature suggesting that individual and
minority shareholders are an important part of the shareholder activism movement.
The second largest category of challengers consisted of asset managers. Asset managers are
appointed by asset owners, such as retirement funds and insurance companies, to fulfil certain
investment decisions and activities on their behalf. In most cases, investment mandates obligate
asset managers to engage investee companies on the asset owner’s behalf. In contrast to
individual and minority investors, asset managers’ size enables them to interact directly with
corporate decision-makers. An informal discussion with a responsible investment consultant,
however, revealed that size does not necessarily ensure access to investee companies’
boardrooms (Bertrand, 2017). Managers’ hesitation to meet in person might explain why an
increasing number of local asset managers, including the largest asset manager on the African
continent, the Public Investment Corporation (PIC), are beginning to speak out in public. Other
challengers in the asset manager category included Element Investment Managers, Mergence
Investment Managers, Allan Gray, Aeon Investment Management, Old Mutual Investment
Group and Prudential Asset Managers. All of these asset managers are signatories of the United
Nations-backed Principles for Responsible Investment (PRI). As signatories they have made a
public commitment to be active owners.
Given that the research focussed on executive remuneration, it came as no surprise that trade
unions featured prominently in the public discourse under review. The following trade unions
received press coverage during the research period: the National Union of Mineworkers
(NUM), the Congress of South African Trade Unions (COSATU), the Association of
Mineworkers and Construction Union (AMCU), and the South African Commercial, Catering
and Allied Workers’ Union (SACCAWU). Trade unions have long been regarded as social
movements in themselves as they strive to promote fairness in labour markets (Masiya, 2014).
Two investor interest groups were established towards the end of the research period. Just Share
is a non-profit organisation that was launched in 2017. Their mission is to “advance responsible
investment and stimulate active ownership to reduce social inequality, prevent environmental
degradation and accelerate the transition to a low-carbon economy by building partnerships
with and enhancing collaboration between investors, civil society, savers, financial institutions
and government; providing meaningful environmental, social and governance information to
investors; incentivising and supporting the use of shareholder power to drive good corporate
citizenship; and connecting the lived realities of communities and social justice organisations
with the decisions of the investor community” (Just Share, 2019, emphasis added).
Another non-profit organisation, Active Shareholder, was also launched in 2017 to “help
socially responsible shareholders exercise their company rights” (Active Shareholder, 2019,
emphasis added). According to their website, this means voting on issues that concern
shareholders “whether it be corporate governance, executive remuneration, impact on the
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environment, or other matters” (Active Shareholder, 2019). A number of profit-driven
organisations were also established to assist shareholders in making informed voting decisions.
Proxy View, which is steered by Theo Botha, provides proxy advisory services on issuers listed
on the JSE and A2X. The organisation strives to “enable responsible share-owner stewardship
by investors [of all sizes]” (Proxy View, 2019).
In terms of Sikavica et al.’s (2018) activist identity categorisation, trade unions in South Africa
can be regarded as transformers as their decisions tend to be politically and ideologically
motivated. Transformers typically seek to transform society for the better. They are regarded
as “fighters” for equality and social justice. Asset managers, in contrast, have a fiduciary duty
towards their clients (asset owners). As such, their identity is that of client fiduciary. Their role
is to increase the financial security and well-being of their members and beneficiaries through
the services their offer. In the context of this study, their services include careful scrutiny of
investee companies’ executive remuneration policies and practices, voting proxies and
engaging remuneration committees. Based on the content analysis performed, it could be
argued that most of the other activists could be classified as advocates (parties that safeguard
the interests of members), long-term investors (augmenters and preservers of wealth) or
socially responsible investors (active and socially responsible value maximisers).
The majority of challengers targeted companies operating in the Financials (35.19%) sector,
which confirms reports of seemingly excessive packages offered to executives in this sector
(Malope & Brown, 2018; PwC, 2018). Public statements were also made regarding executive
remuneration in the following sectors: Communications services (16.67%), Materials
(16.67%), Consumer staples (14.81%), Consumer discretionary (6.48%), Industrials (5.56%),
Energy (2.78%) and Real estate (1.85%). Most of the companies in this study were only
targeted once or twice during the research period. In one case, a large bank was publicly
criticised by six different challengers.
Institutional Logics being Challenged
As indicated earlier, three successive rounds of coding were used to identify challengers’ main
concerns regarding executive remuneration. The categories on Table 2 reflect the key
institutional logics that challengers aim to change.
Table 2: Categories summarising challengers’ executive remuneration-related concerns
Main
Sub-category
N
%
category

Size of
package or
individual
elements
thereof

54

Size of total pay package
Size of bonus/incentives
Concerns regarding severance packages
Concerns about the growing wage gap
Rate of change of pay
Level of fixed pay
404

38
23
10
8
5

17.4
8
12.3
0
7.44
3.24
2.59
1.62
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Total
Justification of remuneration in light of poor financial
performance
Justification
Unsatisfactory link between pay and performance
s provided
Justification of bonus in light of poor financial performance
by
Justification of remuneration packages in general
remuneratio
Unjustified amount of benefits included in total remuneration
n
package
committee
Total
Lack of disclosure on performance-based pay
Lack of disclosure of compensation policy
Transparenc Inaccurate disclosure of bonuses
y
Lack of transparency on total pay

Compositio
n of
package

Total
Excessive use of stock options and shares
Overreliance on short-term performance regarding bonuses
Concerns over the vesting period of stock options
Retirement benefits
Total

Total

13
8

17
15
13

44.6
6
10.3
6
5.50
4.85
4.21

6

1.94

32

83
22
19
13
9
63
11
6
5
3
25
30
9

26.8
6
7.12
6.15
4.21
2.91
20.3
9
3.56
1.94
1.62
0.97
8.09
100

Source: Authors’ own construction
The vast majority of challengers’ concerns related to the size of the total emolument packages
that executives received. Others queried the size of specific elements thereof, such as cash
bonuses, sign-on bonuses, ex-gratia bonuses and stock options received. The size of retention
bonuses and severance packages also came under the spotlight. Some critics, furthermore,
commented on the large and growing wage gaps in some companies.
More than a quarter of public statements in this study related to the lack of or insufficient
justifications provided by remuneration committees for the size and/or composition of their
executives’ pay packages. Challengers in this study were particularly critical of companies that
increased executives’ remuneration in light of poor financial performance. Several activists
also requested greater clarity on the metrics and timeframes used to determine (and hence
justify) performance-based incentives. This particular finding ties in with the next category of
concerns, namely the lack of transparency.
King III (which was applicable from 2009 to 2016) stipulated that companies should publish
an annual remuneration report, as part of their integrated report, in which they should explain
the pay policies followed throughout the company. Special attention was to be given to
executive remuneration. The report also had to contain details on the implementation of those
policies (IoDSA, 2009). Reporting requirements were substantially tightened in King IV. In
line with Principle 14 of the report, companies should ensure that remuneration is disclosed by
means of a remuneration report consisting of three sections: a background statement, an
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overview of the main provisions of the remuneration policy, and an implementation report. The
latter should contain details of all remuneration awarded to individual members of the
governing body and executive management during the reporting period (IoDSA, 2016). The
evidence on Table 2 above suggests that many JSE-listed companies did not meet challengers’
reporting expectations, especially in relation to performance-based rewards.
In the final round of coding and reflection, the categories presented on Table 2 above were
evaluated in terms of King IV’s notions of fair and responsible remuneration. Fair
remuneration refers to payment that is impartial and free from discrimination, self-interest,
prejudice or favouritism. Fair remuneration should be determined on a rational basis and should
address issues of inequality. Responsible remuneration refers to payment that has been
approved by an appropriate authority, is subject to independent oversight, is linked to
sustainable value creation and positive outcomes relating to the six capitals proposed in the
International Integrated Reporting <IR> Framework (2013). Whereas the notion of fair
remuneration has its roots in ethics, responsible remuneration is based on economic principles
(IoDSA, 2016).
It could be argued that some challengers’ apprehensions about the size of packages (be it in
total or in reference to specific components) might stem from a sense of unfairness. South
Africa is, after all, one of the most unequal countries in the world (The World Bank in South
Africa, 2018). The lack of transparency, coupled with weak justifications provided for
seemingly excessive rewards, might serve to deepen some challengers’ convictions. Although
the transparency and justification categories primarily relate to responsible remuneration, they
have significant ethical implications. The same logic applies to the composition of executive
pay packages.
Conclusions and Recommendations
The authors acknowledge that executive remuneration is only one of many corporate
governance considerations that have drawn shareholder activists’ attention of late. Other
concerns raised locally and internationally centre on director independence, tenure and meeting
attendance (Cai, Garner & Walkling, 2009; Viviers, 2015). Group Five, Net 1 UEPS and PPC
have all experienced “watershed moments” in 2008 in that shareholders took decisive (and very
public) steps to transform the composition and strategic directives of their boards (Mahlaka,
2018). Some activists have also stepped up the pressure in terms of social and environmental
considerations (Crotty, 2018c; Duncan, 2018). Activism on executive remuneration, therefore,
does not represent a social movement on its own, but rather forms part of the broader
shareholder activism movement in South Africa.
The collective identity of the challengers evaluated in this study could be summarised as
seeking both fair and responsible executive remuneration. The attempt to file a shareholder
resolution at Sasol provides evidence of a willingness among challengers to share individual
resources for the common good. The evidence might suggest that the challengers wish to
transform existing institutional logics and society’s views on executive remuneration.
Several observations suggest that the movement has most likely progressed beyond the
emergence stage to the coalescence stage. Della Porta and Diani (2006) claim that emerging
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social movements are characterised by little to no organisation on a topic of discontent. They
also assert that aggrieved parties usually undertake individual action during the emergence
stage, rather than collective action. This stage is furthermore characterised by the establishment
of social movement organisations. Members of these organisations serve as agitators who raise
consciousness around certain issues.
During the coalescence stage, a clearly defined sense of discontent appears among challengers.
Hopper (1950:273) posits that dissatisfaction is now no longer “uncoordinated and individual”,
but has rather become “focalized and collective” during this stage. Individual participants are
also aware of each other and leaders start to arise. The fact that challengers’ contestations
regarding executive remuneration could be aggregated into four fairly homogenous categories
(Table 2) suggests that the social movement under observation has achieved some level of
clarity and focus on issues of collective interest.
Two developments in 2018 suggest that challengers have been able to reframe some of the
views held by incumbents in the organisational field. The first development relates to
Truworths International, which published details on their performance targets a week before
their AGM. A company spokesperson claimed that it was done to “avoid a shareholder
backlash” (Crotty, 2018d). This company clearly recognised the value of protecting their
reputation by anticipating shareholders’ questions and acting accordingly. The second
development refers to the Companies Amendment Bill, which was put forward by the
Department of Trade and Industry for public comment in September 2018 (Kennedy-Good,
2018). This bill proposes that Section 30 of the Companies Act be revised to compel companies
to publish a three-part directors’ remuneration report at financial year-end.
Other logics will be quite difficult to transform. Remuneration committees have the daunting
task of attracting, retaining and motivating talented executives and, therefore, need to consider
economic realities as well as the actions of competitors in the same sector (Devers, Cannella,
Reilly & Yoder, 2007). Public disclosure of executives’ packages has resulted in pay
benchmarking and the resultant challenge of setting fair, yet competitive, packages. The
establishment of social movement organisations, such as Active Shareholder and Just Share,
and the proposed regulatory change are positive developments. Some leaders are also emerging
in the form of the PIC and Old Mutual Investment Group (albeit that both prefer private to
public interactions with investee companies). Much remains to be done in terms of
strengthening the movement to reach the third stage of the social movement development,
namely bureaucratizing.
When South African investors are questioned on why they do not collaborate more closely on
social, environmental and governance concerns, they often refer to a legal case in 2002
(AfricaSRI, 2016). A consortium of asset managers that owned more than 35 per cent of the
issued shares of Comparex were accused of ‘acting in concert’ after they notified the company
that they had agreed in principle to change the composition of the board. The Companies Act
defines ‘acting in concert’ as “any action pursuant to an agreement between or among two or
more persons, in terms of which any of them co-operate for the purpose of entering or
proposing an affected transaction or offer” (Republic of South Africa, 2009). Comparex’s nonexecutive directors argued that, by acting in concert, the consortium was obliged to make an
offer to the company’s minority shareholders (which they never did). The Takeover Regulation
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Panel, however, ruled that there was no affected transaction and that there was, consequently,
no obligation to make an offer to minority shareholders (AfricaSRI, 2016).
To clarify the matter, the PRI’s South Africa Network Engagement Working Group entered
into discussions with the Takeover Regulation Panel in 2010. They established that a ‘concert
party’ is not created when institutional investors are discussing matters of mutual interest or if
they share opinions about a particular company. A ‘concert party’ is only established where
investors “agree a common plan under which to work together” (De Pasquallie, 2012:2). In
light of this clarification, activist investors are strongly encouraged to intensify collaborations.
To promote fair and responsible executive remuneration in South Africa, it is furthermore
recommended that more institutional investors speak out in public on matters that concern
them. More individual and minority investors might be emboldened to follow suit. Investors of
all sizes are impelled to vote against remuneration policies that do not meet their approval.
Remuneration committees are encouraged to provide stakeholders with sufficient and
transparent information to make informed decisions. Specific attention should be paid to the
size of pay packages, both in total and in relation to performance-based incentives.
In this study, the majority of press coverage on executive remuneration was negative. The
media should, however, provide a more balanced perspective on this matter. Academics have
a responsibility to educate the next generation of shareholders on their rights and
responsibilities. The corporate leaders of the future should be exposed to the notions of
accountability, fairness and social justice. Future research could be conducted on the
effectiveness of local challengers in shaping the size and composition of executives’ pay
packages.
Current and new challengers in the ‘fair and responsible executive remuneration’ social
movement should realise that persistence is required when aiming to reform deeply rooted
institutional logics. They would do well to remember Ghandi’s words of encouragement in the
face of adversity: “First they ignore you, then they laugh at you, then they fight you, then you
win” (in Gee, 2011). Victories in the shareholder activism space will not only benefit specific
challengers, but will also promote the interests of the broader South African society.
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THE RELEVANCE OF FINANCIAL REPORTING AREAS WITHIN IFRS FOR
SMES: A SOUTH AFRICAN STUDY
YASSEEN, Y; MOHAMED, W & ASMAL, A
University of Witwatersrand
Abstract
This study sought to establish the relevance of various areas of financial reporting included in
the International Financial Reporting Standards for Small and medium-sized entities (IFRS for
SMEs) in South Africa. In addition this study investigated whether the size of an entity affects
the relevance of the financial reporting areas which are included in IFRS for SMEs.
Accordingly, this paper explored the opinions of South African accounting practitioners who
are knowledgeable in the application of IFRS for SMEs.
A mixed methods sequential explanatory research design was adopted. A structured
questionnaire was administered to a sample of 64 accounting practitioners. Thereafter in-depth
semi-structured interviews were conducted with 21 accounting practitioners, the results of
which elaborated on the results obtained from the questionnaire.
The results suggest that the financial reporting areas included in IFRS for SMEs are applicable
to the South African SME environment. Furthermore the size of an entity seems to have no
bearing on the relevance of the financial reporting areas for SMEs that are medium or small,
although entity size may have some bearing on the relevance in respect of very small or micro
enterprises.
The use of the two-phase research approach will assist professional accounting organisations,
standard setters and regulators in assessing the relevance of the financial reporting areas in
IFRS for SMEs framework.
Originality/ value: Limited research has been performed on IFRS for SMEs in both a local and
global context. This paper is the first to use a two-phase research paradigm to explore the indepth opinions of accounting practitioners regarding the content of IFRS of SMEs.
Keywords: Accounting practitioners; financial reporting sections; IFRS for SME, relevance,
size
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Introduction
In South Africa, over 90% of formal businesses are made up of SMEs, which contribute to over
half of the GDP and account for 61% of employment. The financial reporting for these SMEs
is important in order to maintain accountability and adhere to principles of good corporate
governance. The financial reporting principles embedded within a financial reporting
framework should provide information which is relevant and complete, enabling users to make
informed economic decisions (Maseko and Manyani, 2011). Full IFRS is considered to be one
of the most legitimate structures of financial reporting (Bartůňková, 2012; Phang & Mahzan,
2017). Most stock exchanges require listed companies to adopt full IFRS to facilitate crossborder investments and access to global capital markets (Schutte and Buys, 2011b; IASB,
2015). An SME’s financial reporting needs may differ to those of publicly accountable entities.
In addition, the users of the financial statements of an SME and the manner in which these
financial statements may be used by its intended users may be different from publicly
accountable entities (Hattingh, 2001; Hussain et al., 2012; IASB, 2015).
The need for differential reporting is determined on both the basis of the needs of users and an
analysis of its costs versus its benefits (IASB, 2015). The introduction of IFRS for SMEs in
South Africa was the inception of differential financial reporting, enabling some entities to
apply a less complex financial reporting framework than before (ASB, 2011). The IFRS for
SMEs is intended to be a globally accepted, simplified version of full IFRS and is intended for
entities without public accountability. According to the IASB (2015), an entity has public
accountability if its debt or equity instruments are traded in a public market or if it is in the
process of issuing such instruments for trading on a public market or it holds assets in a
fiduciary capacity for a broad group of outsiders as one of its primary businesses.

Although the IASB developed a qualitative definition of what is meant by publicly accountable,
it left the requirement of an entity to apply IFRS for SMEs to the discretion of each jurisdiction
in terms of quantitative parameters (IASB, 2015). Accordingly, in South Africa the application
of IFRS for SMEs became enforceable via the enactment of the Companies Act 71 of 2008,
which makes use of a public interest score (PIS) as a means determining which entities may
adopt IFRS for SMEs (DTI, 2008).
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In light of the importance that an SME plays in the South African economy and in light of the
fact that the IFRS for SMEs is a globally standardised framework, the purpose of this study
was to explore whether certain financial reporting areas within IFRS for SMEs are relevant to
SMEs in the South African SME sector. The research also explores whether size affects the
relevance for South African SMEs of the financial reporting areas included in IFRS for SMEs
given the lack of quantitative parameters set by the IASB. As such the research objectives are
encapsulated in the following two research questions:
R1: What are the opinions of South African accounting practitioners regarding the relevance
of financial reporting areas of IFRS for SMEs?
R2: Does the size of an entity affect the relevance of the financial reporting areas contained in
the IFRS for SMEs?
A knowledge gap has emerged owing to the limited body of research on IFRS for SMEs (Tudor
and Mutiu, 2008; Eierle and Schönefeldt, 2010; Aboagye-Otchere and Agbeibor, 2012; Uyar
and Güngörmüş, 2013). In addition there is a scarcity of academic and professional literature
that aim to identify the needs of the users of the financial statements of SMEs (Schiebel, 2008).
It therefore becomes important to explore the relevance of the financial reporting areas included
in IFRS for SMEs as a means of assessing the relative usefulness of the standard as a financial
reporting framework for South African SMEs. The IFRS for SMEs was designed as a one-size
fits all framework in that the IASB left it to the discretion of each jurisdiction to determine
which non-publicly accountable entities may or may not apply IFRS for SMEs irrespective of
the size of the entity or the form of ownership(IASB, 2015). In this regard, the impact of an
entity’s size on the relevance of financial reporting sections that have been included in IFRS
for SMEs becomes important.

This study is significant as it encapsulates the practitioners’ opinions on the relevance of
financial reporting areas of IFRS for SMEs contributing to the ongoing discussion on the
benefits and challenges of applying IFRS for SMEs within a South African setting. This study
also establishes whether an entity’s size affects the relevance of those financial reporting areas.
These aspects are important to the various regulatory bodies, such as the South African Institute
of Professional Accountants (SAIPA) and the South African Institute of Chartered Accountants
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(SAICA) which are actively involved in the promotion of differential reporting in South Africa.
While this study is limited to a South African audience it will benefit other developing
economies and provide comparative analyses to the experience of developed countries.
Literature Review
The literature review is structured as follows: First the need for differential reporting and
whether SMEs need internationally comparable financial statements is examined. Secondly a
summary of the requirements set out in the Companies Act 71 of 2008, with regard to public
accountability is presented together with the definition of an SME per the National Small
Business Act, 1996. Thirdly a consideration of the users of SME financial statements together
with the results of prior studies regarding the relevance of financial reporting areas in IFRS for
SMEs is presented.
The need for differential reporting and the internationalisation of IFRS for SMEs
The IFRS for SMEs may be adopted by a wide variety of entities and may include forms of
ownership which do not entail a distinction between management and proprietors. The benefits
of a country’s entities adopting a globalised set of accounting standards have been cited in
several studies (Bunea and Sacarin, 2012; Hussain et al., 2012; Neag et al., 2009). The
consistent application of global financial reporting standards by entities may enhance the
quality and comparability of financial information while the presentation of high quality,
comparable information improves the efficiency of the allocation and pricing of capital. In
addition, global standards improve the consistency of audit quality and facilitate education and
training. The benefits of global financial reporting standards are not, however, limited to those
entities that trade their securities in public capital markets, and SMEs and those that use the
financial information of SMEs may benefit from a common set of accounting standards (IASB,
2015).

Traditionally, SMEs have been considered to lack the financial and managerial resources
required to internationalise (Majocchi & Zucchella, 2003). According to Eierle and Haller
(2009) there is a correlation between an entity’s size and the need to provide internationally
comparable financial statements- the larger the enterprise, the more it tends to internationalise.
Consistent with this notion Abaogye-Otchere and Agbeibor (2012) found that within Ghana
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for example, small businesses have limited international dealings limiting the suitability of a
framework such as IFRS for SMEs for small businesses. Maseko and Manyani (2011) found
that within a Zimbabwean context the need to prepare a complete set of financial statements
increases as an entity grows especially into a medium-sized entity. According to the results of
the 2016 National Small Business Survey, a large portion of small businesses in South Africa
were planning to expand their operations by seeking a broader customer base and increasing
turnover (NSBC, 2016). A further illustration of growth prospects of South African SMEs is
grounded on the results which show that a relatively large portion of SMEs would consider
expanding operations cross-broader(NSBC, 2016). This highlights the importance of South
African SMEs from a global standpoint. IFRS for SMEs may assist in the production of
internationally comparable financial statements of SMEs and the financial reporting areas
included in IFRS for SMEs should therefore have the characteristic of international
comparability.
Companies Act 71 of 2008
The IASB published an exposure draft of IFRS for SMEs in 2007 and in this same year, South
Africa became involved in the testing of this exposure draft (SAICA, 2012). The adoption of
IFRS for SMEs was to serve as a means of allowing SMEs to report financial information
(Mackenzie, 2009). Since the initial adoption of IFRS for SMEs in South Africa in 2007, the
requirement of an entity to apply IFRS for SMEs has been enforced in terms of the Companies
Act 71 of 2008, effective May 2011. In terms of the Companies Regulation 2011 issued in
terms of the Companies Act 71 of 2008, the choice of accounting frameworks is between the
full IFRS or IFRS for SMEs. The Companies Regulation 2011 determines the public
accountability of an entity with reference to economic and social factors using a points system
known as a public interest score (PIS). These factors include the number of employees of the
company; the level of third party liability; the level of turnover and the number of individuals
who have a beneficial interest in the securities of a company (DTI, 2011). Table 1 below
outlines the financial reporting frameworks that may be adopted by various categories of
companies identified by the DTI (DTI, 2011).
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Table 2: Frameworks prescribed by the
Companies Regulation, 2011
Category

Prescribed Financial reporting
framework

A

Public companies not listed on an IFRS or IFRS for SMEs
exchange.

B

Profit companies whose public interest IFRS or IFRS for SMEs
score for a particular year is at least 350

C

Profit companies which hold assets in IFRS or IFRS for SMEs
excess of R5m in a fiduciary capacity

D

Profit companies with a public interest

IFRS or IFRS for SMEs

score of at least 100 but less than 350

E

Profit companies with a public interest

IFRS or IFRS for SMEs

score of less than 100 and whose
financial statements are independently
compiled

F

Profit companies with a public interest

A

financial

reporting

framework

score of less than 100 and whose

determined at the discretion of the

financial statements are internally

company

compiled
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The National Small Business Act, 1996 also catergorises entities by size by reference to
industry, turnover and number of employees (South Africa, 1996). This is represented in the
Table 2 below.
Table 2: Classification of size of an entity
according to National Small Business Act, 1996
Sector/industry

Size

Employees

Turnover (in rands)

Agriculture

Very small

10

400 000

Small

50

2 million

Medium

100

4 million

Very small

20

3 million

Small

50

7.5 million

Medium

200

30 million

Very small

20

4 million

Small

50

10 million

Medium

200

40 million

Very small

20

4 million

Small

50

10 million

Medium

200

40 million

Mining and
Quarrying

Manufacturing

Electricity, Gas and
Water
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Construction

Retail, Motor Trade
and Repair Services

Wholesale Trade,
Commercial Agents,
Allied Services

Catering,
Accommodation and
Other Trade

Transport, Storage
and Communications

Finance and
Business Services

Community, Social
and Personal
Services
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Very small

20

2 million

Small

50

5 million

Medium

200

20 million

Very small

20

3 million

Small

50

15 million

Medium

200

30 million

Very small

10

5 million

Small

50

25 million

Medium

100

50 million

Very small

10

1 million

Small

50

5 million

Medium

100

10 million

Very Small

10

2 million

Small

50

10 million

Medium

100

20 million

Very small

10

2 million

Small

50

10 million

Medium

100

20 million

Very small

10

1 million

Small

50

5 million

Medium

100

100 million
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Based on the above, it can be seen that the term SME is broad and may be defined by different
parameters. The enactment of legislation that compels an entity to adopt a certain financial
reporting framework such as IFRS for SMEs should the entity exhibit certain quantitative
parameters emphasises the need to assess the content relevance of that financial reporting
framework and the bearing of an entity’s size on the relevance of that content. The element of
size and content relevance is further driven by the broadness of the term SME.
Financial reporting areas which are relevant to SMEs
The standards of IFRS for SMEs were developed by extracting the fundamental concepts
contained in the framework and by taking into account the modifications that were deemed to
be appropriate in light of the users’ needs and cost-benefit considerations. The intended
simplification process included, in part, the omission of certain topics found to be irrelevant to
SMEs (IASB, 2015).
Users of financial statements
In the main the users of financial statements of SMEs are not regarded as experts (Van Wyk
and Rossouw, 2009). When developing IFRS for SMEs, the IASB identified certain categories
of users of financial statements prepared according to IFRS for SMEs. These users included
banks that make loans to SMEs; vendors that sell to SMEs and use SME financial statements
to make credit and pricing decisions; credit rating agencies, customers of SMEs that use SME
financial statements to decide whether or not to do business with the SME and shareholders of
SMEs who are not also managers of their SMEs (IASB, 2015).

The IASB did not identify taxation authorities and owner-managers as users of financial
statements of SMEs (IASB, 2015). Hattingh (2001) argued that, in respect of the majority of
non-listed companies, the users comprise the following three groups, namely, bankers, owners
and tax authorities. The results of the study carried out by Van Wyk and Rossouw(2009) also
showed that the most prominent users of such financials statements were the banks, SARS and
owner-managers. However, these groups are all able to obtain further information if required
and, thus, there is no need for complex reporting (Hattingh, 2001). Owner-managers, for
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example, may have access to the management accounts and usually have a sound understanding
of the trading operations of the business. Consequently, they do not need the information
presented in the form of financial statements, suggesting impartiality towards the accounting
framework used. Mohamed, Yasseen and Omarjee (2019) also found that banks and SARS are
regarded as the most prominent user group of SME financial statements. The results of this
study regarding the relative usefulness of IFRS for SMEs for these users differed however with
some practitioners believing that the framework offered more credibility to a set of financial
statements, promoting an enhanced understanding of the entity and eliciting less questioning
on the parts of Banks and SARS. Others believed that adherence to the IFRS for SME
framework may have arisen out of the sense of standardisation afforded by the standard
(Mohamed et al., 2019). The mixed responses received could be indicative of a progressing
SME sector – a growing awareness amongst practitioners and users of the merit of the IFRS
for SMEs. This makes it all the more important to assess the relative usefulness of the content
and the bearing of size on this usefulness.

Financial reporting areas relevant to SMEs
According to Eierle & Haller (2009), German SMEs rarely act as lessors in a finance lease. It
was found that in relation to share-based payments and employee benefits, entity size was
irrelevant. Investments in non-listed companies with 50% or more ownership are significant
for SMEs and this significance increases with the size of the entity. Joint ventures seem to be
more significant for large SMEs than for the smaller ones (Eierle & Haller, 2009).
Within South Africa, Van Wyk and Rossouw (2009), explored, among other things, the
applicability of accounting topics to SMEs and arrived at slightly different conclusions. Leases
and investment property were found to be fully applicable to SMEs, while investments in
associates and joint ventures were not applicable. No specific reference was made to the
applicability of employee benefits and construction contracts. Schutte and Buys (2011b)
classified the sections of IFRS for SMEs according to various levels of importance within a
South African context. Table 3 below highlights the results of this study. Another study by
Schutte and Buys (2011a) compared the disclosure practices of SMEs of the time with the
illustrative financial statements of IFRS for SMEs as a way of determining the suitability of
IFRS for SMEs for SMEs in South Africa. The results suggested that IFRS for SMEs was
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addressing the reporting needs of South African SMEs appropriately and would probably
become the preferred accounting framework for SMEs in South Africa. In addition fair value
accounting is not a popular practice with the SMEs in South Africa with the majority of the
financial assets observed in a sample of 100 SMEs being made at cost and 4% only of the
sample reflecting investment properties. These studies were performed at the time when the
IFRS for SMEs was relatively new in South Africa. Given the growing importance of an SME
specifically in a country such as South Africa, it becomes important to understand a more indepth contemporary view of whether the content has been of benefit to the financial reporting
of SMEs.
Table 3: Sections of IFRS for SMEs classified according to perceived level of importance
(Schutte and Buys 2011b)
Highly Important
Financial assets and liabilities
Property, plant and equipment
Income taxes
Revenue
Equity
Inventories
Leases
Employee benefits
Investment property

Moderately Important
Provisions

Low Importance

and Hyperinflationary economics

contingencies
Agriculture
Borrowing costs
Intangible assets other than

Foreign currency translation
Share-based payments
Extracting activities
Service concessions

goodwill
Impairment of non-financial
assets
Events after the end of the
reporting period

Accountings policies, estimates
and errors

Government grants
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South Africa was the first country in the world to adopt the exposure draft of IFRS for SMEs.
Despite the fact that the comments were received on the exposure draft, a limited number were
from developing countries (Schutte and Buys, 2011b). The Companies Act 71 of 2008 has
created a means of enforcing compliance IFRS for SMEs by way of a PI score system
obligating many entities to apply the framework. The areas of financial reporting within the
standard thus become important as a means of assessing whether the framework is appropriate
to the South African SME environment. In addition, the size of an entity may have a bearing
on the ability of the entity to engage in cross-border activities which in turn requires that the
financial reporting areas in IFRS for SMEs are internationally comparable. While South
African studies have identified the same user group of SME financial statements, there appears
to be a growing appreciation of a standardised financial reporting framework such as IFRS for
SMEs making it important to consider value relevance of the framework.
In addition, while prior studies in South Africa have explored the relevance of the topics
contained in IFRS for SMEs, similar to Eierle & Haller (2009) this study considers whether
size has a bearing on the relevance of topics in IFRS for SMEs. This study also sought the indepth views of accounting practitioners regarding the content of IFRS for SMEs.
Research Methodology
This research study was exploratory in nature and adopted a mixed methods sequential
explanatory approach. The mixed method approach was considered to be the most appropriate
to the purposes of the study as it incorporates both quantitative and qualitative elements and
often provides a clearer picture of a phenomenon than either approach would provide in
isolation (IVANKOVA et al., 2006; Clark and Creswell, 2011; Leedy and Ormrod, 2013). For
the purposes of this study, an accounting practitioner was defined as a professional accountant
in practice who had a professional designation as well as post qualification experience with
applying the IFRS for SMEs.
The questionnaire was sent to a purposive sample of accounting practitioners, all of whom are
members of the local PAOs that traditionally, tend to be involved in accounting services for
smaller and non-listed entities. Questionnaires were handed out at the CPD events of local
professional accounting organisations (PAOs). The data from the questionnaire was collected
and analysed between 2015 and 2016. Sixty-four responses were received; with 62 being
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usable. A sample size of 62 respondents was considered to be appropriate as the results of the
questionnaires was used as the basis of obtaining a general understanding of the financial
reporting environment of SMEs. The administration of the questionnaires involved voluntary
participation and all responses to the questionnaires were kept strictly confidential with no
personal information being collected, further enhancing confidentiality.
The respondents of the questionnaire were asked to answer Likert-type questions relating to
the financial reporting areas included in IFRS for SMEs as adapted from the study by Eierle &
Haller (2009). Each respondent was required to answer each question by reference to an SME
with which the respondent was acquainted. Information on three factors, namely, employees,
revenue and industry was collected and used to determine the size of the SME in accordance
with the categories included in the National Small Business Act, 1996. These categories are
presented in Table 2 under Section 2. Each question in the questionnaire was treated as a
variable. The dependent variable was the financial reporting area under consideration, while
the independent variable was the size of the entity. Responses to each of these variables were
captured and tallied up on a spread sheet to facilitate interpretation. Descriptive statistics were
used to interpret the results at a high level in order to gather information from the results. The
mean was used as an indication of the relevance of financial reporting areas. In general, the
lower the mean (closer to 1), the more relevant the financial reporting area was considered to
be and the higher the mean (closer to 5), the less relevant an area of financial reporting was
perceived to be.
A non-parametric one-way ANOVA was performed on each variable and showed whether or
not there were any significant differences between the results obtained between the variables.
A Kruskal-Wallis non-parametric test was conducted to determine whether the size of the SME
affects the relevance of accounting topics. A Kruskal-Wallis test result that was insignificant
indicated that entity size would not affect the relevance of financial reporting areas to SMEs.
If the results of the Kruskal-Wallis test were significant, then entity size would affect the
relevance of accounting topics to SMEs.
The semi-structured interviews were conducted with 21 accounting practitioners and the data
from the interview process was collected and analysed between 2017 and 2018. Similar studies
have utilised this sample size (Jill F Solomon & Darby, 2005; Jill Frances Solomon & Solomon,
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2006; Jill F Solomon, Solomon, Joseph, & Norton, 2013). In addition, a sample size of 21
respondents was considered large as the respondents were selected according to specific criteria
(Engelbrecht, Yasseen & Omarjee, 2018). Studies that have been published in leading
Accountancy journals and that have used semi-structured interviews range from five interviews
to 21 interviews as long as saturation of the data is achieved (Engelbrecht et al., 2018; Ram,
Maroun & Garnett, 2016).
The data obtained during the interview process was analysed by way of data reduction; data
display and data verification (O’Dwyer et al., 2011; Wallington, 2014; Maroun and van Zijl,
2016). The process of familiarisation of the data obtained from the interviews involved
listening to each recorded interview shortly after the interview was conducted and the
transcription of the data into text form (Rowley, 2012). Interviewees were given the option of
being sent their respective interview transcripts affording them the opportunity to correct or
approve data (Rowley, 2012). The researchers identified general themes from the dataset with
themes subsequently being codified. The text of transcripts was arranged according to the
various codes developed and the classification and coding of the data was reviewed by two
other researchers as a means of avoiding research bias (Rowley, 2012).
Validity and reliability
The administration of the questionnaires followed by the semi-structured interviews allowed
for the collection of sufficient evidence to answer the research questions, in this way
contributing to reliability and validity of the study (Leedy and Ormrod, 2013). The
development of rapport and the dialogue between the interviewer and interviewee were
facilitated by the interview being tape-recorded and later transcribed (Cohen and Crabtree,
2006).The responses from the interviews were transcribed and the transcripts then sent to the
interviewees for them to correct or amend them (Rowley, 2012). Suitably experienced and
knowledgeable participants were included in the questionnaire and interview samples, further
contributing to the validity of the study (Van Wyk and Rossouw, 2009; Wallington, 2014).
Both the questionnaire and the interview agenda were reworked based on the results of their
respective pilot studies (Leedy and Ormrod, 2013; Wallington, 2014; Maroun and van Zijl,
2016). The confidentiality of the potential respondents and interviewees was also maintained.
Results
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This section is divided into two sections. The first section presents the results of the structured
questionnaire administered to accounting practitioners.

The second section presents a

summary and analysis of the data of the semi-structured interviews.
Results of questionnaire
Table 4 below shows the results of the questionnaire.
Accounting

Mean

Percentage

Sizes of entities

of

topic

KruskalWallis

respondent
Value

Very

Relevance

Small

Medium

small

Construction

4.0000000

contracts
Research and

insignificant

-60%

I

R

O

insignificant

-55%

I

O

R

insignificant

I

R

O/R

insignificant

I

R

O

insignificant

I

R

O

Insignificant

relevance
4.0645161

development

Leases

Little

Significant/

Little
relevance

3.4032258

+20%

Some/little

-38%

relevance

+20%
±20%

Employee

2.7580645

Moderate/s +59%
ome

benefits

relevance

Share-based
payments

4.1129032

Little/no

-25%

-72%

relevance
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associate
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Little
relevance
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subsidiary

Listed associate
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Little
relevance

4.1935484

Little/no

-59%

O

R

I

Insignificant

I

R

O

Insignificant

-62%

I

R

O

Insignificant

-64%

O

R

I

insignificant

-57%

R

O

I

Insignificant

O

R

I

insignificant

±12%
-55%
±15%

relevance
Listed subsidiary

4.2903226

Little/no
relevance

Joint venture

3.9032258

Little
relevance

Investment
property

3.1774194

Some
relevance

±15%
-39%
+61%

Table 4: Source: Author calculations produced by SAS enterprise guide

The mean value displayed in Table 4 above was used as an indication of whether each financial
reporting area was relevant to SMEs. Table 4 presents the percentage of participants who
believed an area to be relevant with a positive percentage indicating that the topic is relevant
and a negative percentage indicating that the topic was irrelevant. In instances where the
percentage is both positive and negative, the result was interpreted as the topic being of limited
relevance.
The column labelled “size of entities” indicates the relevance of the accounting area for a
particular size of entity. ‘R’ represents the most relevant topic, ‘I’ indicates the most irrelevant
topics and ‘O’ indicates a borderline result. The Kruskal-Wallis statistic shows whether the test
was significant or not. If the results of the Kruskal-Wallis test were found to be significant then
there are size-based differences for the dependent variable (financial reporting area). On the
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other hand, if the results of the Kruskal-Wallis test were insignificant, there are no size-based
differences in the dependent variable.
Interpretation of results
Share-based payments, listed associates and subsidiaries were shown to have little to no
relevance for SMEs as the majority of the respondents (between 62% and 72%) believed that
these topics were irrelevant to SMEs. Construction contracts, research and development,
investments in non-listed associates and non-listed subsidiaries bear little relevance to SMEs
as indicated by the mean score of above 4.
In relation to leases with the SME being the lessor, the percentage of respondents who felt these
topics lacked relevance for SMEs was between 38% and 40%. Between 20% and 40% of
respondents answered that they are relevant to SMEs. Based on this it was concluded that the
topic does have relevance to SMEs albeit to a limited degree.
Employee benefits and investment property were found to have some relevance for SMEs
based on the result that between 59% and 61% of respondents believing that the topics are
relevant to SMEs. Only 25% to 39% answered that they were not relevant.
Regarding the size of an entity, most of the accounting topics were found to have some degree
of relevance to small and medium-sized enterprises only. Most accounting topics examined
seemed to be of little relevance for very small enterprises. The results of the Kruskal-Wallis
test were found to be insignificant for all financial reporting areas included in the questionnaire,
indicating that, overall the size of SME has no impact on the relevance of accounting topics.
Results of the semi-structured interviews
This section presents the results of the interviews regarding the content of IFRS for SMEs.
Only key themes regarding the content of the IFRS for SMEs which emerged from the
interview data are presented below. The open-endedness of interview questions prevented
participants from providing a rehearsed response. It is interesting to note the differences and
similarities that were uncovered in the financial reporting areas from the two phases of
research. In addition, while the first phase may have highlighted areas that have limited
relevance, the results of the interview process highlighted areas that are relevant. Overall based
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on the results of the second phase of research, it would appear that size is not a factor in
determining the relevance of financial reporting areas to SMEs. This is line with the results of
the first phase of the research
Investment property
According to the data from interviews, accounting for investment properties seems to be a
common occurrence in the SME market. It was explained that this could be due to the way in
which individuals had procured properties under the apartheid regime- individuals would
acquire property and register the property in the name of an entity specifically set up to house
the property. Also, individuals often set up property companies for the purpose of estate
planning and that this type of setup lends itself to the SME market. The results of the interview
and the questionnaire suggest the relevance of investment properties as an accounting topic in
the SME sector, although to varying degrees. While the results of the questionnaire suggest
that investment property has some relevance, the data from the interview process show that
investment property is widespread in the SME market emphasising the importance of the
investment property section in IFRS for SMEs.
In addition, the responses obtained during the interview process regarding the measurement of
investment property indicated that the choice of using either the cost model or the fair value
model depends on the client. One respondent, who served a relatively large number of property
rental companies, explained that the need to fair value the investment property posed a problem
when the full IFRS was the only reporting option for such companies. However, since the
adoption of IFRS for SMEs, a consideration of the cost benefit exemption provided for in the
investment property section allows the item to be carried at cost, providing relief. It was further
noted that most SME clients prefer to keep items of property at cost. Another respondent
confirmed this notion and elaborated on it by explaining that accounting for investment
property at cost could also be related to the shortage of valuators of assets and the lack of
reference to an active market.
Contrary to the above-mentioned findings, another interviewee, also with relatively extensive
experience with investment property, noted that the fair valuing of investment property was
relatively common. The intention of the client in reporting the figures may be the cause of the
difference in response. If, for example, the client wanted a statement of financial position to
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appear stronger, fair valuing of investment property would be one area where this could be
done. The fair valuing of investment property may also become more important in instances
where the client is selling his/her business or is interested in selling the item of property in
question. South Africa has one of the lowest survival rates of SMEs while SMEs are faced with
a variety of challenges such as the inability to procure financing (Panday, 2017). The difficulty
in obtaining financing may explain why practitioners may favour the fair-value model as it
allows assets to be shown at a higher value which may in turn be favoured by financiers.
Group structures
It emerged during the interview process that group structures were fairly common in the SME
environment. This result was contrary to results of the questionnaire which indicated that topics
related to group structures (investment in associate; investment in subsidiary and joint
ventures) had limited relevance. The commonality of group structures could be attributable to
the low rate of economic growth in South Africa resulting in entities merging and being taken
over. Research into the SME landscape in South Africa shows that SMEs have a very poor
survival rate, and that a major factor prohibiting their growth includes the inability to obtain
finance (Panday, 2017). Such realities may possibly explain the increase in group structures.
The finding regarding the increase in group structures is also in contrast to the results of the
study conducted by Van Wyk and Rossouw (2009) and Scutte and Buys (2011b) where it was
found that topics relating to groups structures were not considered appropriate for the SME
market. It was also suggested at the time that topics on business combinations such as joint
ventures and associates could also be omitted from the standard (Van Wyk & Roussow, 2009).
However, this suggestion may not suit a contemporary SME market. Also, at the time of the
adoption of IFRS for SMEs in 2007, little was known about the effect that it could have on the
SME sector. The time lag of 10 years has seen a significant number of market shifts – political
and economic – which have changed the SME landscape. Thus, while it may have been relevant
to consider what to omit from the standard ten years ago, the question today is more
appropriately what else needs to be included?
Financial instruments
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According to the interview data, financial instruments had been encountered by all the
respondents, although to varying degrees. It would appear that the basic financial instruments
such as accounts payable and accounts receivable were the more predominant types of financial
instruments encountered. The fair valuing of financial instruments had also been experienced
in varying degrees. Some of the types of financial instruments which would require a fair value
measurement included foreign loans; share portfolios and derivatives. It was explained that
foreign loans which arise as foreign forms of finance are apparently easier to obtain than South
African loans. For example, a European loan is more easily obtained than a South African loan
as the European financiers are often interested in promoting the economy. Some financial
instruments are also inflation targeting given the high level of inflation that South Africa is
experiencing and may be one possible explanation of the results from the survey.
In relation to these financial instruments which require fair valuing, the researcher did not note
any level of difficulty being expressed during the interview process and, in general, the
participants seemed comfortable with accounting for fair value movements.
It was also noted that the reduction in the disclosures surrounding financial instruments, as
compared to the full IFRS, was regarded as a significant advantage.
Other areas of the financial statement identified as significant
Several interviewees clarified that areas of significance in financial statements depended on
the nature of the client- again confirming the notion that entity size is unrelated to the relevance
of the financial reporting requirements of the SME. PPE was specifically identified as relatively
important. Aspects such as the residual value and component approach had not often been
encountered by the participants. In addition, their experience with such concepts depended on
the nature of entity. For example, mining entities are likely to adopt the components approach
as are manufacturing entities. A possible explanation for this phenomenon is that several SMEs
buy assets with the intention of using them for many years, resulting in a very small residual
value. In contrast to this view, if items are depreciated over a useful life that is shorter than
their true lifespan, then residual values become relevant. In instances where residual values had
been encountered, the difference between IFRS for SMEs and the full IFRS was recognised as
a relief to the extent that concepts such as residual values and the re-assessing of the useful life
of an asset need not be done every year and only if there is an indication that such estimates
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have changed. This is particularly true if the item of PPE is considered to be complex and the
use of an expert may be required to make the assessment.
Conclusion and recommendation for future research
The results of the first phase of the research revealed that most of the topics included in the
questionnaire were found to be irrelevant to South African SMEs although topics such as
construction contracts, group structures and share-based payments were found to bear little
relevance to the SME sector.
In terms of size, the first phase of the research study showed the size of an entity does not affect
the accounting in respect of small and medium-sized enterprises. Size may however have an
impact on very small/micro enterprises. Most of the accounting topics surveyed was more
relevant to small and medium-sized enterprises with little relevance to very small or micro
entities. The second phase of the research suggested that the nature of an entity as oppose to
quantitative parameters of an entity determine the relative merit of the standard. Taken in the
context of each other however, the first and second phase of the research still seems to suggest
the need to consider the merit of introducing a third tier in the financial reporting framework
designed to meet the needs of smaller or micro-entities. This notion is in line with the findings
by Mohamed et al (2019) but the manner in which to create this framework is yet to be
solidified.
This study is not without limitations. This paper focused mainly on the size of the entity and
the relevance of certain financial reporting areas to the South African SME. This study did not
focus on the entire IFRS or IFRS for SMEs and did not explore other factors that are possibly
related to the content of the IFRS for SMEs. This study assessed the responses of accounting
practitioners to determine the relevance of size of an entity and the relative usefulness of the
content of IFRS for SMEs, as opposed to gathering the viewpoints of the users of financial
statements prepared according to IFRS for SMEs.
This study has brought to the fore areas of future research which include:


An assessment of whether a simpler third-tier would be beneficial to smaller or microentities.
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An identification of the reporting needs of micro-entities and a determination of an
appropriate manner in which a simpler version of IFRS for SMEs may be created.



An identification of the relevance of IFRS for SMEs to specific industries within the
South African SMEs the industries.



An exploration of the opinions of the key users of SME financial statements such as the
banks on the relative usefulness of IFRS for SMEs as a reporting framework.



An an in-depth exploration of practitioners and users opinions on the relative merit of
other factors that affect the content of IFRS for SMEs such as the narrative style of the
standard, the relative worth of the components that make up a complete set of financial
statements and the effectiveness of cost-benefit exemptions included in the standard.
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