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FOREWORD
Dear readers,

with pleasure we are presenting our new issue of the Journal of Account-
ing and Management.

After the International Scientific and Professional Conference Accounting and 
Management, held in September in Zadar, Croatia organized by the Association 
“Croatian Accountant” and the RRiF College of Financial Management, Za-
greb our Journal has been enriched by the new papers that were presented at 
the Conference but also with the papers directly submitted to the Journal.

As always, all the papers were blindly peer-reviewed, requiring the accep-
tance by two independent reviewers to be published in this Journal.

During each issue, and with every new day, our efforts to promote our pro-
fession are getting stronger including our commitment to strive for excellence. 
We hope that the knowledge presented in this Journal is useful to scholars, stu-
dents and all the other interested parties.

We thank all the authors, co-authors and reviewers and invite you to use 
your input to contribute to our joint work.

Editor-in-Chief
Đurđica Jurić, PhD, College Professor
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MANAGING ACCOUNTING AND FINANCIAL 
ASPECTS OF MARKETING

ABSTRACT

In marketing management everyday work the emphasis is on development 
of creative concepts, execution of marketing promotions and choosing of correct 
channels for communication with target consumers, which depends on a number 
of factors. Often marketing employees strongly believe that activities such as bud-
geting related to marketing activities, monitoring of budget spend and calculations 
of return on marketing investment belong to the scope of accounting and finance. 
The aim of this paper is to highlight the necessity of improvement of financial literacy 
of marketing employees, which would enable them to regularly measure marketing 
efficiency and marketing profitability. Apart from controlling implementation of mar-
keting programs and apart from performing marketing audits, marketing employees 
also have to monitor company’s marketing budget spend in order to make sure there 
is little deviation from marketing plan and that marketing costs are rational. In ne-
gotiations with vendors, they need to analyse cost structure, conditions of invoicing 
and payment, and when they report to management, they need to perform analyses, 
generate exact calculations, and also make conclusions based on numerical data and 
suggestions for future actions. Better understanding of accounting and financial as-
pects of marketing can improve cooperation of marketing function with other bu-
siness functions. Determining of contribution of marketing activities to company’s 
financial results and clear reporting of it will make marketing function more credible.

Keywords marketing budget management; cost allocation; marketing 
metrics; marketing profitability; marketing function credibility
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1. ACCOUNTING AND FINANCIAL TERMS IN MARKETING

In everyday work of marketing employees the emphasis is on develop-
ment of creative concepts, execution of marketing promotions and choice of 
correct form of communication and channels for reaching the target groups 
of consumers, depending on product lifecycle and the type of business. At the 
same time, the activities of budgeting, cost tracking, invoicing, calculations 
of key performance indexes, calculations of profitability and performance ef-
fectiveness are rarely considered to be typical marketing tasks. In scientific lit-
erature intended for marketing employees a term  „profit maximisation“ can 
often be encountered, in the context of main business goal which should drive 
the entire marketing strategy, marketing goals, tactics and marketing activi-
ties. This term and other similar ones pose a question: How much do marketing 
experts really understand accounting and finance terms, and processes and 
aspects which do not belong to the scope of marketing management as their 
main field of expertise and interest? It can be concluded that among market-
ing employees, who work at different marketing positions in companies, there 
is a common misconception of important accounting and financial terms, con-
ceptually and pragmatically. Possible reason for this could be a general lack of 
interest in accounting and financial terms or a certain level of fear and inse-
curity in using them, probably due to existing unclarities or misunderstand-
ing of how they should be implemented in everyday tasks of marketing de-
partment. Even though the majority of marketing employees have completed 
formal education in some field of business, this is not always the case. Many 
of them gained formal education in other branches of social Sciences, Humani-
ties or Art so they may not have the necessary business know-how which they 
regularly need to be able to effortlessly perform tasks within marketing func-
tion. At the same time, the majority of employees in accounting and finance 
business function have completed formal education such as economics high-
school, business school, financial management schools, accounting and/or 
training programmes, accounting courses, controlling schools, etc. That is why 
it is so difficult for employees in different functions to „speak the same financial 
language“, but it would be highly appreciated if efforts in this direction were 
made. (Stewart, 2006) 

Differences in financial literacy of Croatian citizens can be explained by 
different individual socio-demographic characteristics such as age, sex, educa-
tional background, household income, work experience, employment status 
or the size of the city they live in. According to market research conducted 
by Vehovec, Rajh and Škreblin Kirbiš in 2015, planning of personal finances in 
generally approached in a similar way by all Croatian citizens. Less financially 
literate citizens are people from smaller towns, younger in age, with weaker 
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educational background, female, with lower income and unemployed. Re-
search shows positive change in financial literacy of Croatian citizens in the 
past several decades – precisely, in their knowledge, attitudes and behaviour 
when it comes to personal finances. (Vehovec, Rajh and Škreblin Kirbiš, 2015) 
Similarly, as when managing family finances, employees in marketing have to 
know how to effectively manage company’s financial funds which they have 
available for marketing activities of the company’s brand. In order for them 
to be able to do that in the most efficient way possible, they would have to 
be able to understand accounting and financial terms, logic and processes. 
The fact is that majority of marketing employees lack accounting know-how, 
especially young persons with less working experience, who are seldom given 
needed support in the form of introduction to accounting and financial terms, 
while at the same time it is expected that they use them regularly. When Mar-
keting managers draft annual marketing plan, they take into account all costs 
for which there is reasonable possibility they could occur. They carefully make 
detailed estimates and plans and make sure financial funds for marketing are 
correctly allocated for each market, for each sales channel and communication 
channel, for each marketing campaign and for each month of the upcoming 
year. Many people will say that activities of budgeting and cost reservations 
do not belong to the domain of marketing function. However, in many small 
and medium-sized companies there isn’t a person in accounting and finance 
function who would be in charge of these kind of activities and marketing cal-
culations in general. Exceptionally, in foreign companies which do business at 
Croatian market as subsidiaries for marketing, it is possible to find positions 
which combine marketing and accounting tasks, considering the entire busi-
ness of such companies is directed to marketing. Such companies organize 
in-house educational workshops for marketing employees on the topic of mar-
keting budget analysis, in order to bring to their attention the importance of 
transparent budgeting, marketing measurement and reporting on marketing, 
so that they would be able to make optimal business decisions in the upcom-
ing period.  

Despite the intention for bringing closer very different standpoints and 
despite the aim to improved mutual understanding between marketing em-
ployees and accounting/finance employees, they will maintain different per-
ceptions, way of working and approach to activities for which they share re-
sponsibility.  Therefore, different conclusion can be made on the optimal way 
of organizing the implementation of such business tasks. In marketing func-
tion, proactivity and creativity are very important characteristics of each em-
ployee because through them Marketing managers ensure that key marketing 
function goals will be attained. A company which has proactive and creative 
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marketing employees can regularly launch even better and more interesting 
products and services. It can reach its customers in the right way, at the right 
place and time, by using interesting and memorable communication message, 
with the goal of outrivaling the competition and achieving as high market 
share as possible. On the other hand, the most important factors in account-
ing and finance jobs are accuracy, meticulousness, promptness, respecting 
deadlines, rules, standards and laws, as well as high level of responsibility for 
business analysis and reports. The similarity of employees in accounting and 
finance function with employees in marketing function is evident in a number 
of deadlines which need to be respected, which affect their work, the entire 
job tasks split and organization of duties within both of these business func-
tions. Deadlines which marketing employees have to respect include dead-
lines for obtaining offers and cost-estimates from marketing agencies and 
vendors, deadlines for structuring and producing marketing plans, deadlines 
for conceptualizing and implementation of promotional campaigns, deadlines 
for production or adaptation of different types of ads, deadlines for obtain-
ing approvals of media plans and approvals of marketing activities start date, 
deadlines for delivery and distribution of promotional materials, deadlines for 
various events management and organization, deadlines for creating budgets 
in the system, and other. Next to all of these, cooperation with accounting and 
finance department is a secondary task for marketing experts. The communi-
cation issue occurs when they believe their work is done at the moment when 
they have forwarded vendor invoices to accounting because in their mind af-
ter that point all further activities should be done by colleagues in accounting 
and finance function. It is important to mention that marketing employees are 
faced with numerous tasks (within the company) and some of them are not 
their core business, but hold a priority in front of cooperation with accounting. 
To name a few, marketing employees make joint decisions with sales teams 
concerning product range, they cooperate with legal department on matters 
related to laws, contracts and addendums with vendors and subcontractors. 
They do administrative tasks such as creating purchase request, coordinating 
purchase orders and vendor offers which they process together with procure-
ment business function. On top of that, marketing employees are requested 
to provide to accounting and finance function a number of explanations and 
evidence of realized marketing activities for incoming vendor invoices. It is 
understandable that the purpose of processing business documentation in a 
manner as required by accounting and finance is to ensure the transparency of 
completed marketing activities. 
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2. MEASURING MARKETING EFFECTIVENESS AND 
PROFITABILITY

Designing marketing strategy which will motivate customers to buy a cer-
tain product, making decisions on optimal communication channel combinati-
on, as well as profitability calculations per customers should be based on figures. 
In order to ensure profitability for the company, customer portoflio has to be 
analysed in detail and descions on marketing investment made in a strategic 
manner. (Beasty, 2007) Often, investment in marketing is seen as „the black hole“ 
of the company due to insecure return on investment from marketing activities. 
Because of that, it is not possible to determine what affect do marketing activiti-
es actually have on sales increase. In spite of that, Marketing managers of today 
manage marketing metrics and marketing investment better than before. At the 
beginning of each calendar year many of them even make reservations budget 
solely intended for measuring of marketing and determining the effectiveness 
of marketing activities because by doing so, they ensure credibility of marketing 
business function of the company. (Marshall, 2007) It is highly recommended 
that once in a while companies do a critical review of achieved marketing goals 
and marketing profitability and to examine their market approach strategy. This 
is done by marketing effectiveness review, regular marketing activities control 
and analysis, and by marketing plan audit. For Marketing managers and company 
management, the areas of marketing profitability and marketing effectiveness 
are the main marketing areas of interest. (Ferrell and Hartline, 2008) A company 
can learn about the effectiveness of a marketing strategy by analysing marketing 
costs and by comparing sales results with connected marketing costs and achie-
ved profit margins. By doing this, Marketing managers will be able to allocate 
available financial funds for future marketing activities in a more adequate way.  

2.1. MARKETING METRICS

With the aim of creating total success of the company, marketing effectiveness 
is estimated by usage of marketing metrics. With „Hard“ marketing metrics being 
revenue and profit, Soft“ marketing metrics are, for an example, brand awarene-
ss, number of impressions, Gross rating point (GRP), company ranking at organic 
search, ad reach, marketing campaign reach, etc. The most important marketing 
metrics which today’s companies use for measuring of marketing effectiveness 
include: market share, total number of customers, relative perceived quality, re-
lative price, customer retention rate due to brand loyalty, customer satisfaction, 
customers’ complaints, brand awareness, product availability (Hooley et al., 2017), 
profitability and sales growth. (Faridyahyaie, Faryabi and Noubar, 2012)
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Table 1: Some marketing metrics

Relative market share Product availability Relative price

Percentual annual growth Brand awareness Relative perceived quality

Total sales revenue Return on investment (ROI) Number of clicks on online ad

Total number of customers Return on marketing invest-
ment (ROMI) Number of impressions

Customer retention rate Return on sales (ROS) Organic search ranking

Customer satisfaction Sales growth Ad reach or campaign reach

Customer complaints Economic added value Gross rating point (GRP)

Source: Farris et al. (2014) Metrike marketinga. Konačni vodič kroz mjerenje marketinške izved-
be, drugo izdanje. Wharton School Publishing. Mate d.o.o. Zagreb; 13-20

Profitability in a certain period (year, semester, quarter or month) is usually 
compared with the profitability achieved in the same reference period in previous 
year(s). Marketing profitability can be monitored at a particular product level, at 
a level of a group of products, at a level of a part of product range, at the entire 
product range level, at a specific marketing campaign level or at a product promo-
tion level. It is measured by calculating the return on investment, which takes into 
account limited financial funds of the company and is used for determining priori-
ties during budget allocation process. ROI is one of the most important metrics for 
planning and assessment of marketing activities because other marketing metrics 
don’t follow main business goal of the company and can’t be used to ensure ma-
king of best decisions. On the other hand, ROI offers greatest advantages to mar-
keting experts because it is in line with primary goal of the company and can be 
used as a tool in planning and decision-making process. Due to difficulties in ROI 
measurement, many companies still haven’t accepted it as a primary marketing 
metric. In order for company to be able to measure and plan marketing activities 
and achieve higher ROI, customer lifetime value is supposed to be longer than 
the existing one. Additionally, the number of customers gained owing to a certain 
marketing investment should be, presumably, as high as possible with marketing 
costs as low as possible. Marketing campaings which are aimed at increasing of 
profit per customer or customer retention rate, depend on measuring of customer 
lifetime value because this metric allows the results to be presented. In order for 
company to achieve highest possible profit, it has to measure and optimize ROI 
for all marketing investment activities together. If a company has a goal to achieve 
the optimal ROI, then it will have to measure and optimize the combination of 
customer lifetime value, total number of customer and marketing costs. By using 
ROI analysis and a quality support system,  marketing experts will have the oppor-
tunity to learn financial terms and aspects in a simple way, develop more effective 
strategies and achieve better marketing results. (Lenskold, 2002) 
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3. COOPERATION OF MARKETING FUNCTION WITH 
ACCOUNTING AND FINANCE FUNCTION

Successful managing of company’s marketing budget suggests timely reser-
vation of financial funds for future marketing investments, correct fund allocation 
into specific marketing activities (aligned with annual marketing and manage-
ment plan) as well as systematic supervision and monitoring of budget spend 
dynamics in order to understand potential deviations from the plan, and to pre-
vent them if possible. Economic budget management highlights the need to 
rationalize marketing costs and savings when making every single decision on 
engaging a particular supplier for a particular project. By analyzing offers of se-
veral possible suppliers, by chosing the most affordable offer for each marketing 
project and by assesing fair market values, each marketing employee participa-
tes in total company’s marketing budget management. Many marketing experts 
who are in charge of budgeting marketing activities at strategic marketing le-
vel, already have the necessary financial knowledge. Apart from having to make 
decisions on correct budget split per sales and communication channels for the 
upcoming year, for all marketing campaigns, for a single market or a number of 
markets at which a company’s does its business, they also have to decide if they 
will increase or decrease investment for specific marketing activities comparing 
to previous year investment. They also include additional, unforeseen costs into 
budgeting for the upcoming year. In order for marketing experts to be able to 
have a clear insight of remaining marketing budget at any given moment, they 
regularly monitor the dynamics of budget spend and bear responsibility for de-
cisions made in regards to the available budget. They have to designate amou-
nts for each marketing activity and try to stick to the plan as much as possible, 
and at the same time be prepared for potential budget reallocations possibilities 
from one campaign to another, or from one month to another (Caragher, 2007), 
if so requested by management. If marketing employees understand the way in 
which sales data refer to their part of job, they will perceive their role in the busi-
ness process in an entirely different way. Even though the task of monitoring of 
percentual revenue increase in comparison to a referent period, usually belongs 
to employees within the sales function, it is useful for marketing employees to 
understand that sales revenue increase will also impact the planning of future 
marketing activities due to cause-effect relationshop of available budget within 
the company and due to a goal for reaching new customers / consumers and the 
lasting aspiration for achievement of greater market share. 



90

Petra Leonora Cvitanović: MANAGING ACCOUNTING AND FINANCIAL ASPECTS OF MARKETING 
Journal of Accounting and Management 2018, vol.: 08; no.: 02; page 83 - 94

Table 2:  Accounting and financial aspects and terms needed within marketing 
function

Net amount of cost-estimate / 
offer / purchase request

Opening and closing of market-
ing budgets 

Calculations and correct cost 
allocation 

Gross amount / vendor invoice 
amount Open items list Invoice payment due date

VAT amount calculations and 
VAT payment exemption

Marketing agencies’ retainer fee 
and commission

Key performance indicators 
calculations

Service performance date and 
invoice date Reinvoicing and commission ROI analysis

Profit and loss account structure Profitability calculations Cost reservations in the system

Source: Author’s work

For many activities marketing function and accounting / finance function 
share responsibility. For an example, areas of shared responsibility include cal-
culations and making sure costs are correctly allocated, supplier invoices, ROI 
analyses and making important business decisions based on customer profita-
bility data. (Waters, 2005) However, sometimes marketing function employees 
make unfounded requests from their colleagues in accounting and finance func-
tion. Namely, there isn’t a clear explanation why tasks such as return on marketing 
investment calculations and marketing profitablity calculations should be „tran-
sferred“ to accounting and finance function. Detailed reports, analyses of value of 
customers for the company and exact calculations of costs and revenue connec-
ted to a particular marketing activity should be related to marketing function for 
sure. Therefore, an increasing number of companies is starting to open „Product 
Manager“ job positions in the search of employees who will act as intermediari-
es between accounting and finance function on one side and marketing functi-
on on the other side. Beside executing a purposeful analysis of market research 
results, Product Managers manage product lifecycle, define product prices and 
manage product range. Except for making predictions of demand dynamics and 
calculating profitability for each product, they also make decisions on closing of 
marketing budgets if it will impact profit and loss account in a positive way, and 
they decide on withdrawing unprofitable products form the market. Luckily, em-
ployees at these positions have an understanding of terminology and processes 
both from marketing domain as well as from accounting and finance domain. 
This enables them to successfully coordinate all included parties and to clarify 
possible uncertainties, misunderstandings and potential miscommunication 
between them. 

The way of working in accounting is set as a series of tasks which have to 
be executed every day, often by systematically and in a predetermined order, 
including: bookings of bank statements and incoming invoices, issuing of in-
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voices, checking of open items and payment of due invoices, reconciliation of 
financial cards, compensation execution, rebooking of amounts from incorrect 
accounts to the correct ones, corrections of analytical data in the general ledger. 
Also, accounting employees are in charge of liquidation of travel expense reports 
and claims, salaries, fees, reimbursements, inventory checklist and amortization, 
monthly and yearly accounting closing, annual financial statements, etc. Task split 
per certain job positions within accounting and financial function is quite cle-
ar and there isn’t an employee who would be able to perform marketing costs 
analysis, marketing investment analysis nor other connected calculations and 
reports. Subsequently, due to the lack of highly needed support for such tasks, 
marketing employees often develop their own model for tracking and calculation 
of return on marketing investment. Therefore, conclusions and decisions are of-
ten made agreeably with other colleagues from marketing department or based 
on own professional experience and intuition instead of being based on business 
analyses and numerical data. 

4. CONCLUSON

The issue of calculating specific contribution and revenues achieved as a 
result of executed marketing activities has often proved to be a stumbling sto-
ne and a subject of disagreements between employees of different business 
functions in a company. In order to improve credibility of marketing function, 
marketing employees have to be educated on accounting and financial terms, 
processes and deadlines. It is necessary that they understand them and use this 
knowledge appropriately because of operational and numerical tasks in marke-
ting which need to be performed in a smooth way. Apart from ensuring better 
understanding between these two business functions, marketing experts will 
be able to solve obstacles in everyday work more easily and all the connected 
processes will function better. Equally as they successfully take care of marketing 
planning, budgeting and monitoring of marketing budget spend, they ought to 
embrace measuring of marketing as integral part of marketing function work. 
Confident working with numbers and figures will enable them to create high-
quality marketing activity analysis and marketing budget analysis, as well as cal-
culations of marketing effectiveness and profitability performed within the scope 
of marketing function. Still in many companies measurement of the effects of 
marketing campaigns hasn’t yet been significantly developed because measure-
ment and quatification of contribution of marketing function is often perceived 
as a daunting task. In the future, it will be requested from marketing function to 
provide accurate and wholesome data on marketing return on investment as well 
as information on the results of future marketing activities which are planned to 
be reached. It can be expected that marketing function will have to justify high 
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costs of marketing campaigns and promotions so it will have to develop internal 
standards for marketing investment measurement. Otherwise, there is a risk that 
over the course of time marketing function will lose its credibility and that it will 
be perceived as a tactical function which other business functions will be able to 
steer as they please. (Stewart, 2006) 
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UPRAVLJANJE RAČUNOVODSTVENO - FINANCIJSKIM 
ASPEKTIMA MARKETINGA

SAŽETAK RADA:

U praksi upravljanja marketingom naglasak je na razvoju kreativnih koncepata, 
provedbi marketinških promocija i odabiru ispravnih komunikacijskih kanala prema 
ciljnim potrošačima, u ovisnosti o brojnim čimbenicima. Marketinški djelatnici često 
svrstavaju u domenu računovodstva i financija aktivnosti budžetiranja vezanog uz 
marketinške aktivnosti, praćenja potrošnje raspoloživog budžeta ili izračuna povrata 
na ulaganja u marketing. Cilj ovog rada je skrenuti pozornost na značaj poboljšanja 
financijske pismenosti zaposlenika u marketingu kako bi bili u mogućnosti redovito 
mjeriti učinkovitost i profitabilnost marketinga. Osim kontrole izvedbe i revizije mar-
ketinških programa, marketinški djelatnici zaduženi su i za nadzor nad potrošnjom 
ukupnog marketinškog budžeta poduzeća, u cilju ostvarenja što manjeg odstupanja 
od marketinškog plana i racionalizacije marketinških troškova. U pregovorima s do-
bavljačima, oni redovito analiziraju strukturu troškova, uvjete fakturiranja i plaćanja, 
a pri izvještavanju rukovodstvu bave se analizama, generiraju egzaktne kalkulacije, a 
trebaju i donositi zaključke na temelju brojčanih podataka i davati preporuke za dalj-
nje aktivnosti. Bolje razumijevanje računovodstveno-financijskih aspekata marketinga 
može unaprijediti suradnju marketinške funkcije s drugim poslovnim funkcijama. 

Utvrđivanje doprinosa marketinga financijskim rezultatima poslovanja poduzeća 
i redovito izvještavanje o njemu može učiniti funkciju marketinga vjerodostojnijom.

Ključne riječi:  upravljanje marketinškim budžetima; alokacija troškova; 
metrike marketinga; profitabilnost marketinga; vjerodostojnost 
marketinške funkcije
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 ABSTRACT

This paper explored the relationship between external pressure and social disclo-
sure in South African banks. The South African Kings III guideline on corporate gover-
nance highlighted the importance of inclusion of social disclosure in the integrated 
reports of banks; however, little prior research has focussed on external pressure and 
social disclosure within the South African banking sector. Hence, this paper adds a 
nuance to this branch of literature within the South African context. It used a sample 
of banks within the JSE SRI Index and applied the content analysis in data collection on 
external pressure and bank’s social disclosure. It then applied the panel data multiple 
regression statistics. Results showed that profit motive, government pressure and cu-
stomer pressure proved positively and significantly related to banks’ social disclosure 
at a P value of 0.05. The paper offers practical and policy implication for sustainability 
advocacy groups and regulators and for academics for research and academic stu-
dies. It recommends further expanded research with many years and more financial 
institutions aside of banks to research on likely strategic reasons behind banks’ social 
disclosure.
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1. INTRODUCTION

Effective bank disclosure of operations is a vital component of bank corpora-
te governance. Banking sector disclosure has moved beyond financial disclosure 
to embrace social disclosure in conformity with global sustainability. The South 
African King III guideline on corporate governance highlights the importance of 
inclusion of social disclosure in banks’ annual reports. However, few banks are 
engaging in social disclosure, which indicates the voluntary nature of social dis-
closure and the need to know what spurs South African banks to disclose.
Research shows that voluntary disclosure does not produce expected cor-
porate sustainability behaviour (Tilt, 1994; Buhr, 2007; Fernandez-Feijoo et 
al., 2014). However, corporations that endeavour to satisfy the pressure of 
various stakeholders to enhance their survival may produce sustainability 
behaviour, including disclosure (Buhr, 2007). It is likely, therefore, that ex-
ternal pressure may add to corporate initiative to disclose sustainability 
behaviour (Buhr, 2007; Garcia-Sanchez, et al., 2014). 

Previous empirical research has shown results in favour of the argument that 
external pressure relates with social disclosure. These arguments include among-
st others, to satisfy external motives (Qi et al., 2012; Rodrigue et al., 2013), to seek 
external validation (Zeng et al., 2012; Khan et al., 2013), to look good before the 
media (Lyon et al., 2013), to avoid violation of regulation and to win governmen-
tal support (García-Sánchez et al., 2013). On the other hand, other empirical re-
sults have shown results against the argument that external pressure may relate 
with social disclosure and that existence of external pressure may not necessarily 
influence social. This literature includes Amran and Haniffa (2011) who highlight 
that beside the existence of pressure in the Malaysian environment, only large 
government related business corporations showed a form of improvement in 
sustainability disclosure, indicating that external pressures did not have much 
relationship with social disclosure of the corporate entities. Similarly, Stubbs and 
Higgins (2014) argue that, rather than external pressure, it is the corporate’s inter-
nal mechanisms of change that may drive social reporting. This argument thus 
remains unsettled in the literature, given the foregoing diverse views. Within the 
South African context, however, the unique focus on how external pressure rela-
tes with social disclosure is yet untouched as no literature has specifically addre-
ssed it, and more so, within the banking industry in South Africa. 

Drawing from the foregoing background, the main objective of this paper is 
to determine if external pressure is related to social disclosure of South African 
banks. Therefore, the main research question, which this paper would answer is 
whether a relationship exists between external pressure and corporate social dis-
closure in the integrated reports of South African banks. 
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The structure of this paper is as follows: after this introduction, the next secti-
on presents a review of some related literature. Following the literature, the next 
section of the paper presents the method and analysis. The analysis is followed by 
interpretation and discussion of results; the final section presents the conclusion 
and recommendation. 

2.  RELATED LITERATURE

2.1. AGENCY AND STAKEHOLDER THEORY

The Agency theory sees the firm as an interconnection of an agreement 
between different financial agents who act entrepreneurially inside effective 
markets. Given this setting, social reporting may be helpful in understanding the 
extent of compliance with the contractual obligation commitments, if only the 
conventional financial obligation of agency contracts expands to include social 
obligations. Some research thus argues that in the absence of inclusion of so-
cial disclosure as part of the agency contract, external pressure may do little to 
influence social disclosure of firms operating in formal economic contracts such 
as banks in which social responsibility is not regarded as “significantly value en-
hancing” (Goss and Roberts, 2011:1). Therefore, the agency theory focuses on the 
economic interest of the principals and agents who operate in an economically 
efficient market, there appears to be a reduced relevance and the need for social 
disclosure in organisations that could be classified as falling within the principal 
agent contract such as the banking sector (Barry, 2012). This is more so when 
most of the perceived pressure groups do not have a strong operational presen-
ce in some organisations. For instance, lobby groups may do little to influence 
banking operations, which are under a globally recognised principal agent rela-
tionship, operating in a recognised efficient market such as the stock exchange, 
where the laws of demand and supply of financial instruments determine price 
and profit. In the context of this research therefore, the view of the agency as an 
economic or financial contract seems to support the group of researchers who 
argues against the view that external pressure would not necessarily associate 
with corporate social disclosure (Weaver et al., 1999 and Epstein and Buhovac, 
2014). However, contrary to the agency theory, Woodward et al. (1996) see the 
stakeholder theory as more closely related to societal concerns and hence sui-
table for enabling organisations to embrace social disclosure. Hence, in addition 
to the agency theory, the following paragraph discusses the stakeholder theory 
relationship within the context of this article.  

As regards the stakeholder theory, there are various branches of the stake-
holder theory, but the aspect that relates to this study is the managerial genre of 
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stakeholder theory. According to Deegan (2002) and Deegan (2014), the mana-
gerial aspect of the stakeholder philosophy opines that information is a foremost 
tool, which can be used by organisations to manage and confuse the stakehol-
ders in order to attract their care and support; such information will also assist to 
put off any likely opposition from the stakeholders. The stakeholder theory the-
refore accepts that a relationship exists between a company and its stakeholders 
and that this relationship requires responsibility and accountability (Hörisch et al., 
2014). Therefore “Stakeholder analysis enables identification of those societal inte-
rest groups to whom the business might be considered accountable and therefore to 
whom an adequate account of its activities would be deemed necessary” (Woodward 
and Woodward, 2001:1) and Monfardini et al. (2013) agrees with this sentiment. 
It is on this basis therefore, that this research attempts to know from the banks’ 
sustainability publication, if the banks’ external pressure constituents are deman-
ding sustainability accountability from them by way of disclosing corporate social 
behaviour of banks and whether the banks are thus influenced to disclose and to 
show accountability. 

2.2. EXTERNAL PRESSURE AND CORPORATE SOCIAL DISCLOSURE
Considering the growing concern of governments in greening the economy 

and the leading role of banks, there is a need to examine whether external pre-
ssure contributes in motivating banks to disclose; and if more pressure would re-
sult in improved disclosure in the integrated reports of banks. According to Visser 
(2008) and Azmat & Ha (2013) corporate social responsibility research in South 
Africa has been dominated by issues bothering on the ethics of managers. Thus 
Visser (2008) recommends that topics bordering on other aspects of corporate 
social responsibility (apart from ethics) need research attention (Visser, 2008). To 
the best of the researchers’ literature knowledge, no research has focussed spe-
cifically on the relationship between external pressures and integrated reporting 
with the focus on the corporate social disclosure in South African banks. The clo-
sest in this area in South Africa is the research by Reyers, Gouws, and Blignaut 
(2011:92) on the “study of motivations driving corporate investment in voluntary cli-
mate change mitigation in South Africa”. Yet no exact studies in South Africa have 
been conducted to evaluate the relationship between external pressure and cor-
porate sustainability disclosure in the banking industry. This research is therefore 
an attempt to make a contribution in sustainability disclosure literature by filling 
this existing research gap within the context of South Africa banks. This paper is 
different from other papers within the South African context as no research in 
South Africa has dwelt specifically on the relationship between external pressure 
and social reporting in South African banks, therefore, this research bridges this 
gap in literature and thus make a contribution to existing literature on social re-
porting in South African banks. 
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Research indicates that there is wide variety of external pressure that influen-
ces how companies respond to sustainability disclosure. These pressures include, 
among others, the government, political pressure, social pressure, regulatory pre-
ssure and customer pressure (Tilt, 1994; Delmas and Toffel, 2004; Font, Guix and 
Bonilla-Priego, 2016; Dissanayake, Tilt, and Xydias-Lobo, 2016). 

To urge companies to contribute decidedly to the earth on which they work, 
intentional self-administrative codes have been authorised and refined in the 
course of recent years. Two of the most common guidelines of sustainability re-
porting which companies have tended to follow are the United Nations Global 
Compact and the Global Reporting Initiative. From the emerging of global codes 
of reporting, research demonstrates that companies respond contrastingly to va-
rious arrangements of sustainability reporting codes. (Perez-Batres, Doh, Miller 
and Pisani,  2012; Vigneau, Humphreys and Moon,  2015 )

Sustainability disclosure is seen to have expanded among companies across 
the world between 1998 and 2015 to more than half of Fortune Global multina-
tional companies. Various research has also found that sustainability reporting 
guidelines and government backing motivate companies to report on sustaina-
bility issues more than before. (Kalk, 2003; Sierra‐García, Zorio‐Grima and García‐
Benau, 2015)

Lack of compliance to regulatory reporting requirements of sustainability in 
some countries has been found to be because of low monitoring and enforce-
ment of sustainability reporting guidelines including the lack of government and 
social support and interest in sustainability reporting. In the absence of interest 
from government and society, companies continue to show low reporting inte-
rest in some countries. (Vormedal and Ruud, 2009; Kawahara and Irie, 2015).

This is why current researchers have found that stakeholder accountability 
would be improved if companies adopt sustainability reporting. Many stakehol-
ders who have become aware of sustainability now insist that companies should 
demonstrate social accountability in their annual reports and to also ensure that 
such reports are audited by qualified professionals to receive assurance of susta-
inability information  (Hess, 2007; Gualandris, Klassen, Vachon and Kalchschmidt, 
2015). 

Whilst in many countries there is still low response or trivial information 
about corporate sustainability; the opposite has been found in South Africa whe-
re companies have been seen to be more committed in providing corporate su-
stainability commitments in their annual reports. This commitment in South Afri-
ca has made researchers to suggest that companies in emerging markets appear 
to be more concerned about the issues of stakeholders than companies located 
in developed countries (Dawkins and Ngunjiri, 2008; Atkins and Maroun,  2015; 
Mersham and Skinner, 2016).
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Achievement of improved green responsibility of a company depends 
heavily on the type of stakeholders, which a company serves diligently 
through effective accountability. This also would mean that stakehold-
ers’ conviction about corporate sustainability commitment will enable the 
stakeholders to commit more resources that will enable the firm to engage 
in improved sustainability strategy (Kalk, 2003).

Literature on social accounting, past and present, have identified many users 
of corporate social disclosure. These includes companies’ stockholders, the go-
vernment and the entire public who have interest in business (Ogan and Ziebert, 
1991; Wong & Millington, 2014). Other research such as Briscoe et al., (2014) dis-
covered that lobby groups are responsible for putting pressure on companies to 
address social reporting and accountability issues.

There are diverse literature arguments on the relationship between exter-
nal pressures on social disclosure; however, there is more empirical work that 
concludes in favour of the relationship between external pressure and social dis-
closure. In their research on whether external elements of corporate governance 
influence corporate social responsibility disclosure, Khan et al. (2013) conclude 
that that pressure applied by outside stakeholder teams within the corporate 
governance administration systems, such as external independent directors and 
external audit committees, affect corporate social disclosure in the integrated re-
ports. Also in their research, Wong & Millington (2014) list findings which include 
an increased demand for social auditing, including a social disclosure assurance 
opinion by qualified independent auditors and this has contributed to making 
firms improve their social disclosure in integrated reports. Apart from mandatory 
reporting, voluntary reporting of corporate social information has also been fo-
und as being utilised by corporations, as a rejoinder to external pressure and as 
a practical attempt to reshape external image of the corporate (Hooghiemstra, 
2000; Ortas et al., 2014). According to a study in US firms by Mallin et al. (2013), 
stakeholders’ orientation about social issues was discovered to affect the level of 
disclosure by firms. This means that companies may disclose more social issues if 
stakeholders put pressure on them for social disclosure (Mallin et al., 2013; Rodri-
gue et al., 2013). 

On the other hand, other researchers have argued against the more popular 
view that external pressure does associate with the level of corporate social dis-
closure. For instance, Laughlin (1991) and Amran and Haniffa (2011) found that, 
rather than external pressure, the firms’ level of social commitment and internal 
social committee influence the level of corporate social disclosure more. The ar-
gument against external pressure has also been supported in other related studi-
es such as Stubbs and Higgins (2014). Still others such as De Villiers (2014), posit 
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that internal performance measurement control measures, including the balan-
ced score card, have a more powerful internal drive on management to include 
and disclose social performance in their reports. The social values of the firm is 
said to be formed from internal ethical standards of the firm rather than from the 
external pressure (Oshika and Saka, 2015). 

The abovementioned researches were conducted in overseas countries, but 
research focussing on the specific issue of external pressure and social disclosure 
in South African banks has not yet been explored. Hence, this research attempts 
to fill this gap in literature by examining the association between external pre-
ssure and social disclosure in South African banks with a view to finding which 
pressure group exerts more influence on social disclosure in banks. This study 
is therefore responding to recommendations of prior research calls to investiga-
te how external factors may lead to corporate social disclosure initiatives (Kolk, 
2010)  in order to develop a new understanding of issues related to social disclo-
sure innovations (Adams and Whelan, 2009). 

The South African King III corporate governance code recommended the im-
portance of including social disclosure by companies including the banks. Howe-
ver, this was a mere recommendation with no regulatory mandate to enforce so-
cial disclosure by banks. Therefore, it becomes important to analyse the external 
pressure variables that motivates the South African banks to disclose their social 
engagements in the annual integrated reports – research in this areas is still scant 
in South Africa. Since disclosure is an important aspect of banks’ corporate gover-
nance, the paper presents the following analysis of what spurs the South African 
banks’ to disclose social issues in the annual reports. 

3. METHOD AND ANALYSIS

The research data were collected through a content analysis of integrated 
reports of sample of three South African banks. The three banks were purposively 
chosen from the banks listed in the JSE Socially Responsible Investing (SRI) Index. 
The justification for choosing the three banks is that these contained complete 
and consistent information on social disclosure and external pressure variables 
for the six years 2010 – 2015 (which formed a panel of 18 observations).  The base 
year 2010 was chosen because the South African King III report on corporate go-
vernance was released in 2009 effective in 2010. 

The researchers applied the panel data multiple regression for the data 
analysis. This was appropriate since regression statistics permits researchers to 
examine the relationship between the independent and the dependent variables 
(Jim, 2005).
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Related research in other countries have also used the regression analysis 
and panel data application in sustainability disclosure studies, these include inter 
alia Forte, Dos Santos, Nobre, Nobre and De Queiroz (2015); Sobhani, Zainuddin, 
Amran and Baten (2011) and Weber (2016) respectively. 

3.1. THE REGRESSION MODEL 

The review of literature indicates that sources of external pressure for cor-
porate sustainability disclosure include regulation, government, society, political 
and customers. In addition to these external pressure variables, the researchers 
added internal objectives (as control variables). Also from the previous literature, 
the commonly cited internal objectives for social disclosure are profit objective 
and firm reputation objectives (James, 2015; Hogarth, Hutchinson & Scaife, 2016). 

Previous literature indicates that aspects of corporate external pressure com-
prise customer pressure, civil society, government, regulation and political pre-
ssure. Therefore, the researchers used these five external pressure variables as the 
major independent variables. Furthermore, two variables of internal motivations 
for sustainability disclosure namely reputational objective and profit objective 
were added as control variables. 

The regression model is therefore presented as follows:
g = bo + b1c1 + b2c2 + b3c3 + b4c4 + b5c5 + b6c6 + b7c7 + e 

Where: 

g = dependent variable (social disclosure)

bo =  the intercept, 

b1-7 =  the regression coefficient, 

e = represents the error. 

b1-7 = independent variable (external pressure variables) as follows:

c1 Regulatory pressure 

c2 Government pressure 

c3 Social pressure

c4 Political pressure

c5 Reputational objective 

c6 Profit objective 

c7 Customer pressure
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Statistical Package
The multiple regression analysis was conducted with the used of version 1.9.8 

Gretl statistical software. Previous research bothering on corporate social respon-
sibility and sustainability also used the Gretl statistics package (Nigro, Iannuzzi, 
Cortese & Petracca, 2015; Czyzewski, Matuszczak & Muntean, 2018). 

3.2. MEASUREMENT OF VARIABLES

In accounting literature, the dominant measure of variable in social and envi-
ronmental accounting research (especially in disclosure research) is content co-
unting of the relevant text variables under study (Guthrie & Abeysekera, 2006). A 
renowned scholar in social and environmental accounting research, Gray (2008) 
unequivocally highlighted that content counting is the principal approach to me-
asure social disclosure. Previous researchers such as Unerman (2000); Tinker and 
Neimark (1987) have used content counting in their research. 

Therefore, in line with previous researchers’ measurement approach, the in-
dependent variables of this research were measured through a content counting 
of the number of times each variable was mentioned in the integrated reports 
by management as constituting a motivation for engaging in social disclosure. 
Similarly, the dependent variable was also measured by counting the number of 
social activities disclosed in the integrated reports.  
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Table 1 Results:

Does a relationship exist between external pressure and corporate social dis-
closure in the integrated reports of South African banks?

The analysis was conducted at a 0.05 significance level.   
Model 1: Fixed-effects, using 18 observations

Included 3 cross-sectional units
Time-series length = 6

Dependent variable: SocDiscl

 Coefficient Std. Error t-ratio p-value
const 2504.16 1890.25 1.3248 0.22183
RegPress 58.2886 31.3934 -1.8567 0.10044
GovPress 113.547 31.3622 -3.6205 0.00678 ***
SocPress 10.2313 31.0735 0.3293 0.75041
PolitPress 203.951 166.091 -1.2279 0.25437
ReputObj 84.7014 77.2029 -1.0971 0.30451
ProfObj 39.6205 17.7591 2.2310 0.05621 *
CustPress 95.6224 43.5283 2.1968 0.05929 *

Mean dependent var  2149.611 S.D. dependent var  2906.663
Sum squared resid  35458139 S.E. of regression  2105.295
R-squared  0.753125 Adjusted R-squared  0.475390
F(9, 8)  2.711669 P-value(F)  0.087439
Log-likelihood 155.9823 Akaike criterion  331.9646
Schwarz criterion  340.8684 Hannan-Quinn  333.1923
Rho 0.326231 Durbin-Watson  2.418169

Validity Tests:
Autocorrelation Test (Durbain-Watson Statistic)
H0: There is zero autocorrelation 
Durbin-Watson statistic = 2.41817
p-value = 0.644981
Since the p-value is greater than 0.05 the null hypothesis is accepted to indi-

cated that errors are have common variance and hence absence of autocorrelation 

Heteroscedasticity Test
Wald test for heteroskedasticity -
H0: There is a common error variance
Distribution free Wald test for heteroskedasticity:
 Chi-square(3) = 0.649047, with p-value = 0.885118
Pooled error variance = 1.9699e+006
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 unit    variance
    12.25457e+006 (T = 6)
    22.11407e+006 (T = 6)
    31.54105e+006 (T = 6)
Since the p-value is greater than 0.05, the null hypothesis is accepted to in-

dicated that errors are have common variance and hence absence of heteroske-
dasticity

Normality Test 
Frequency distribution for uhat1, obs 1-18
number of bins = 7, mean = -1.16213e-012, sd = 1883.03

interval midpt frequency rel. cum.
< -2486.0 -2924.5 2 11.11% 11.11% ***

-2486.0 - -1609.0 -2047.5 1 5.56% 16.67% *
-1609.0 - -731.90 -1170.4 2 11.11% 27.78% ***
-731.90 -  145.15 -293.38 3 16.67% 44.44% ******
145.15 -  1022.2 583.68 5 27.78% 72.22% **********
1022.2 -  1899.3 1460.7 4 22.22% 94.44% *******

>= 1899.3 2337.8 1 5.56% 100.00% *

Test for normality of residual -
  Null hypothesis (H0): error is normally distributed
  Test statistic: Chi-square (2) = 1.07927
  with p-value = 0.582961
Since the p-value is greater than 0.05, the null hypothesis is accepted to indi-

cated that error is normally distributed 

Multi-collinearity Test 
Variance Inflation Factors
Minimum possible value = 1.0
Values > 10.0 may indicate a collinearity problem
 RegPress 2.589
 GovPress 2.730
 SocPress 2.507
 PolitPress 1.662
 ReputObj 4.406
 ProfObj 1.985
 CustPress 5.922
VIF(j) = 1/(1 - R(j)^2), where R(j) is the multiple correlation coefficient
between variable j and the other independent variables
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 1-norm = 1506110
 Determinant = 5.1546489e+030
 Reciprocal condition number = 9.0979005e-007
Since all the values in the variance inflation factors are less than, there is 

absence of multicollinearity. 

Stationary Test (Unit Root Test)
Dickey-Fuller test for SocDiscl
   test with constant 
   model: (1-L)y = b0 + (a-1)*y(-1) + ... + e
Unit 1, T = 5, lag order = 0
   estimated value of (a - 1): -1.2277
   test statistic = -2.12949 [0.2418]
Unit 2, T = 4, lag order = 1
   estimated value of (a - 1): -2.03121
   test statistic = -3.42717 [0.0101]
Unit 3, T = 4, lag order = 1
   estimated value of (a - 1): -1.97722
   test statistic = -16.3542 [0.0000]

Choi meta-tests:
   Inverse chi-square(6) = 188.459 [0.0000]
   Inverse normal test = -9.26089  [0.0000]
   Logit test: t(19) = -31.6129       [0.0000]
H0: all groups have unit root
From the results, it can be seen that units 2, 3 and choi met-tests for stationa-

rity indicates p-values of less than 0.05; the null hypothesis is rejected to indicate 
that there is no unit root (not stationary). 

3.3. INTERPRETATION AND DISCUSSION OF RESULT 

From Table 1, the regression result that tested the relationship between exter-
nal pressure and social disclosure, shows that out of the seven independent va-
riables, only three independent variables (Government pressure, profit objective 
and customer pressure) had a significant P value as shown below or equal to 0.05. 
Government pressure showed a significant value of P=0.006 which is less than 
the 0.05 alpha level for this research. In addition, profit objective and customer 
pressure were significant at P=0.05 which is equal to the alpha of this research or 
P=0.05. Furthermore, the variables satisfy the normality and heteroskedasticity 
for regression analysis as indicated in the normality and heteroskedasticity tests 
in the validity tests. Therefore, the result from the analysis of the research questi-
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on reveal that within the sample banks, government pressure, customer pressure 
and profit objective motivate social disclosures. 

From Table1, the regression result tested the relationship between external 
pressure and social disclosure; three independent variables (Government pressu-
re, profit objective and customer pressure) had a significant positive relationship 
with social disclosure at P values less than or equal to 0.05. Government pressure 
showed a significant relationship at a value of P=0.006. Profit objective and cu-
stomer pressure were found to be positively and significantly related to social 
disclosure at a value of P=0.05, which is equal to the alpha of this research. This 
therefore means that within the sample of banks, government pressure, profit 
objective and customer pressure does have a significant positive relationship 
with social disclosure in these banks. However, it should be noted that out of the-
se three significant variables, only government pressure and customer pressure 
are external pressure variables, which constitute significant relationship with the 
banks’ social disclosure. 

On the contrary, four out of the seven independent variables (regulatory 
pressure, political pressure, social pressure and reputation) did not prove to be 
significantly associated with social disclosure. This finding provides information 
about what spurs social disclosure within the sample of banks. It shows that go-
vernment pressure is important to spur social disclosure in banks; it also indicates 
that customer pressure is equally important in spurring social disclosure in the 
sample of banks. The findings also mean that, apart from outside pressure, profit 
objective is one of the internal objectives that might spur banks’ commitment to 
social disclosure. 

While previous research such as Conrad and Thompson (2016) find that repu-
tation can spur sustainability disclosure behavior of companies; but this research 
finding show the contrary within the sample of banks. The small number of banks 
in South Africa might mean that reputation may not be a strong incentive or drive 
to social disclosure since the banks have many customers who direly need the-
ir services irrespective of their social behaviour.  Also previous research such as 
(Roberts, 1992), found that political and regulatory pressure influence corporate 
social disclosure, but this present research finding indicate that political and re-
gulatory pressure do not have a significant influence on banks social disclosure. 

However, these research findings on the positive and significant relationship 
between government pressure, customer pressure, profit objective and social 
disclosure confirm other previous research findings that these variables are lin-
ked to social disclosure (Eugénio, Lourenço, Morais, and Branco 2015; Cahaya, 
Porter, Tower and Brown 2015). 
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3.4. LIMITATIONS

Like in every other research, this paper had some limitations that limit the ge-
neralization of results, which also provides an agenda for further research in other 
countries. The sample size was limited to three banks, which is not representative, 
but this was due to availability of information; therefore, further research in other 
countries should consider including many more banks to enable the generaliza-
tion of findings. Furthermore, the number of years of observation was limited to 
six years, which also limits the results within this period of study. Future research 
should extend the research by including more years to see if the results would 
change. 

4. CONCLUSION 

This paper aimed to evaluate the relationship between external pressure and 
social disclosure in South African banks. The paper contributed to knowledge as 
no research in corporate social disclosure in South Africa has concentrated on 
external pressure variables using seven independent variables made up of five 
external pressure variables (regulatory pressure, government pressure, social pre-
ssure, political pressure, customer pressure) and two internal variables  (reputati-
on and profit objectives).  

Results from the regression analysis shows that out of the seven indepen-
dent variables of external pressure, three independent variables (Government 
pressure, profit objective and customer pressure) showed a significant positive 
relationship with social disclosure. Tested at an alpha of 0.05, government pre-
ssure showed a significant relationship at a value of P=0.006; customer pressure 
and profit objective were found to be positively and significantly related to social 
disclosure at a value of P=0.05. This therefore means that within the sample of 
banks where data were collected, government pressure, customer pressure and 
profit pressure from investors does affect social disclosure of banks. This finding 
brings new insight to the literature on banking sector disclosure and governance 
and contributes practically to banks’ officials’ understanding of the overriding role 
of external pressure on social disclosure. 

This research finding is limited to the small sample size and the six years of 
data coverage. This research therefore made some recommendations for rese-
arch and practice. Future researchers should expand the number of banks by 
including other financial institution; future research should also expand the time 
series coverage to enhance generalisation of future results. 
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VEZA IZMEĐU VANJSKOG PRITISKA I DRUŠTVENOG 
OTKRIVANJA U BANKAMA 

SAŽETAK RADA:

Ovaj je rad istraživao odnos između vanjskog pritiska i društvenog otkrivanja u 
južnoafričkim bankama. Smjernica o korporativnom upravljanju južnoafričkih kralje-
va III naglasila je važnost uključivanja društvene objave u integrirana izvješća bana-
ka; međutim, malo je prethodnih istraživanja bilo usredotočeno na vanjske pritiske 
i društvenu objavu unutar južnoafričkog bankarskog sektora. Stoga ovaj rad daje 
doprinos ovoj grani gospodarstva u južnoafričkom kontekstu. Koristio se uzorak bana-
ka unutar JSE SRI indeksa uz primjenu analize sadržaja u prikupljanju podataka o van-
jskom pritisku i društvenom otkrivanju unutar banke. Zatim se primijenila višestruka 
regresivna statistika panel podataka. Rezultati su pokazali da su motiv dobiti, pritisci 
vlade i pritisci kupaca pozitivno i značajno povezani s društvenim objavljivanjem bana-
ka po P vrijednosti od 0,05. Ovaj rad nudi praktičnu i političku implikaciju za grupe koje 
zagovaraju održivosti i regulatore te akademike za istraživanje i akademske studije. 
Preporuča se daljnje širenje istraživanja u dužem vremenskom razdoblju i uključivanje 
više financijskih institucija uz banke kako bi se istražili mogući strateški razlozi vezani 
za društveno otkrivanje u području bankarstva. 

Ključne riječi: bankarski sektor, korporativno upravljanje, društveno otkri-
vanje, vanjski pritisak
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DEFAULT PROBABILITY OF THE MEDICAL IMAGING 
SERVICE PROVIDERS IN HUNGARY

ABSTRACT
Medical imaging, providing Magnetic Resonance Imaging (MRI) services have a 

special, oligopolistic market in Hungary. A majority of the MRI machines are operated 
by private contractors in a Public Private Partnership form in major healthcare centres 
with defined machine-hours for public healthcare services while they can sell their 
remaining capacities on the market as well. Current paper analyses the default prob-
ability of this firms via Ohlson-O and Altman-Z’ ratios, based on their annual financial 
report data. Then, default ratios are compared to market segment- and macro-specific 
variables trough panel regression analysis to identify the key factors of this technolo-
gy-intense sector. Finally, results are compared to public default-rate databases.

Key words: MRI, bankruptcy ratio, Altman-Z’, Ohlson-O

1. INTRODUCTION

This paper analyses which factors affect default probability of the set of 
major Hungarian MRI service provider companies. This subject involves the 
calculation of the Ohlson-O default ratio, and it’s back testing by Altman-Z’ 
score. Different panel regression methods were applied to test the impact of 
technological, healthcare-sector and economic variables on the default prob-
ability. 
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The analysis was mainly motivated both by the special symbiosis between 
the private service providers and the public healthcare system and the need 
for the calibration of the Ohlson and Altman scores. Despite of their evergreen 
popularity in the literature, they were defined in the 1960’s and 1970’s on US 
data, so it is necessary to test their accuracy and responses on the business 
environment.

2. THEORETICAL BACKGROUND

Bankruptcy forecasting was initiated by the multivariate discriminant 
analysis of Altman (1968) as the Altman-Z model for public traded enterpris-
es. Later on other approaches were published like the logit model of Ohlson 
(1980), Taffler’s (1984) modified Z and Zmijewski’s (1984) probit model. Since 
then, these are the most popular methods next to the neural networks and 
contingent claims analysis (Jackson – Wood 2013) and they provide similar re-
sults for the companies (Agarwal – Taffler 2008, Altman 2017). 

The Altman-Z (1968) model was the first multivariate default-model for 
public-listed enterprises in the manufacturing sector – based on their liquidity, 
profitability and funding conditions. Later on, it was modified to study private 
firms as well (Altman 1977, Altman 2000), often referred as Altman-Z’ (1):

Z’ = 0.717X1 + 0.847X2 + 3.107X3 + 0.420X4 + 0.998X5 (1)
X1 = (current assets − current liabilities) / total assets
X2 = retained earnings / total assets
X3 = earnings before interest and taxes / total assets
X4 = book value of equity / total liabilities
X5 = sales / total assets
Companies under Z’<1.23 have 95% chance to go default in the next 

business years (it is 72% two years later and 48% three years later), while this 
chance is minimal above 2.9 (Altman 2000, Betts 1987, Kotormán 2009). 

The original Altman-Z score has been modified many times in the last 50 
years to fit private or non-manufacturing enterprises (Altman 2000). Despite 
it’s American origin, the model was successfully tested on different Europe-
an samples: it was validated on 57% of the Slovakian construction industry 
(Rybárová et al. 2016), an N=521 Lithuanian sample was analysed between 
2009 and 2013 (Marcinkevicius – Kanapickiene 2014) and nearly 60 thousand 
manufacturing and construction enterprises were compared between 2008 
and 2013 (Karasa és Režňáková 2015). The banking sector was also a subject 
of different articles: international banks (N=34) between 2007-2010 (Altman et 
al. 2017) as well as public owned investment banks (N=34) were studied (Brou 
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– Krueger 2016). The model was able to stand the test of big data analysis: 
samples like one thousand British enterprises between 2000-2013 (Almamy 
et al. 2016) or nearly nine thousand Czech companies with more than 10 em-
ployees (Machek 2014). The popularity of the method in the last two decades 
underlines its validity – however, some author (Tian – Yu 2017, Altman et al. 
2017, Brou – Krueger 2016, Almamy et al. 2016, Grice – Ingram 2001, Wu et 
al. 2010, Qi 2014) suggests that a sectorial fine-calibration or the inclusion of 
macro-variables like inflation, interest rate or lending can enhance the predic-
tive power ever further. The predictability of defaults one year earlier are vary-
ing on a narrow scale: 75 for Altman et al. (2017), 95-75% for Berzkalne – Zel-
galve (2013), 74.5% for Marcinkevicius – Kanapickiene (2014), 88% for Salimi 
(2015) and 91% for Karasa – Režňáková (2015). Recession periods can bias the 
accuracy downwards according to Berzkalne – Zelgalve (2013).

The Ohlson-O model (2) based on a logistic regression (Ohlson 1980), and 
it represents the probability of default within the next two years for P>0,5 un-
der 96% reliability: 

O=-1,32-0,407*log( TA/GNP)+6,03*TL/TA-1,43*WC/TA+0,0757*CL/
CA-1,72*X-2,37*NI/TA-1,83*FFO/TL+0,285*Y-0,521*(NIt-NIt-1)/(abs(NIt)-
abs(NIt-1)) (2)

P = 
e0

(3)
1 - e0

TA = total assets
GNP = Gross National Product price index level
TL = total liabilities
WC = working capital
CL = current liabilities
CA = current assets
X = 1 if TL > TA, 0 otherwise
NI = net income
FFO =  funds from operations (calculated according to Bíró (2015) and law 

2000/C)
Y = 1 if a net loss for the last two years, 0 otherwise
The Ohlson-O score has lower popularity in the literature: the Ebsco da-

tabase accounts for 172 articles which is remarkably lower than the appear-
ance of the Altman-Z score (N=2536). However, it can be converted to an exact 
default-probability instead of thresholds and the relative size of the company 
was involved to consider the too-big-to-fail effect as well as the cash-flow. 
This approach was mostly used to calibrate and backtest other more specific 
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models on big data analyses: US pricing anomalies were studied by Novy-Marx 
(2013), Stambaugh et al. (2012) or by Charitou et al. (2011). 

The combined use of the Altman-Z and Ohlson-O methods was suggested 
by Dichev (1998) due to their different econometric fundaments (discriminant 
analysis and logit regression) and different calibration background (samples 
from the 1960’s and the 1970’s).

3. DATA AND METHODS

The analysed sample covered all the mayor companies on the Hungarian 
MRI imaging diagnostics market between 2006 and 2017, based on their pub-
licly available annual financial reports:

 y Mediworld Plus Egészségügyi Szolgáltató és Tanácsadó Kft. (3 facili-
ties)

 y Medicover Egészségközpont Zrt. (1 location)
 y Raditec Kft. (1 location)
 y Affidea Diagnosztika Kft. (earlier: Euromedic Diagnostics Magyaror-
szág Kft. and Nemzetközi Egészségügyi Központ Kft, 7 facilities)

 y N.F.G. Egészségügyi Szolgáltató Bt. (1 location)
Other MRI machines are operated directly by the clinical centres or the 

companies were to new to fit to the sample period. However, sample compa-
nies have a diversified healthcare portfolio: from the different diagnostic ser-
vices to real-estate management or insurance business. The market is domi-
nated by the Affidea Diagnosztika Kft. with a remarkable 50-70% share in the 
balance sheet as well as in the revenues. Mediworld and Medicover takes the 
second and third place, while Raditech and N.F.G had marginal importance.

Picture 1.: Pre-tax margins
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Source: corporate annual financial reports, author’s edition

Their profitability (pre-tax ratio: pre-tax profit divided by revenues) varied 
on a narrow scale (except the volatile N.F.G.): Affidea seemed to be most profit-
able in the sample (14%), whileMediworld, Medicover and Raditec has lower 
(4-5%) ratio. 
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This study focuses on the reasons behind the changes of the default ratios, 
that is why they were regressed on different economic variables. Changes in 
the total and state healthcare spending to GDP (source: Hungarian Statistical 
Office – KSH) or log differentials of hospital beds (source: KSH), and the ap-
pearance of “MRI” in the Hungarian google searches (source: Google trends) 
represents the overall conditions in the sector. The macroeconomic and finan-
cial conditions were represented by the changes of price index in the service 
sector (source: KSH), log changes of the total corporate debt (source: Hungar-
ian National Bank – MNB), changes of the short-term corporate debt interest 
rates (source: MNB), log changes of EUR/HUF rate (source: stooq.com), reces-
sion in the Euro-zone (source: CEPR). General technological environment was 
represented by the log change of mobile internet subscriptions (source: KSH).  

Panel data can be analysed mainly through tree approaches: fixed (FE) or 
random (RE) effect models (4) or dynamic approach if the model has a ten-
dency towards autocorrelation. 

FE: γit = (α + ui) + Χit’β + εit 

RE:  γit = α + Χit’β + (ui + εit) (4)

The fixed effect model assumes that variables are different but stable in 
time, while random effect models model points on the differences among the 
variables more. Input variables shall be stationary (Im, Pesaran and Shin test 
p<0.05), residuals can not be autocorrelated (FE: Wooldridge p>0.05, RE: Bal-
tagi and Li-test p>0.05, or Durbin-Watson-test~2). Choice between FE and RE 
models depends on the Hausman test: RE is preferred under p>0.05, otherwise 
FE (Wooldridge 2010).

Dynamic panel regression is used when the number of variables are big, 
but the analysed time frame is relatively short and the dependent variable is 
autocorrelated, so it can be assumed as a product of an AR(1) process (Blundell 
– Bond, 1998; Arellano – Bond, 1991): 

γit = αγit-1 + βχit + μi + υit, i=1,…, n, t=1,…,Ti. (5)
considering:
γit = βχit + fi, ξit ahol ξit = αξit-1 = υi és μi = (1-α)fi, ІαІ < 1.  (6)
The over identification of the model is checked via Sargan-test (p>0.05).

4. RESULTS

The biggest advantage of the Ohlson-O score is its better scalability 
(100%>P>0%), while the relative corporate size and the cash-flow positions 
are included as well. Later this statistics will be used in the panel regressions, 
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after they were validated by by Altman-Z’ score. 

Picture 2.: Ohlson-O scores, probability of default
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The N.F.G. Bt increased its balance sheet by ten times during the sample-
period, creating serous financial distress after 2011. Meanwhile the market-
leader Affidea followed an improving-but-risky path as well as the Mediworld 
through improved cash-flow making and balance-sheet size growth. Medicov-
er was on an opposite path due to their deteriorating operational cash.flow. 
The Raditec operated completely cautiously with under conservative princi-
ples. However, the crisis year of 2008 had a significant impact on the entire 
sample.

Default is likely under 1.23 Altman-Z’ scores (picture 3), while the company 
is in the green-zone above 2.9. The N.F.G. Bt went trough a serious expansion, 
but it had an adverse impact on financial stability – aggressive funding and 
lagged income growth characterized the sample-period. The Raditec Kft. had 
similar size, but stayed continuously in the green-zone (except 2008) – due 
to their remarkable retained earnings and financial assets and limited liabili-
ties. Conservative funding characterized the Medicover until 2016 – they were 
unique with their generous dividend-policy and the huge short-term funding 
which is balanced by cash reserves and profitability. Affidea and Mediworld 
was located in the middle of the grey-zone – the first company can be charac-
terized through aggressive funding, limited financial assets but high profitabil-
ity. The second company had lower scores due to their higher share in short 
term liabilities and low stock of financial assets.
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Picture 3.: Altman-Z’ scores
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Both default ratios supported each other: while Raditec followed an ex-
traordinary stable path, Affidea and Mediworld proved to be riskier and the 
N.F.G. presented serious financial distress. After the robustness-check, the vali-
dated default ratios are analysed in three models, how they reacted on major 
sectorial, economic and technological developments (7-9). 

Technological model: ∆P=α∆IT+ε  (7)

Sectorial model: ∆P=α∆
ΣH 

+ βΔ
public H

+ γΔNO+ ε (8)
GDP GDP

Economic model:  ΔP = αr  + βΔL + γΔEURHUF + δαΔRec + δαΔPrice (9ab)
The developments in the technologic environment (7) can described 

trough the mobile internet penetration which opens the opportunities for cost 
cuts (distant diagnostics, internet-of-things, lower component-prices). 

Model 1: Fixed-effects, using 40 observations
Included 5 cross-sectional units
Time-series length = 8
Dependent variable: dOhlson
Robust (HAC) standard errors

coefficient   std. error   t-ratio   p-value
  const         −0.0609040    0.0660465    −0.9221   0.4086 
  dInternet  −0.276243     0.377278     −0.7322   0.5046 
  dInternet_1 0.658775     0.207680      3.172    0.0338 **
  dOhlson_1  0.0506658    0.0389944  1.299    0.2637

  
Mean dependent var   0.015385   S.D. dependent var 0.161773
Sum squared resid    0.828216   S.E. of regression   0.160878
LSDV R-squared       0.188542   Within R-squared     0.026975
Log-likelihood       20.78967   Akaike criterion    −25.57934
Schwarz criterion   −12.06830   Hannan-Quinn        −20.69418
rho −0.036750  Durbin-Watson       1.909331
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 However, the regression had to opposite result: overall technological de-
velopment increased the default ratio (even with the excusion of the N.F.G. Bt 
– 0.61 coefficient), which request for further analysis in the future. 

The healthcare sector (8) in highly affected by the continuous withdrawal 
of public spending ( public H

GDP ), and decrease in hospital capacities (ΔNO). House-
holds shall compensate it from their private savings (directly or through pri-
vate healthcare insurance plans) to balance the general healthcare spending (

Δ ΣH
GDP ). Sample companies are allowed to sell the excessive machine-hours, 

so waiting-lists can be bypassed. It can be more profitable for sample compa-
nies, because of the increased public healthcare spending increases the prob-
ability of default. We had similar results with the bed-number as well.    

Model 2a: Random-effects (GLS). using 40 observations
Included 5 cross-sectional units
Time-series length = 8
Dependent variable: dOhlson

coefficient   std. error      z p-value
  const 0.0435631 0.0333815 1.305 0.1919 
  dpub_H_GDP −0.0260059 0.481841 −0.05397   0.9570 
  dpub_H_GDP_1 0.433288 0.185614 2.334 0.0196  **
  dOhlson_1       −0.258329     0.118608     −2.178 0.0294  **

Mean dependent var 0.000948   S.D. dependent var 0.206508
Sum squared resid  1.224280  S.E. of regression   0.181903
Log-likelihood       12.97299   Akaike criterion   −17.94598
Schwarz criterion   −11.19046   Hannan-Quinn       −15.50339

Breusch-Pagan test -
  Null hypothesis: Variance of the unit-specific error = 0
  Asymptotic test statistic: Chi-square(1) = 0.120547
  with p-value = 0.728442
Hausman test -
  Null hypothesis: GLS estimates are consistent
  Asymptotic test statistic: Chi-square(1) = 2.34388
  with p-value = 0.125776
However, the increase of private and public healthcare spending all to-

gether decreased the bankruptcy likelihood (in the case of the exclusion of the 
N.F.G. Bt).  

Model 2b.: Random-effects (GLS), using 32 observations
Using Nerlove’s transformation
Included 4 cross-sectional units
Time-series length = 8
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Dependent variable: dOhlson
Robust (HAC) standard errors

coefficient   std. error z p-value 
  const 0.00995748   0.0297382 0.3348 0.7377
  dpub_H_GDP −0.00315067 0.374006 −0.008424 0.9933
  dpub_H_GDP_1 0.443835 0.331633 1.338 0.1808
  dH_GDP −0.199156     0.153104 −1.301 0.1933
  dH_GDP_1 −0.189004 0.0811505 −2.329 0.0199 **
  dOhlson_1 −0.413069 0.0278364 −14.84 8.18e-050 ***

Mean dependent var  −0.010089   S.D. dependent var   0.132855
Sum squared resid    0.325692   S.E. of regression  0.109830
Log-likelihood       27.99458   Akaike criterion    −43.98916
Schwarz criterion   −35.19475   Hannan-Quinn        −41.07406

Breusch-Pagan test -
  Null hypothesis: Variance of the unit-specific error = 0
  Asymptotic test statistic: Chi-square(1) = 1.74578
  with p-value = 0.186409
Hausman test -
  Null hypothesis: GLS estimates are consistent
  Asymptotic test statistic: Chi-square(1) = 2.25095
  with p-value = 0.133532
The general economic environment included price level, funding condi-

tions, exchange rates and external conjuncture (9ab). Central banks were fight-
ing deleveraging with low interest rates, creating volatility on the exchange 
rates as well. This is why low interest rates can have adverse impacts on de-
fault probability – generally they should improve profitability through cheaper 
funding, however an accommodating monetary policy is a sign of systemically 
shrinking macro-demand. 

Model 3a: 1-step dynamic panel, using 35 observations
Included 5 cross-sectional units
H-matrix as per Ox/DPD
Dependent variable: dOhlson

coefficient std. error  z  p-value
 dOhlson(-1) −0.110161  0.0616348 −1.787 0.0739 *
 dOhlson(-2) −0.263189  0.124511  −2.114 0.0345 **
 const   −0.00878895 0.0212695 −0.4132 0.6794 
 dr_1   −0.0206261 0.00765091 −2.696 0.0070 ***
 dL_1  0.306372 0.592305  0.5173 0.6050 
 dEURHUF_1  0.175508 0.569579  0.3081 0.7580 
 Recession_1 0.0462163 0.0124721 3.706 0.0002 ***
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Sum squared resid    0.916829   S.E. of regression   0.180953
Number of instruments = 32
Test for AR(1) errors: z = -1.5205 [0.1284]
Test for AR(2) errors: z = 0.890604 [0.3731]
Sargan over-identification test: Chi-square(25) = 36.1907 [0.0688]
Wald (joint) test: Chi-square(0) = NA
The importance of the European conjuncture and introduced monetary 

easing characterized the increase of the default probability. It is remarkable, 
because most of the sample-companies were focusing mainly on funding 
through short-term liabilities, instead of “ordinary” long-term loans. 

Model 3b: 1-step dynamic panel, using 35 observations
Included 5 cross-sectional units
H-matrix as per Ox/DPD
Dependent variable: dOhlson

coefficient std. error z p-value
 dOhlson(-1) −0.0926301 0.0517468 −1.790 0.0734 *
 dOhlson(-2) −0.252144 0.118114 −2.135 0.0328 **
 const −0.0270114 0.0236428 −1.142 0.2533 
 dr_1 −0.0184837 0.00805461 −2.295 0.0217 **
 dL_1 −0.787954 0.974828 −0.8083 0.4189 
 dEURHUF_1 0.761216 0.730065 1.043 0.2971 
 d_prices_1 0.0678340 0.0282505 2.401 0.0163 **

Sum squared resid    0.925011   S.E. of regression   0.181758
Number of instruments = 32
Test for AR(1) errors: z = -1.5054 [0.1322]
Test for AR(2) errors: z = 0.90892 [0.3634]
Sargan over-identification test: Chi-square(25) = 35.6728 [0.0767]
Wald (joint) test: Chi-square(0) = NA
 The price index in the service sector increased the default probability, un-

derlining the poor market demand.   

5. CONCLUSION

Healthcare sector has strategic importance in each economies due to their 
importance in the maintenance of the human capital. However, the establish-
ment and maintenance of an up to date infrastructure requires huge and long 
term investments. The medical imaging is a good example for that: an MRI ma-
chine can serve an entire city and the neighbouring region, while the equip-
ment can expire within a decade from technological point of view. 
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The Ohlson and Altman scores provided similar results for the sample com-
panies. However, even a continuously poor value did not resulted default auto-
matically, but it was useful to monitor the financial distress of the underlying 
companies. This kind of application was supported by our panel findings, were 
default probabilities responded on the changes in the business environment.  

This research was supported by the EU-funded Hungarian grant EFOP-3.6.1-16-
2016-00008
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ZADANA VJEROJATNOST SLIKE PRUŽATELJA MEDICIN-
SKIH USLUGA U MAĐARSKOJ

SAŽETAK RADA:

Medicinska slika, usluga magnetske rezonance (MRI) ima poseban oligopolistički 
udio na tržištu. Većina uređaja za magnetsku rezonancu imaju privatnici u sklopu jav-
no-privatnog partnerstva i posluju u glavnim medicinskim centrima. Radni sati ure-
đaja su definirani za javno pružanje medicinskih usluga, a ostatak kapaciteta može se 
prodavati na tržištu. Ovaj rad analizira zadanu vjerojatnost ovih tvrtki pomoću omjera 
Ohlson-O i Altman-Z na temelju njihovih godišnjih izvješća. Zatim se zadani omjeri 
uspoređuju s dijelom tržišta i makro specifičnim varijablama pomoću panel regresij-
ske analize kako bi se identificirali ključni čimbenici ovog tehnološki jakog sektora. Na 
kraju se rezultati uspoređuju s javnim datotekama definiranih stopa.  

Ključne riječi  MRI, omjer bankrota, Altman-Z’, Ohlson-O
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INNOVATION AND SUSTAINABILITY: DISCLOSURE 
PRACTICES OF HUNGARIAN PHARMACEUTICAL 
COMPANIES

ABSTRACT

Today, innovation and sustainability are issues that organizations need to address 
when they compose their strategies. Moreover, it is not enough to align these with 
organizational objectives, it is also necessary to inform the stakeholders about the 
firms’ attitude towards R&D&I and its connection with sustainability. The tool for this 
communication – besides the narrative parts of traditional financial statements – is 
voluntary reporting. This paper presents an empirical research about the disclosure 
practices of dominant actors of the Hungarian pharmaceutical industry: the aim of 
the content analysis is to discover items related to innovation and sustainability in 
the mandatory and voluntary reports issued by companies. This is done in order to 
support planned future research aiming to compare the disclosure practices of diffe-
rent reporting environments. We concentrate on the Hungarian market at this initial 
phase because our first aim is to come up with a list of items to search for in financial 
statements. Results show that the reporting practices of the sample firms are determi-
ned by the requirements of the Hungarian Accounting Act. Voluntary reporting and 
voluntary disclosure were found only in case of the sole public entity in the sample, 
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which presented the highest scores. Another important finding is that the two areas 
of our interest were not interlinked in the statements, so companies did not report on 
the sustainability aspects of their research practices.

Key words: innovation, sustainability, disclosure practices, voluntary reporting

1. INTRODUCTION

Pharmaceutical companies face multiple challenges regarding profitabili-
ty and sustainability due to their special role. These companies are expected to 
produce medicines for the sake of the human kind in a way that does not harm 
the needs of future generations. On the other hand, achieving profitability and 
satisfying several groups of stakeholders – investors, creditors, states, authori-
ties, the public etc. – are goals that must be met by the organizations. The 
sector has a two-tier structure: few large multinational research-based firms 
comprise the market with a larger number of smaller companies who do not 
have a significant role in bringing great innovations to the customers (Blum-
Kusterer–Hussain 2001).

Large pharmaceutical entities operate in a highly intense competitive en-
vironment on the medicine market, where research and innovation is a must due 
to the above mentioned complex set of short-term and long-term objectives. 
Of course, protecting intellectual property rights with patents in this situation 
is very important in order to maintain and control the results of intense R&D 
expenditure. 

 From an ethical aspect, pharmaceutical companies should act fair towards 
society and improve their corporate social responsibility (CSR) involvement (Lee–
Kohler 2010). CSR in general can be defined as a ‘set of procedures and actions 
adopted by organizations to promote good practices in the management of econom-
ic, social and environmental aspects’ (AECA 2004; Gelbmann 2010 cited by Haro-
de-Rosario et al 2016 p 176). 

Thus there is a moral obligation for firms to report on such delicate is-
sues which are not treated routinely in traditional accounting: environmental 
issues, human resource, innovation capacity and strategies. These topics have 
one very important feature in common: they would be classified in accounting 
as intangible assets or commitments, but usually they are not listed on the Bal-
ance Sheets due to strict recognition criteria in accounting regulations. So the 
task is to find out how to incorporate such important strategic questions into 
company-level communication which are traditionally not reported as part of 
annual statements.  

As we can see in the literature there are plenty of examples for research 
related to “sustainability,” “corporate and social responsibility” (CSR), “corporate 
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responsibility” (CR), and “triple bottom line” (TBL) (Idowu et al 2016 p 1.). The 
terms are sometimes used as if they were synonyms. Undoubtedly, new ways 
of reporting are emerging, and in the future integrated reporting is going to 
be in the centre of attention (Dumitru-Jinga 2015). 

Moreover, the idea of sustainability may appear in other areas than CSR 
reporting. The idea of responsible research and innovation (RRI) is that social, 
ethical and environmental aspects should be taken into consideration during 
the implementation of research, development and innovation projects (Luko-
vics et al 2017). This also brings the issue of sustainability reporting to a new 
level, challenging the policy makers to set standards that lead to comparable 
reports providing the stakeholders information about the entities’ attitudes to-
ward such responsibilities. 

As for the European pharmaceutical industry, the research and develop-
ment expenditure in 2016 was 33,949 million € and 178 million € in Hungary 
(EFPIA 2018 p 7). The production of the Hungarian market for the same year 
was 3,050 million € (EFPIA 2018 p 12). The sector has been growing in the re-
cent years: investments for increased 13 percent in 2017 mainly due to the 
most significant firms of the market (KSH 2017 p 7). The majority of perfor-
mance of the Hungarian pharma sector is deriving from four massive actors 
each of which carries out research and development activities: Richter Gedeon 
Nyrt., Egis Nyrt., Teva and Sanofi Group. The volume R&D spending of these 
firms is outstanding even in a European perspective and includes all levels of 
research and product development (Sipos–Cseh 2014 p 143). This makes the 
Hungarian pharma sector a logical choice for exploring the financial and vol-
untary reporting practices for R&D aspects.

Our research aim is to find out how research-intensive participants of the 
Hungarian pharmaceutical industry communicate about their R&D&I efforts 
and sustainability issues. We concentrate on the Hungarian market at this ini-
tial phase of the research because our first aim is to come up with a list of items 
to search for in the financial statements. Firstly, it is necessary to frame an in-
dex that can be applied later during the course of future research extended to 
several European countries. Similarly to Bellora–Guenther (2013) we analysed 
the statements manually because we intended to rely on our understanding of 
the published data instead of computer software. The most logical way to do 
this is to read financial statements published in our country to avoid language 
barriers. Our final aim is to be able to compare the reporting culture of the 
Hungarian pharmaceutical sector with more developed countries in Europe.

We apply the methodology of annual statement content analysis. We de-
sign a list of the most important items based on previous literature (Ragini 
2012) and search for the items in the mandatory and voluntary annual reports 
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of the sample entities in order to get information about the level of disclosure. 
The structure of this paper is as follows: after the introduction, the second part 
deals with sustainability reporting practices in the pharmaceutical sector. The 
third section presents the research methodology along with the sample and 
the main results. The last section contains the conclusions.

2. SUSTAINABILITY REPORTING PRACTICES

As accounting is a tool of communication with the stakeholders, it has a 
key role in providing necessary information to the proper groups of interested 
parties. In terms of reporting channels, there is financial accounting which re-
sults in systematic and standardized statements prepared for external stake-
holders by firms based on local accounting standards. The content of these 
documents in not restricted to the mandatory elements, but evidence shows 
that in Hungary the intangible reporting culture of the largest companies is 
basically determined by the requirements of the regulations which state what 
kind of information has to be included in the narrative parts of the statements. 
Listed companies – which enclose the business report to the financial state-
ments – are exceptions: in their case voluntarily disclosed information is also 
significant (Kovács 2015). 

However, in the near past, there have been voices saying that support-
ing short-term decision making is not the only objective of financial report-
ing. Stakeholders also need information about whether the entity has been 
managed in a way that reflects their interests, which leads us to the issue of 
stewardship or accountability. The reasoning includes that even if a primary 
user is not currently considering a buy or sell decision, they could be interested 
is understanding the entity’s strategy and value creation in the longer term 
(EFRAG et al 2013).

The European Union has recently put more emphasis on the issue of re-
porting information related to the firms’ social and environmental responsibil-
ity. Directive 2013/34/EU already required entities to include issues related to 
environmental and social aspects in the management report. Later, directive 
2014/95/EU amended the former regulation to enhance the disclosure of non-
financial and diversity information by certain large undertakings and groups, 
leading all member states to incorporate these rules in their accounting regu-
lations (in Hungary this lead to an amendment in the Hungarian Act on Ac-
counting). The directive also mentions the aim of the development of such 
frameworks that serve as common basis for sustainability reporting, setting 
already existing ones as examples. 

Besides mandatory reporting, another tool is voluntary disclosure, which 
is a much more flexible and non-standardized method of communication usu-
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ally focusing on non-financial information. Sustainability issues have been 
dealt with for decades in dedicated statements focusing on the so called triple 
bottom line (i.e. social, environmental and economic) aspects. From the 1980’s, 
annual statements began to incorporate the management commentary, en-
vironmental reporting and governance or remuneration reports as new tools 
to address multiple information needs of a broader audience (Dimitru–Jinga 
2015). In the new millennium, sustainability reporting emerged and according 
to Blum-Kusterer–Hussain (2001) the pharmaceutical sector’s contribution to 
the topic was linked to such issues as global warning, ozone depletion, reduc-
tion of emissions, the efficient use of resources, the disposal of unused prod-
ucts and packaging, biodiversity, animal ethics, genetic engineering and the 
impact of consumption. The authors study the process of eco-change in the 
pharmaceutical industry and define eco-innovation as ‘changes to the produc-
tion process that decrease the product’s impact on the natural environment 
and/or increase intra-generational or inter-generational equity’ (Blum-Kuster-
er–Hussain 2001, p 301).  

As a consequence of the need for this kind of communication, new or-
ganizations emerged establishing frameworks for voluntary integrated report-
ing (e.g. International Integrated Reporting Council – IIRC). The advantages of 
creating such standards is that the users of companies’ statements get infor-
mation on the organizations’ long-term non-financial goals and value creation 
which is standardized on some level. This also helps businesses to build trust 
with a wide range of stakeholders and create a favourable image. According to 
Rosario-de-Haro (2016), CSR disclosure has to be treated in the pharmaceutical 
sector as a strategic issue and the method of disseminating the information 
to stakeholders is also an important question to be considered. The authors 
analysed the information published by firms in the Spanish pharmaceutical 
industry provided in sustainability reports and CSR reports available online. 
The researchers found 50 such reports online from a preliminary sample of 
315 companies chosen by sector and firm size, meaning that around 16% of 
the entities published them (Rosario-de-Haro 2016, p 180.). The authors also 
state that in order to get to the public, a new kind of approach is necessary and 
annual statements need to cover the leading topics of communication (e.g. 
corporate strategy, operational and financial reports along with CSR issues) in 
integrated reports. 

As today, information technology is an area of constant development, 
internet plays a key role in the technical implementation of communication 
with the users of annual statements. In this way, transparency and interaction 
with the stakeholders can be brought to another level in the future, meaning 
that the once-in-a-year reporting will probably be replaced with day-to-day 
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communication and interaction. There is also a rationale for the companies to 
invest in internet financial reporting, since according to research, it can be a 
factor that affects financial performance for specific firms (see Pinto–Ng Picoto 
2016).

3. RESEARCH METHODOLOGY AND RESULTS

Our chosen methodology is content analysis of financial statements and 
other published reports of the sample entities. The sample consists of those 
members of the Hungarian Association of Pharmaceutical Manufacturers1 
which are engaged in R&D and Innovation. Since according to the Hungar-
ian Act of Accounting2 entities must report the expenses related to research 
and development in the narrative section of the financial statements, these 
sections of the most recent statements were examined and out of the 35 
members 10 firms were included in the sample as they disclosed R&D-related 
information for the year 2017. The sales revenues of the sample firms range 
between 3-1,300 million € which means that they all count as large entities in 
the Hungarian business environment. Out of the ten entities nine are private 
limited companies, and one is a public limited corporation. All of them com-
pose the Hungarian form of the so called full annual financial statements (with 
no exemptions regarding content), which were collected and analysed for the 
purpose of this research. 

In Hungarian regulations, the Business Report must be prepared and at-
tached to the financial statements but the law does not require entities to 
make it available online except for public companies. As a consequence, these 
were not downloadable in case of nine of the sample companies but was avail-
able for the single public entity. Based on the law3, as a public-interest en-
tity, one of the corporations must prepare an additional Non-financial State-
ment as part of the Business Report in which the impact of their operations 
on environment and society are also disclosed. Besides financial statements, 
we also checked whether any of the sample companies publish other types of 
voluntary statements (CSR or Sustainability Statements, GRI4 reports, etc.) on 
their websites. The sole public limited company published a so-called annual 
statement, which included dedicated chapter for financial data, information 
for shareholders, corporate governance, research and development, social re-
sponsibility and human resource among others.  For the rest of the sample 
companies no such reports were found online for the financial year 2017. 
1  https://www.magyosz.org/hu
2  Hungarian Act of Accounting: ’2000. évi C. törvény’, paragraph  92. § (4)
3  Hungarian Act of Accounting: ’2000. évi C. törvény’, paragraph  95. § 
4  Global Reporting Initiative
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After collecting the available statements, we comprised a list of the items 
based on which the content analysis was carried out. We defined 34 R&D-re-
lated items (see Table 1), most of which were included in Ragini’s (2012) re-
search. Items 1-20. comprise the R&D group in Ragini’s research. To these, we 
added six other items based on what we found in the annual statements (21-
26.). Items 27-34. were present in Ragini’s group for Intellectual Property, and 
we decided to include them to have some information about those results of 
research and development which are protected by law and help to achieve 
competitive advantage on the market.  The rest of the list (35-45.) are those 
pieces of information collected from Ragini’s which give us an idea about the 
firms’ attitude towards sustainability.

Table 1. List of the searched items

1. R & D Facilities 16. Technical know-How 31. Patent Ranking

2. R & D Activities* 17. New Technologies 32. Intellectual Property Cycle

3. R & D Personnel 18. Details Regarding Fund-
ing of R&D*

33. Intellectual Property Activi-
ties

4. R & D Focus Areas 19. Information Technology 
Initiatives

34. Intellectual Property Man-
agement

5. R & D Centres/ Bases 20. Information Related to 
Software Cost

35. Corporate Ethics/Code of 
Conduct

6. R & D Structure 21. Capitalized R&D in the 
Balance Sheet*

36. Environmental Activities*

7. R & D Efforts/Initiatives 22. Depreciation method of 
Capitalized R&D*

37. Environmental Philosophy*

8. R & D Results/Achieve-
ments

23. Depreciated Amount of 
Capitalized R&D*

38. Environmental Pro-
grammes/Policies*

9. R & D Expenditure* 24. R&D Income 39. Environmental Initiatives

10. R & D Expenditure as % 
of Sales

25. R&D Risks 40. Environmental Commit-
ments*

11. Growth Rate of R&D Ex-
penditure

26. R&D Quality Manage-
ment

41. Environmental Management 
Framework

12. Reason for the Increase or 
Decrease  in Expenditure

27. No. of Patents 42. Environmental Matters*

13. Information on Account-
ing Treatment of R&D 
Expenditure*

28. No. of Patents (area-wise) 43. Environmental Expenditure*

14. In-process Research and 
Development

29. Value of Patents 44. Products/Technologies Con-
tributing to Environment*

15. Technology and Innova-
tion

30. Value of Acquired Patents 45. Corporate Social Responsi-
bility

Note: marked items are compulsory to disclose if relevant.
Source: own construction based on Ragini (2012)
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The entities are required to disclose some of the listed items based on 
our accounting regulation if these are relevant (14 marked items in Table 1). It is 
important to state that an if an entity does not include these items can simply 
mean that the item is nor relevant (for example there are no capitalized devel-
opment costs in the balance sheet, so items 21-23 will not be disclosed). What 
we can say that if these items are in the financial statements, then this is not 
voluntary disclosure but a mandatory one. The other 31 which are not marked 
are voluntary to communicate. 

Our results are concordant with earlier research stating that the disclo-
sure practices of Hungarian companies are deeply determined by the account-
ing regulations, and voluntary disclosure is very limited. Table 2. presents the 
number of the items included in the annual statements by companies. 

Table 2. Disclosure scores of the ten sample companies

Sample com-
panies 
(1-10.)

1. 2. 3. 4. 5. 6. 7. 8. 9. 10.

R&D&I Mandatory 3 4 7 7 6 3 3 3 2 1

Voluntary 1 0 0 15 3 1 0 0 0 1

Total 4 4 7 22 9 4 3 3 2 2
Sustainability Mandatory 1 3 2 6 5 0 3 1 0 0

Voluntary 0 0 0 4 0 0 0 0 0 0

Total 1 3 2 10 5 0 3 1 0 0
Source: own construction

Overall, the ten companies present on average 3.9 mandatory R&D&I 
elements and 2.1 voluntary items. On sustainability, the average number of 
reported mandatory items is 2.1, and the average of voluntary disclosed ele-
ments, is 0.4. However, it is obvious from the results that there is one outstand-
ing company which is not surprisingly the public company with the available 
business report and the non-financial statement integrated into the above 
mentioned annual report. If we remove this one company from the sample, the 
averages drop significantly – around zero – in the voluntary sections. Except 
for the mandatory items where it is 3.6 and 1.7. 

Publicly listed companies usually disclose more information on a volun-
tary basis, which is true for our sample as well. Since these companies tend 
to put more emphasis on transparency and communication with the stake-
holders, the voluntary items appear a lot more frequently. But as in Hungary 
the number of publicly listed companies at present is around 40, this is a very 
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small minority from all operating entities. As a consequence of this, the most 
frequently appearing items in the sample statements were among the com-
pulsory ones: R&D activities, R&D expenditure, Details regarding the funding of R&D, 
Environmental matters were reported by at least six entities. There were many 
items from the list that were not found in any of the statements, for example 
those related to Intellectual Property (32-34.).

Another important finding is that there were no examples in the financial 
statements for the companies to link the areas of R&D&I with sustainability. 
This does not mean that their strategies or policies lack the sustainability con-
siderations when it comes to research or innovation, but they certainly do not 
find it important to inform the stakeholders about such initiatives. 

4. CONCLUSION

The aim of this research was to explore the corporate reporting culture of 
Hungarian pharmaceutical firms and examine how they communicate about 
sustainability and R&D&I with the stakeholders. We applied a methodology 
that aims to find information related to the chosen topics in the mandatory 
and voluntary annual statements of firms. The main contribution of this phase 
to our planned research is that we were able to frame the list of 45 items by tak-
ing elements from earlier research and supplementing the list based on our ex-
periences. We applied manual content analysis based on a list and checked the 
reports of ten companies which are engaged in R&D. The results show that the 
reporting practices of the sample firms are determined by the requirements of 
the Hungarian Accounting Act. Voluntary reporting and voluntary disclosure 
were found only in case of the sole public entity in the sample, which present-
ed the highest scores. Another important finding is that the two areas of our 
interest were not interlinked in the statements, so companies did not report on 
the sustainability aspects of their research practices. Of course, sample size is a 
significant limitation of the research which also impedes comparison with the 
results of different studies at this point. In the future, additional results could 
be obtained by enlarging the sample which would make it possible to find var-
iables (e.g. profitability, firm size, ownership structure) that might explain the 
differences in disclosure scores. Another way of continuing the research could 
be the application other methods: qualitative research could definitely be use-
ful for discovering the motivations and barriers behind the reporting culture. 
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INOVACIJA I ODRŽIVOST: JAVNA OBJAVA U FARMACE UT-
SKIM TVRTKAMA MAĐARSKE

SAŽETAK RADA:

U današnje vrijeme inovacija i održivost su teme kojima se tvrtke trebaju baviti 
prilikom stvaranja svoje strategije. Štoviše, nije ih dovoljno prikazati kao ciljeve unutar 
organizacije, već je potrebno informirati udioničare o stavu tvrtke prema istraživačkim, 
razvojnim i informacijskim aktivnostima, kao i njihovoj vezi s održivošću. Alat za takvu 
komunikaciju – uz narativne dijelove tradicionalnih financijskih izvješća – predstavlja 
dobrovoljno izvješćivanje. Ovaj rad predstavlja empirijsko istraživanje o praksi javnih 
objava vodećih farmaceutskih tvrtki u Mađarskoj. Cilj analize sadržaja je otkriti stavke 
koje su vezane za inovaciju i održivost i obaveznim i neobaveznim izvješćima tvrtki. 
Na taj način se podupiru buduća istraživanja koja imaju za cilj usporediti praksu javne 
objave različitih okruženja. Članak se bavi tržištem u Mađarskoj u ovoj početnoj fazi jer 
je cilj prikazati popis stavki koje se trebaju istražiti u financijskim izvješćima. Rezultati 
pokazuju da se praksa izvješćivanja na slučajnom uzorku tvrtki bazira na zahtjevima 
određenim u Zakonu o računovodstvu Mađarske. Neobavezno izvješćivanje i javna 
objava nađeni su samo kod javnog tijela u uzorku, što je predstavljalo i najviši rezultat. 
Drugi važan rezultat je da dva područja našeg interesa nisu bila međusobno povezana 
u izvješćima, što znači da tvrtke nisu prezentirale aspekte održivosti u svojoj istraživač-
koj praksi.  

Ključne riječi: inovacija, održivost, praksa objave, dobrovoljno izvješćivanje
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1. INTRODUCTION

According to many scholars, international trade is important for countries 
in the wake of globalization, of which foreign direct investment (FDI) is only 
one aspect of many. FDI is known to complement domestic savings thereby 
increasing capital accumulation and investment, which in turn improve local 
productivity. FDI has been the preferred mode of entering international mar-
kets by multinational corporations (MNCs). It has been received by the host 
countries because it is a secure source of external financing, thereby contrib-
uting to the stabilisation of the host country’s economy (Makoni, 2016). Other 
spillover effects of FDI are the creation of employment, advanced technology, 
new markets and economic growth (Anyanwu, 2006). Despite this, the inflows 
of foreign direct investment into Africa have been significantly lower than 
those of other developing economies in Asia and Latin America (African De-
velopment Bank, 2015). 

Key determinants of FDI have been identified as previous inflows of FDI, 
foreign portfolio investment, human capital development, macroeconomic 
stability, institutional quality, natural resource endowment, reliable infrastruc-
ture development and trade openness. (Makoni, 2016). Other scholars such 
as Trevino and Mixon (2004) underscored institutional quality, infrastructure, 
import tariffs, macroeconomic stability as being positive drivers of FDI.

To this end, in line with theory and earlier empirical papers, we seek to 
examine the relationship between trade openness and foreign direct invest-
ment, using a panel of nine selected African countries comprising of Botswana, 
Cote D’Ivoire, Egypt, Ghana, Kenya, Mauritius, Morocco, Nigeria, and South Af-
rica from 2009 to 2016. The contribution of our paper is that it examines the 
period that falls immediately after the global economic crisis which had seri-
ous ramifications for many countries, and had an impact on the decision by 
international investors and multinational corporations on where to place their 
investments. We test the proposition that economies that are more open to 
trade have a higher likelihood of attracting FDI inflows, and consider our sam-
ple of African economies to be no different.

The remainder of this paper considers the associated literature, methodol-
ogy to test our variables and the analysis thereof. We end the paper with our 
conclusions and policy recommendations based on our findings.

2. LITERATURE REVIEW

The theory of FDI and by default, multinational corporations, is postulated 
from the writings of Hymer (1976), and later the eclectic paradigm of Dunning 
(1977) (see Dunning & Lundan, 2008). The ownership, locational and internali-
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zation (OLI) model are argued that international investors are motivated by 
market-seeking, efficiency-seeking, strategic-asset-seeking and rent-seeking 
reasons for pursuing FDI. According to Popovici and Calin (2014), the theory 
explained the success of FDI among countries based on the national wealth 
of a country, such as its natural resources endowment, availability of labour, 
local market size, infrastructure, trade openness and government policy re-
garding these national resources. They further argued that market-seeking FDI 
was relevant to those MNCs exploring new markets to boost their revenue, 
while efficiency-seeking companies were driven by the need to be located in 
as few countries as possible but serving a much larger market. MNCs pursuing 
strategic-asset FDI are concerned with having a global footprint while increas-
ing competitiveness, while rent-seeking companies were inspired by natural 
resources, and availability and cost of factors of production to complement 
their existing operations (Popovici & Calin, 2014).

  Although Solow’s (1957) neo-classical growth model advanced the argu-
ment that technological change is exogenous, and therefore unaffected by a 
country’s trade openness; it is the new growth theories of Romer (1986) and 
others that has been more convincing on the role of trade openness. A coun-
try’s trade openness is associated with spillover advantages such as access to 
production inputs (both imports and exports); an increased market size and 
the “contagion” effect would ensure diffusion of technology (Romer, 1994). 
Generally, MNCs can successfully serve existing and new markets, if there are 
no export restrictions, and in such a case, the greater the trade openness of 
the host country, the more positive its effect on FDI flows. On the other hand, 
restrictive trade and capital policies, exchange rate instability and poor institu-
tional quality would have the opposite effect on inward FDI. Hence, theoreti-
cally, while trade openness is linked to higher economic growth; its effect on 
FDI largely depends on locational factors.

Empirically, Balasubramanyam, Salisu and Sapsford (1996) contend that 
trade openness is important for countries to gain from the growth effects of 
FDI. Asiedu (2002) examined the determinants of FDI to developing countries 
and concluded that trade openness promotes FDI to both Sub-Saharan Afri-
can and non-Sub-Saharan African countries. In 2004, Anyanwu and Erhijakpor 
studied trends and determinants of FDI in Africa and observed that infrastruc-
ture and trade openness had a positive influence on FDI inflows. Büthe and 
Milner (2008) asserted that favorable domestic policies and trade agreements 
accelerated FDI inflows. The panel regression analysis of Liargovas and Skan-
dalis (2012) found that trade openness positively impacts on inward FDI in de-
veloping countries. Cantah, Brafu-Insaidoo, Wiafe and Adams (2018) in their 
study on FDI and trade policy openness in Sub-Saharan Africa concluded that 
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trade openness shared a positive with FDI flows. However, Aizenman and Noy. 
(2006) established bi-directional causality between trade openness and FDI.

3. METHODOLOGY
3.1. DATA AND VARIABLES

The association between trade openness and FDI will be assessed using a 
panel data set from a sample of nine African countries during the period 2009 
-2016. These countries include Botswana, Cote D’Ivoire, Egypt, Ghana, Kenya, 
Mauritius, Morocco, Nigeria, and South Africa, selected on the basis of data avail-
ability. The data was all sourced from the World Bank’s Development Indicators. 

The dependent variable is FDI which is measured as the ratio of net FDI 
inflows to GDP (FDI). Our independent variables are the log of FDI to GDP, and 
trade openness which is the sum of imports and exports scaled by GDP (TRDO-
PN). Other control variables include the real exchange rate (REXCR), macroeco-
nomic stability proxied as real economic growth (RGDPG), natural resources 
endowment (NATRES), infrastructure (INFRAS) and capital openness (KAOPEN) 
(Alfaro et al., 2004; Asiedu, 2006; Agbloyor et al., 2014).

3.2. ECONOMETRIC MODEL
In determining the relationship between FDI and trade openness, we esti-

mated the following model:

 FDIit= α0 FDIit-1+ α1 TRDOPNit+ α2 REXCRit+ α3 RGDPGit+ α4 NATRESit+ α5 INFRASit+ 
α6 KAOPENit+ εit (1)

where, i denotes country, t denotes time, α0 is a constant term, εit is a ran-
dom error term and the other variables are defined as above.

Diagnostic tests were applied to the above model before it was estimated. 
To avoid spurious results of the regression analysis, the data were tested for 
serial correlation, multicollinearity and heteroskedasticity. The Breusch-Pagan 
test was used to test for heteroskedasticity. A correlation matrix was used to 
detect any multicollinearity amongst the variables. The Ordinary Least Squares 
(OLS) model was applied on the multiple regression to determine the nature of 
the relationship between the dependent and independent variables. The next 
section presents the results of the regression analysis.

4. RESULTS

The objective of this study was to find out what effect trade openness has 
on FDI in a panel of different African countries from 2009 – 2016. The correla-
tions at 5% level of significance are presented in table 1 below.
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Table 1: Correlations

Table 2: Estimation results

POOLED OLS 
ROBUST

FIXED 
EFFECTS

RANDOM 
EFFECTS

2-STEP 
GMM

GLS LSDVC

L.FDIGDP 0.0205 -0.00678*** 0.0205 -0.153 0.00999 0.155
(0.181) (0.000638) (0.0308) (0) (0.00592) (0.284)

RGDPG 0.294 -0.330 0.294 0.718 0.340*** -0.360
(0.395) (0.534) (0.412) . (0.0277) (4.521)

REXCR 0.0344 0.208 0.0344*** 0.0140 0.0469** 0.236
(0.0300) (0.276) (0.00963) . (0.0169) (1.790)

NATRES -0.108 0.517 -0.108 2.932 -0.114** 0.471
(0.257) (0.905) (0.518) . (0.0363) (0.692)

TRDOPN -0.101 0.536 0.101 -0.00488 -0.0388 -0.561
(0.111) (0.668) (0.0887) (0) (0.0270) (0.716)

INFRAS 0.182 -0.000317 0.182*** -0.620 0.141*** 0.0267
(0.149) (0.0350) (0.0337) (0) (0.0355) (0.368)

KAOPEN 1.789 1.047 1.789 2.338 1.260*** 0.461
(1.615) (1.508) (1.096) - (0.237) (1.483)

_cons -4.942 27.21 -4.942 -6.960*

(5.155) (26.62) (8.251) (3.436)
N 63 63 63 54 63 63
R2 0.240 0.007

Standard errors in parentheses
* p < 0.05, ** p < 0.01, *** p < 0.001
Source: Author’s computation using Stata software
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Table 3 shows the diagnostic statistics of all the estimation models pre-
sented in Table 2. 

Table 3: Diagnostic statistics 

  Pooled 
OLS

Fixed 
effects

Random 
effects

Diff 
GMM GLS LSDVC

Observations 63 63 63 54 63 63

Groups 9 9 9 9 9 9

F-stats/Wald chi2 52.63 257.21 6321.68 31.83 53695.85
Prob>F/Prob>Wald chi2 0.0000 0.0000 0.0000 0.0000 0.0000

Hausman (Chi2) 121.35 121.35
Prob>chi2 0.0021 0.0021
R-SQUARED 
Within 0.0073 0.0001
Between 0.1474 0.9253
Overall 0.2404 0.0373 0.2404

Arellano-Bond AR(1) -0.99
Prob>z 0.321

Arellano-Bond AR(2) -1.00
Prob>z 0.316

Sargan test of overid 36.64
Prob>chi2 0.004

Hansen test of overid 3.02
Prob>chi2 0.771

Instruments 25

Source: Author’s computation using Stata software

Panel data enables us to undertake an analysis with relatively few data 
points, i.e. more countries and a shorter time period. In addition, panel data 
gives more variability, less collinearity, and more degrees of freedom; advan-
taging it over pure cross-sectional or time series data in that we are able to 
identify and measure effects of the independent variables on the dependent 
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variable. We used a sizeable number of estimation techniques that includes the 
pooled OLS, Least squares dummy variable (LSDV) corrected for Kiviet bias (see 
Kiviet, 1995), Fixed effects (FE) model, Random effects (RE) model, Generalized 
Method of Moments (GMM) model, and the generalized least squares (GLS) 
primarily as a means for rigorous testing (robustness). Since the economet-
ric modelling of panel data is based on two principal estimation techniques, 
fixed effects and random effects models, this study also narrowed the analysis 
to these estimators. To determine the most appropriate estimation technique 
between the two approaches, we employed the Hausman (1978) specification 
test. 

Mundlak (1978) argued that the random effect model assumes exogene-
ity of all the regressors and the random individual effects. Wooldridge (2010) 
later added weight to this argument, stating that the random effects (or error 
component) model is based on the assumption that there is no correlation be-
tween the regressors (explanatory variables) and the unobserved, individual-
specific effects. A fixed effects model, on the other hand, would allow the in-
dividual-specific intercept to be correlated with one of more of the regressors 
(Gujarati & Porter, 2009). The p-value of 0.9951 for the Hausman test indicates 
that there is no evidence that the random effects estimates are invalid, thereby 
making the random effect model more efficient than the fixed effects model 
for this study. Applying random effects would further allow generalization of 
inferences beyond just the sample in the study. The Hausman test results with 
a chi-square of 0.98 and a probability of 0.9951 suggests that we should fail to 
reject the null hypothesis, that the unobservable, country-specific effects and 
the regressors are statistically independent (orthogonal). As such, the random 
effects estimation approach results are discussed in the next section.  

5. DISCUSSION

The random effects model shows that the foreign direct investment is 
positively related with trade openness. This implies that a country with fewer 
restrictions on imports and exports both by local companies and multinational 
corporations has a higher chance of attracting FDI. The higher the openness, 
the higher the FDI. There is a direct reason and indirect reason for this nexus. 
The direct reason is that as foreign companies establish themselves in the do-
mestic market, their capital that they bring into the host countries counts as 
part of the gross domestic product, which is further enhanced through pro-
ductivity and technology advancement. The indirect reason comes through 
a transmission mechanism, whereby the FDI is an injection and therefore, 
through the multiplier effect, the country’s GDP is further boosted.  



148

Patricia Lindelwa Makoni: FDI AND TRADE OPENNESS: THE CASE OF EMERGING AFRICAN ECONOMIES 
Journal of Accounting and Management 2018, vol.: 08; no.: 02; page 141 - 152

Developing African markets are hence encouraged to adopt investment 
and other macroeconomic policies that attract FDI, as this is beneficial to the 
growth and development of the country. Also, reducing trade tariffs and of-
fering favorable taxation rates, could work positively with trade openness, es-
pecially for MNCs that export large volumes. This is in line with the neoclassi-
cal growth model that argues for a positive relationship between trade open-
ness and FDI. The results confirm what Asiedu (2002), Liargovas and Skandalis 
(2012) and Cantah et al. (2018) found with regard to the positive impact of 
trade openness on FDI.

In addition to trade openness, FDI generally goes to where other multina-
tional corporations have successfully penetrated markets, as reflected by the 
lag of FDI. Other FDI drivers are the real exchange rate which is a proxy for 
macroeconomic stability, and currency risk. A host country’s currency encour-
ages inward FDI as it increases export earnings potential. Capital openness en-
hances inward FDI in that it raises the confidence of foreign investors that they 
will be able to expatriate their earnings to their home countries. The results 
confirm what scholars such as Liargovas and Skandalis (2012) concluded on 
the effect of other determinants of FDI on FDI itself.

This study is in line with the theoretical underpinnings of new growth 
theories of Romer (1986) and others that a country’s trade openness is associ-
ated with spillover advantages such access to production inputs (both imports 
and exports), an increased market size and the “contagion” effect would ensure 
diffusion of technology (Romer, 1992). Hence, in our case, although we estab-
lished a strong but insignificant relationship between trade openness and FDI, 
we can conclude that the more open a host country is in terms of trade (and 
capital), the better its prospects of attracting and gaining from inward FDI. 

6. CONCLUSIONS

The main aim of this paper was to investigate the effect of trade openness 
of foreign direct investment (FDI) using a panel data set of nine selected Afri-
can economies, from 2009 to 2014. The study employed various econometric 
techniques such the pooled OLS, Least squares dummy variable (LSDV), Fixed 
effects (FE) model, Random effects (RE) model, Generalized Method of Mo-
ments (GMM) model, and the generalized least squares (GLS). The analysis was 
done based on the FE model as recommended from Hausman test results. The 
results revealed a positive relationship between trade openness and FDI. Like-
wise, there was a positive relationship between the lag of FDI, real exchange 
rate, infrastructure and capital openness. Although these variables are by no 
means the only determinants of inward FDI, we considered them to be the key 
factors for purposes of our study. 
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In light of these findings, the policy implications are that these African 
countries need to adopt policies that ensure macroeconomic stability and eco-
nomic growth, as well as those policies that do not hinder the flow of capital, 
both into and out of the country. By so doing, investor confidence is boosted 
while the host countries also enjoy spillover effects of inward FDI.  Future stud-
ies may investigate the minimum threshold levels that needs to be achieved 
for trade openness to have an effect on FDI. 
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IZRAVNA STRANA ULAGANJA I TRGOVINSKA 
OTVORENOST: SLUČAJ AFRIČKIH GOSPODARSTAVA U 
RAZVOJU 

SAŽETAK RADA:

Primarni cilj ovog istraživanja bio je ispitati učinak trgovinske otvorenosti izravnih 
stranih ulaganja na uzorku  od devet afričkih zemalja, u razdoblju od 2009. do 2010. 
godine. Analizirali smo naše podatke pomoću metode panel podataka. Na temelju no-
vih teorija rasta, rezultati iz modela slučajnih učinaka pokazuju da otvorenost trgovine 
pozitivno utječe na izravna strana ulaganja, iako je odnos značajan samo u 10% sluča-
jeva. Ostale odrednice izravnih stranih ulaganja koje su se pojavile bile su realni tečaj 
koji je bio pozitivan i vrlo značajan, dok je kašnjenje izravnih stranih ulaganja bio po-
zitivan i značajan za 5%; otvorenost kapitala bila je pozitivna, ali beznačajna. Dobiveni 
rezultati upućuju na činjenicu da bi zemlje domaćini trebale ukinuti trgovinske tarife 
i smanjiti stope oporezivanja za multinacionalne korporacije koje sprečavaju strana 
ulaganja. Nadalje, trebaju osigurati da njihova investicijska i makroekonomska politika 
budu primjerena za osiguranje akumulacije kapitala, što će potaknuti produktivnost i 
povećati zaposlenost.

Ključne riječi  izravna strana ulaganja, trgovinska otvorenost, Afrika
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PUBLIC SECTOR

ABSTRACT 

This paper examined the relationship between leadership, financial management, 
risk manageent, governance and clean audit. The independent variables (leadership, 
financial management, risk manageent and governance) were extracted from the 
Auditor General’s reports on audit outcomes for municipalities in South Africa for the 
five years from 2009/10 – 2013/4, and used to determine the degree to which they are 
related to the achievement of clean audit outcomes. A quantitative approach (panel 
data regression analysis) was employed, based on a positivist paradigm, to examine 
the relative effects of the independent variables as key to achieving clean audit outco-
mes. The findings show that leadership, financial management, risk management and 
governance jointly have a significant relationship with clean audit outcomes, with a 
value of P<0,005 (which is substantially below the 5% Alpha level anticipated at the 
start of the research for this paper) and additionally point to the existence of a much 
more significant relationship between achieving a clean audit outcome and gover-
nance. The paper contributes to theory and practice. The theoretical contribution is  
that the independent variables (leadership, financial management, risk management, 
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governance) need to work jointly to deliver an effective accountability and quality au-
dit – hence futher research should examined such influence jointly and also try to add 
additional independent variables. The practical implication is that public sector gover-
nance may not be blamed as a single factor that causes accountability or audit issues. 

Key words: financial management; Audit quality; leadership; governance; risk 
management; clean audit outcomes

1. INTRODUCTION

In recent years the topic of audit quality has been researched and correlat-
ed with various factors and influences. Of course, in the prevailing global eco-
nomic environment the topic of audit quality continues to generate intense 
interest both in the auditing profession and amongst audit clients and their 
stakeholders. Although the International Federation of Accountants (IFAC) 
continues to discuss audit quality at great length, and has produced many ma-
jor reports (IFAC, 2014). A common element of discussions on audit quality is 
to remind all parties involved about the importance of maintaining focus on 
improving audit quality, and particularly in the public sector (Portal, 2011; Deis 
Jr & Giroux, 1992). This paper, then, mainly focucses on whether audit quality 
leads to clean audit outcomes, or vice versa, and whether the term ‘audit qual-
ity’ is interchangeable with ‘audit outcome’, or if the two terms compliment 
each other. In fact, the interrelationship between the two terms is essentially 
obvious, and the trend of research on audit quality and the achievement of 
clean audit outcomes is summed up in Francis’ (2004) study that deals with 
‘what do we know about audit quality’;the findings indicate that audit out-
comes are informative and necessary to motivate an entity to achieve an opti-
mal level of audit quality. 

The importance of understanding audit quality in the public sector is that 
it reflects the quality of the entity’s leadership, financial management and gov-
ernance (AGSA, 2011/12). According to Kilgore, Harrison and Radich (2014), 
the issues of audit quality are among the most studied and talked about in 
the auditing profession. These illustrate that it is important to understand that 
audit quality is an ongoing process of accumulating improvements (Francis, 
2004) and can be observed and measured in terms of the audit outcomes. Of 
course, one of the most dramatic changes in South African public sector audit-
ing since 2009/10 is the emergence of the phrase “clean audit outcome” as a 
motivating objective. Since then, public sector institutions have adopted the 
position that audit quality is about reaching the right audit opinion.

While the audit profession continues to search for a uniform defition of au-
dit quality, to enhance the quality of audit opinions, the concept of audit qual-
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ity has been widely accepted as a function of the quality of internal controls 
(AGSA, 2011/12). While audit quality is a global professional issue, in the South 
African public sector the AGSA has returned to the view that any matters that 
contribute to the achievement of clean audit outcomes need to be examined 
and optimised. Thus, the AGSA has identified the three key drivers of internal 
control as leadership, financial management and governance. The improve-
ment of an audit outcome therefore depends on achieving improvements in 
the effectiveness of these key drivers of internal control. Thus, as leadership, 
financial management and governance are widely recognised as key business 
elements possessing the ability to influence the achievement of an improved 
audit quality (AGSA, 2013; Webb, 2015; Francis, 2004, Jelic, 2012; Otley & Pierce, 
1995; Krohmer & Noël, 2010; KPMG, 2014b; Rahimi & Amini, 2015; Neri & Russo, 
2014; IFAC, 2014; Ziaee, 2014; Darabi, et al., 2012; Alrsha, 2015; Gajevszky, 2014; 
Fooladi & Farhadi, 2011; Adeyemi & Fagbemi, 2010; Khlif & Samaha, 2014), and 
as South African municipalities routinely fail to achieve clean audits, it was rec-
ognised that there was a need to research the present effectiveness of leader-
ship, financial management and governance in South African municipalities.

This investigation is thus important as it examined the links between the 
three key drivers of improved audit quality identified by the AGSA (2013) (lead-
ership, financial management and governance,) and the fact that the vast ma-
jority of South African municipalities failed to achieve clean audits by the 2014 
target. An examination therefore seemed appropriate to determine how ef-
fective these drivers have really been in the public sector’s journey to achieve 
clean audits. 

2. LITERATURE REVIEW

2.1. AUDIT QUALITY:

The term audit quality encompasses the key elements within the finan-
cial reporting chain (such as inputs, processes, outputs and key interactions), 
which enhances a consistent performance of quality audit (IFAC, 2014). The 
audit function is said to have quality if the auditor exercises diligence in dis-
covering and reporting obvious errors in the accounts of a client under au-
dit (DeAngelo, 1981). Outputs collectively comprise one of the elements by 
which audit quality is evaluated, and include (internal) auditors’ reports (to 
users, governance, management and regulators); reports of the audit com-
mittee; information provided by regulators on individual audits; transparency 
reports; annual reports, and the results of the audit firm’s inspections (IFAC, 
2014). Therefore, for the purpose of this study, the term ‘audit quality’ is used as 
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a catch-all phrase signifying the sum of the elements of an audit outcome. An 
audit outcome is also an element (or function) of audit quality (IFAC, 2014) and 
is a communication from the auditor – usually in the form of a written opinion 
(Fahami, et al. 2016) - to statutory, regulatory, institutional and interested and 
affected parties and clients of the entity. It is the last product or service in the 
accounting process and is rendered by the auditor.

2.2.  LEADERSHIP AND AUDIT QUALITY

Recently published research has linked audit quality and leadership 
(Webb, 2015; Francis, 2004; Jelic, 2012; Otley & Pierce, 1995; Krohmer & Noël, 
2010; Rahimi & Amini, 2015). These researchers show that audit quality is high-
er when leadership independently executes its responsibilities. Francis (2004) 
supports this observation when he makes a call for leadership not to interfere 
with the administration and audit activities. Thus, the implication is that lead-
ership is to be blamed for poor audit quality. Otley and Pierce (1995) examined 
how subordinates’ reactions to control systems is influenced by the behaviours 
of supervisors (their immediate leaders). Their findings indicate that a leader-
ship style characterised by a rigid and highly structured control approach, and 
a low consideration of the individuals’ input and efforts, is strongly associated 
with increased levels of dysfunctional behaviours – both amongst workers and 
in the leadership complement of the entity. These behaviours have a negative 
impact on audit quality. Therefore, the importance of good leadership is fairly 
obvious; good leadership is thus desperately needed to address the challenges 
of audit quality (which records and reflects the state of basic service delivery in 
the South African local government environment.) Leadership style can have 
a major influence on the performance of the organisation and the associated 
audit outcome. This view is supported by Krohmer and Noël (2010): they inves-
tigated both personal and professional ethics as key elements of responsible 
leadership within the Big Four audit firms in France. Interestingly, their find-
ings revealed that personal ethics are mainly associated with ethical organi-
sational structures, and that they also essentially guarantee enhanced audit 
quality. They further identified that leading by good example is a favoured way 
to improve audit outcomes and audit quality (Krohmer & Noël, 2010). Jelic’s 
(2012) research confirmed that the personal ethical skills of a leadership team 
remains the strongest influence in improving audit quality.
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2.3. FINANCIAL MANAGEMENT AND AUDIT QUALITY

While a review of recent academic literature discovered no direct associa-
tion between financial management and audit quality, because the AGSA has 
identified financial management as one of the three key audit quality drivers 
it was deemed appropriate to discuss the main elements of financial manage-
ment and audit quality. These elements are the quality of financial reporting, 
and the quality of financial internal controls. Prior research has identified sev-
eral measures that have a greater or lesser influence on audit quality: these in-
clude the audit fee, size of audit team, auditors’ independence, auditor tenure, 
professional scepticism and many more (IFAC, 2014; Rahimi & Amini, 2015; Neri 
& Russo, 2014; Svanberg & Ohman, 2013). 

Likewise, the output (audit opinion), audit process (auditors’ understand-
ing of the audit environment) and input (auditor’s perception) are all compo-
nents and measurements of audit quality (IFAC, 2014). With all these processes 
being successfully completed, Rahimi and Amini (2015:101) explain, the ‘audit 
quality’ becomes the sum of the quality of the audit and the audit process. The 
quality of audit is thus about the checklist – by the diligence devoted to check-
ing compliance with the applicable standards (Neri & Russo, 2014). Therefore, 
on successful completion of an audit, financial management’s offer of solu-
tions for investment decisions, financing decisions and dividend decisions is 
all the more compelling (Ciuhureanu, et al., 2009). Although no studies were 
found that established a direct relationship between financial management 
and audit quality, it appears valuable to consider the relationship between fi-
nancial reporting and internal financial controls, as a part of financial manage-
ment. Therefore, audit quality plays an important role determning the reliabil-
ity of financial statements (Alrshah, 2015). Again, audit quality as an outcome 
depends on the quality of the input – and that depends on the effectiveness of 
financial management’s positive influences.

Since financial management involves the use of a variety of tools to man-
age the finances of an organisation, Chen, et al., (2013) used quality audit, size 
of audit firms and financial performance of audit firms to determine these 
tools’ relationship with audit quality. They concluded that there are positive 
relationships and that audit quality does improve financial performance. Ac-
cording to Furouk and Hassan (2014:2), the effect of audit quality on finan-
cial management and performance is realised when an independent audit, 
through its rigour and coherent reporting, improves confidence in the entity’s 
financial reporting. Thus, the results of the study by Farouk and Hassan (2014) 
confirm that a positive relationship exists between audit quality and financial 
performance, and that a quality audit outcome positively affirms the quality of 
a firm’s ability to be profitable.
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2.4. GOVERNANCE AND AUDIT QUALITY

The relationship between governance and audit quality is that effective 
governance adds significantly to the quality of the audit outcome. Governance, 
because it is multi-facetted (multidimensional), influences audit quality in a 
variety of ways (Alrshah, 2015; Lin & Hwang, 2010; Enofe, et al., 2013; Adeyemi 
& Fagbemi, 2010; Bills & Cunningham, 2015; Christensen, et al., 2013).  There 
are direct and indirect links between the governance functions and audit out-
comes and/or audit quality. Direct links and relationships have been investi-
gated in numerous studies of the relationship between governance and audit 
quality (Gajevszky, 2014; Fooladi & Farhadi, 2011; Alrshah, 2015). These studies 
have confirmed that good governance plays an important role in enhancing 
audit quality. However, a small minority of studies (Deumes, et al., 2012; Beis-
land, et al., 2015) have found a negative association to exist between audit 
quality and governance. These researchers found that the dominant positive 
influence on audit outcomes depended on the quality of financial controls. In 
fact, despite the fact that good governance is a great contributor to ensuring 
internal control quality (Li, 2015; Yeoh & Jubb, 2001; Lin, et al., 2014), the audi-
tors themselves put more reliance on the quality and effectiveness of specific 
internal controls than they did on the rest of the governance aspects, as their 
experience suggested that these controls are key to realistic financial report-
ing, which is fundamental to determining the quality of the audit report (Khlif 
& Samaha, 2014). 

3.  METHODOLOGY

Data: The data set for the research discussed in this article comprised the 
Auditor General South Africa’s annual reports for all municipalities in the nine 
provinces of the Republic of South Africa for the financial periods 2009/10 – 
2013/14. The data set was analysed from the perspective of the key drivers of 
a clean audit outcome - leadership, financial management, governance and 
risk management. Regression analysis was used as an appropriate technique 
to enable the determination of the dependent variable, and also to provide a 
better assessment of the relationships the dependent variable has with each 
independent variable. 

The primary purpose of this paper is to examine the relationship that might 
exist between the key drivers of internal control and clean audit outcomes. The 
study focused exclusively on the AGSA’s reports on the audit outcomes for the 
selected five financial years. Thus, this does place a limitation on the research 
as it ignores all the previous and subsequent AGSA and other reports. The 
data collected from the AGSA’s annual assessments of audit outcomes were 
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assessed and the key drivers of internal control were scored/ranked: these in-
clude leadership scores, financial management scores, governance scores and 
risk management. These key scores were then used to evaluate the effects of 
the key drivers of internal control on the audit outcomes. 

In this paper, the research relied on secondary data, collected from AGSA 
audit reports. As the data was available in the AGSA’s consolidated annual 
reports on local governments, the data included the research variables for 
each/all municipalities: the degree to which a clean audit outcome had been 
achieved, and leadership, financial management, and governance. This paper 
then focuses on the multiple regression tests performed on this data. The first 
predictor was leadership (shortened to Led); the second predictor was finan-
cial management (shortened to FinMgt), the third predictor was governance 
(shortened to Gov) and the fourth predictor risk management (shortened to 
RiskMgt). The predictor value (achievement of a clean audit,) was shortened 
to CLAud).

Although the AGSA highlights all areas that are seen to be contributing 
to weak audit outcomes, this paper focused on four specific variables, and the 
four multiple regression tests that were conducted to examine the relation-
ships between leadership, financial management , risk management and gov-
ernance, and clean audit outcomes. The paper makes use of these outcomes 
to formulate recommendations on how audit quality could be improved for 
these entities. 

Data analysis technique: The data was subjected to quantitative and cor-
relation analysis to measure the relative strengths of the relationships between 
clean audit outcomes and each of the three independent variables. The statis-
tical analysis employed a multiple regression model, and the general formula 
(according to Babbie & Mouton (2010:464)) is:

4. RESULTS AND DISCUSSION 

Since there are three independent variables (leadership, financial man-
agement and governance) that the AGSA regards as predictors of the achieve-
ment of ‘clean audits’, these variables were treated as the independent variables 
when analysing the data to to examine the relationship between them and the 
achievement of a clean audit outcome. In the analysis of each of the four vari-
ables, clean audit (CLAud) is the dependent or predicted variable. Accordingly, 
the three variables were tested jointly in the panel data multiple regression tests 
and the results presented in Tables 1 and 2 below. The findings and discussion are 
presented by variables identified as able to bring about clean audit outcomes. 
These factors or drivers of clean audit outcomes are “... leadership, financial man-
agement, risk management and governance” (AGSA, 2014:1). 
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Table 1 Regression result of four independent variables and clean audit

Fixed-effects, using 45 observations
9 cross-section units

Length of Time-series = 5
Dependent variable: CLAud

 Reg Coefficient Stand. Error t-ratio p-value

const 0.00821362 0.0402834 0.2039 0.83973

RiskMgt -0.0376614 0.130096 -0.2895 0.77407

Led -0.316656 0.21553 -1.4692 0.15154

FiNMgt 0.0991442 0.239279 0.4143 0.68139

Gov 0.393969 0.185142 2.1279 0.04114 **

Mean of dependent variable  0.052667

Squared residual sum  0.121107

R-squared  0.533990

 (F) P-value  0.005743

F(12, 32)  3.055669

It is important to also check if the governance variable could function ef-
fectively as a core driver of clean audit in the absence of other variables. We 
proceeded to check this by allowing governance to function as a single inde-
pendent variable in Table 2. 

Table 2  Regression result of Governance as a single variable and clean audit

Fixed-effects, using 45 observations
Included 9 cross-sectional units

Time-series length = 5
Dependent variable: CLAud

 Coefficient Std. Error t-ratio p-value

const -0.00696663 0.0386198 -0.1804 0.85789

Gov 0.216063 0.135936 1.5894 0.12095

Mean dependent variable  0.052667

Sum squared residual  0.132067

R-squared  0.491814

(F) P-value  0.002144

F(9, 35)  3.763606

The regression result in Table 1 show that a combination of the four in-
dependent variables - leadership, financial management, risk management 
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and governance are jointly significant at P=0.005. It is important to note two 
important finding from this analysis; one is that the significance result of a P 
value of 0.005, shows that it is only the combined effect of leadership, financial 
management, risk management and governance which made the relationship 
to be highly significant in their influence on the achievement of clean audits. 
Looking at the individual independent variables in Table 1, it can be seen that 
governance exerts the most significant influence on clean audit with a p value 
of 0.04, which brings up the second important finding, which is that govern-
ance alone is not able to deliver strong influence on clean audit without the 
support of other variables. In order the expatiate this, we then tested the single 
effect of governance on clean audit in Table 2, which proved insignificant as a 
stand alone variable. The practical and theoretical implication is that public 
sector governance may not be blamed as a single factor that causes account-
ability or audit issues. 

5. CONCLUSION

The present paper set out to examine the relationship between the 
achievement of a clean audit outcome and the aspects of leadership, financial 
management, risk management and governance within South African munici-
palities. The objective of this paper was to examine the relationship between 
each independent variable and audit quality - thus the relationship between 
audit quality and leadership; audit quality and financial management; audit 
quality and risk management and audit quality and governance. The data was 
collected from the AGSA’s annual reports on audit outcomes for municipalities 
in South Africa for the five financial years between 2009/10 and 2013/14. A 
quantitative research approach was employed, enabling the use of a regres-
sion model to analyse the data (the research design is positivist and measures 
specific variables). Thus, the panel data regression identifying the determi-
nants of clean audits showed that the P-value is less than 5%: this leads to the 
conclusion that the independent variables tested do show the existence of a 
relationship between the achievement of a clean audit (audit quality) and gov-
ernance. This relationship is jointly statistically significant at a P=0.005 level, 
when tested on the fixed effects. This recognition of the combined effect of the 
key drivers on audit outcomes in the South African public sector auditing en-
vironment is important in that it enables ongoing efforts to improve audit out-
comes to become more effectively focused. The research made two important 
contributions and recommendations for theory and practice. The theoretical 
impact is  that the variables cannot produce a quality audit as single variables, 
they need to work jointly to deliver an effective accountability and hence qual-
ity audit – hence futher research should examined such influence jointly and 
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also try to add additional independent variables. The practical implication is 
that public sector governance may not be blamed as a single factor that causes 
accountability or audit issues. Therefore, when studying governance and pub-
lic service delivery, future researchers should try to isolate governance after 
joint analysis to check if governance might produce a significant result in ex-
tended number of years of observation.
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POKRETAČI KVALITETE REVIZIJE U JAVNOM SEKTORU 
JUŽNE AFRIKE

SAŽETAK RADA: 

U radu se ispituje odnos vodstva, financijskog menadžmenta, upravljanja rizici-
ma, upravljanja i čiste revizije. Nezavisne varijable (vodstvo, financijski menadžment, 
upravljanje rizicima i upravljanje) izdvojene su iz izvješća glavnog revizora o rezulta-
tima revizije za općine Južne Afrike za pet godina od 2009./10. do 2013./14.a korište-
ne su za određivanje do kojeg se stupnja oni odnose na postizanje čistih ishoda re-
vizije. Kvalitativni pristup (regresijska analiza panel podataka) korišten je na temelju 
pozitivističke paradigme, kako bi se ispitali relativni učinci nezavisnih varijabli kao 
ključ za postizanje čistih ishoda revizije. Rezultati pokazuju da vodstvo, financijski me-
nadžment, upravljanje rizicima i upravljanje imaju zajednički značajni odnos s čistim 
revizijskim ishodima, s vrijednošću P <0,005 (što je znatno ispod razine od 5% očeki-
vanog na početku istraživanja za ovaj rad ) te dodatno ukazuju na postojanje mnogo 
značajnijeg odnosa između postizanja čistog ishoda revizije i upravljanja. Rad prido-
nosi teoriji i praksi. Teorijski doprinos je da nezavisne varijable (vodstvo, financijski 
menadžment, upravljanje rizicima, upravljanje) moraju zajednički raditi kako bi pru-
žile učinkovitu odgovornost i kvalitetnu reviziju - stoga bi daljnja istraživanja trebala 
zajednički razmotriti takav utjecaj i pokušati upotrijebiti dodatne nezavisne varijable. 
Praktična implikacija je da se upravljanje javnim sektorom ne može determinirati kao 
jedini faktor koji uzrokuje odgovornost ili pitanja revizije.

Ključne riječi: financijski menadžment, kvaliteta revizije, vodstvo, upravljanje, 
upravljanje rizikom, čisti ishodi revizije.
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1. INTRODUCTION

The potential economic and financial risks associated with excessive pub-
lic debt service in emerging market economies has been a major area of fo-
cus by policymakers since the late 1990s. As postulated by Koepke (2015) and 
Acharya et al. (2015), the scale, structure, composition, and volatility of domes-
tic and international financial flow patterns are a clear concern for economists 
and poli cymakers in emerging economies owing to deterioration in macro-
financial fundamentals since 2007. According to Fincke and Greiner (2015, 
p.358), the future need to contain mounting budget imbalances in these 
emerging economies may mean imposing austerity measures, higher taxes 
to service increased debt obligations or monetarization of debt, which may 
negatively influence consumption, investment and overall economic growth. 
Thus, increased financial movements in emerging market economies through 
a variety of channels is assumed to be correlated with exposure to high risks 
of domestic financial markets and real sector instabilities. Neumeyer and Perri 
(2005) concluded that the optimal trade-off between efficient borrowing ex 
ante and the cost of default ex post play a critical role in explaining the dis-
tinctive features of economic growth dynamics being observed in emerging 
economies. Hence, the need to understand the management of public debt 
structures, compositions and repayment patterns in emerging economies has 
become indispensable in contemporary literature. Currently, emerging econo-
mies account for almost 40% of world gross domestic product (GDP) and have 
a combined share of more than 30% in global markets for goods and services 
(Organization for Economic Co-operation and Development, 2014).

Although, on average, most emerging market economies have, between 
1999 and 2007, been recording current account surpluses and positive eco-
nomic growth rates, a mixture of domestic and external factors led to a par-
tial reversal of these gains after 2007. Consequentially, some emerging market 
economies began to amass substantial foreign public debt and rising domestic 
public debt repayment obligations (Acharya et al., 2015, p.15). On one hand, 
between 1999 and 2007 emerging market economies were on the transition 
path that was characterized by both robust growth rates and expanding public 
sector that invested largely in energy and infrastructure (Fincke and Greiner, 
2013). On the other hand, between 2010 and 2015, there was a surge in public 
borrowing in emerging market economies, both domestic and foreign, and a 
deterioration in net external public debt positions (Lane and Ferretti, 2015). 
During the latter period, the average public debt service ratio of emerging 
market economies increased from 10% to 12.5% relative to a decrease from 
21% to 18% realised in developed economies (Acharya et al., 2015). Analyz-
ing these debt trends, Koepke (2015) concluded that most policy makers in 
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emerging market economies have in recent years been concerned with the 
size, structure, composition, and volatility of international financial flows as 
this has directly impacted on rollover risks, domestic financial markets stabil-
ity, exchange rate movements, and domestic interest rate stability. Thus, as 
stated by Blanchard et al. (2010) and Catão and Milesi-Ferretti (2014), if public 
debt size is not managed prudently in emerging market economies, govern-
ment debt service, both domestic and foreign, can pose high risks on budget 
sustainability, which then directly impact on current and future tax levels, fi-
nancial stability and investor confidence.

Theoretically there are two main views of how public debt impacts the 
distribution of resources and growth prospects. Whereas the Classical point of 
view is largely pessimistic and takes a medium to long-term perspective, the 
Keynesian approach is mostly optimistic and explains the debt-growth nexus 
in the short-term. On the one hand, the neoclassical school argues that gov-
ernment borrowing invariably leads to extravagance and to the crowding out 
of investment (Salsman, 2017, p.90). On the other hand, the Keynesian school 
and other exceptions (such as Davenant, Malthus, Hamilton and McCulloch), 
argue that public debt is indispensable to economic stabilization and growth, 
citing that debt financed investments have a multiplier growth effect which 
leads to increased employment, large infrastructural base, extended export 
market base, better terms of trade and greater debt repayment ability (Fosu, 
2007). Thus, to guard against economic distortions and debt refinancing risks, 
Were (2001) concluded that the ideal situation would be to use the borrowed 
public funds in expanding the revenue generating capacity of the economy.  

Against this background, this paper seeks to critically analyze the dynam-
ics of public debt service management in South Africa during the period from 
1960 to 2015, highlighting on the public debt service reforms, trends, compo-
sition and challenges. The rest of the paper is structured as follows: Section 
2 gives an overview of both the economy and public debt service in South 
Africa; section 3 discusses public debt service reforms in South Africa; section 
4 examines trends in public debt service in South Africa; section 5 discusses 
the management challenges of public debt service in South Africa; and finally, 
section 6 concludes the paper.

2. ECONOMIC OVERVIEW AND PUBLIC DEBT SERVICE IN 
SOUTH AFRICA

The South African economy accounted for approximately a third of African 
manufacturing capacities during the 1990s (United Nations Industrial Devel-
opment Organization ‘UNIDO’, 2011, p.48). According to UNIDO (2011), South 
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Africa’s economic performance is mostly concentrated on mining, manufactur-
ing, services, and agriculture. The country is a financial, transportation, retail, 
and business services hub in the sub-Saharan African region; and its manufac-
turing sector is mostly into value-addition and beneficiation of both agricul-
tural produce and mineral ores (United States International Trade Commission 
‘USITC’, 2015). For instance, services accounted for $351 billion in 2015, rep-
resenting 70% of South Africa’s GDP (USITC, 2015). Between 1960 and 1980, 
South Africa’s income per capita was rising rapidly owing to booming world 
mineral prices and massive foreign direct investment inflows (Du Plessis and 
Smit, 2003). However, between 1981 and 1993, the country’s growth trend was 
reversed by a combination of weakening terms of trade, global oil crisis, and 
economic sanctions, leading to a collapse of private and public investment and 
to the amassing of public debt, mainly domestic (Du Plessis and Smit, 2006). 
Following a series of economic and financial reforms after 1994, the South Af-
rican economy rebounded, recording period high growth rates of 4.4%, 5.2% 
and 5.8% in 2004, 2005 and 2006, respectively (Government of the Republic of 
South Africa ‘GSA’, 2014). Inflation that was hovering between 10% and 15% 
in the early 1990s was progressively reduced to about 3% by mid-2005 (IMF, 
2005a). 

Although South Africa was enjoying significant foreign capital inflows 
since 1999, like many other emerging market economies, the country’s growth 
was associated with a large current account deficit, which topped 6% of GDP 
in 2006 (Frankel et al., 2007). Nonetheless, the South African foreign public 
debt levels remained low, possibly because a substantial amount of the capi-
tal inflow took the form of equity and foreign direct investment (International 
Monetary Fund ‘IMF’, 2004, p.48). Contrary to many developing countries in 
the sub-Saharan Africa, South Africa’s financial markets are developed such 
that much of the government’s debt is denominated in local currency (Na-
tional Treasury, 2016a). As at end of 2015, net loan public debt of South Africa 
amounted to R1.998 trillion (domestic debt and foreign debt accounting for 
89.5% and 10.5%, respectively), representing 44.4% of GDP (South Africa Re-
serve Bank ‘SARB’, 2017). 

Like many emerging market economies, South Africa’s public debt pay-
ments were mostly vulnerable to fluctuations in mineral prices, movements 
in domestic interest rates and overall domestic public debt maturity profiles 
(GSA, 2014). From a historical perspective, government debt servicing costs in 
South Africa dates from the 1940s, when the country used to rely extensively 
on loans from the World Bank (Davies and Seventer, 2004). Until 1985, the coun-
try was making consistent debt repayments to its domestic and international 
creditors. However, between 1985 and 1996, a combination of deteriorating 
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terms of trade and international economic and political sanctions narrowed 
the fiscal space of the government and increased debt servicing costs (GSA, 
2014). Further, the economic crises of 1997/98 and 2008/09 contributed signif-
icantly to the increased public debt servicing burden in South Africa (National 
Treasury, 2010). Overall, South Africa undertook stern economic and financial 
reforms between 1994 and 2015 which have strongly influenced the public 
debt structure, composition and repayment trends in this country. 

3. GOVERNMENT DEBT SERVICE MANAGEMENT REFORMS IN 
SOUTH AFRICA

The rapid growth in public debt stocks, current account deficit and budget 
deficit since the 1960s brought about an increase in public debt payment costs 
in South Africa during the period under review (National Treasury, 2015a). By 
the second half of the 1980s, South Africa had accumulated enormous domes-
tic and foreign debt and the burden of debt service became an obstacle to the 
country’s growth and development (UNIDO, 2011, p.13). Cognisant of the ris-
ing debt stocks and a shrinking revenue base, the government of South Africa 
in 1994 undertook numerous fiscal and financial reforms in order to promote 
financial stability. Legislature aimed at controlling fiscal deficits through budg-
et cuts and good State spending practices, as well as better financial manage-
ment frameworks were put in place between 1994 and 2015 (Government Ga-
zette, 2001; National Treasury, 2015b). Thus, the debt service reform agenda fo-
cused on the establishment of stringent revenue collection initiatives, creation 
of new debt management institutional rearrangements, and establishment of 
a legal and regulatory framework that enhances budget credibility and trans-
parency.  

Among the new institutional rearrangements done after 1994 was the 
formation of the Debt Management Office, South African Revenue Service 
(SARS), Fiscal and Financial Commission, and the Asset and Liability Manage-
ment (ALM) (Government Gazette, 2001). The Debt Management Office of the 
National Treasury of South Africa was mandated to assess government debt 
payment ability through undertaking annual debt sustainability analyzes, fi-
nancial risk assessments and debt risk benchmarks, as well as making public 
debt portfolio projections (National Treasury, 2003). These institutional reforms 
were further strengthened by the enactment of the Public Finance Manage-
ment Act in 1999 and the development of accurate debt recording and report-
ing systems (National Treasury, 2006). To reduce excessive domestic debt ser-
vice payments arising from over-borrowing by State arms, local authorities and 
other government departments, the State from 1999 increased its oversight 
on the borrowing needs and spending patterns of these entities (Parliament of 
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South Africa, 2011). Measures taken by the central government in administer-
ing debt from affiliated organizations include monitoring borrowing plans and 
debt maturity profiles; enforcing stringent regulatory frameworks, such as the 
compilation of a treasury best practice manual; setting up maximum borrow-
ing restrictions on all levels of government and State-owned enterprises; and 
managing contingent liability exposure (GSA, 1999; 2014). Other debt service 
control measures after 2010 included regular publication of outstanding stock 
and composition of central government debt liabilities, loan guarantees and 
other contingent liabilities, including their currency denomination, maturity, 
and interest rate structure (GSA, 2014).

According to the South African Reserve Bank (2006), after 1994, the gov-
ernment instituted a debt portfolio and funding strategy to limit debt service 
costs, both domestic and foreign. The adopted funding strategy included the 
establishment of fixed and floating rate domestic debt ratio, lengthening of 
government debt instruments and establishment of switch and buy-back pro-
grammes, which all culminated in the smoothing of government debt matu-
rity profile (SARB, 2006). The setting of a fixed and floating rate domestic debt 
ratio minimised the South African government budgets exposure to changing 
growth and financial market conditions; and reduced variations in the coun-
try’s creditworthiness when the debt had to be refinanced. 

From 2012, the government established an expenditure ceiling target, 
a nominal limit on federal budget non-interest expenditure (National Treas-
ury, 2013). For instance, the government announced a spending limit of R1.03 
trillion, R1.11 trillion and R1.18 trillion in in 2014/15, in 2015/16 and 2016/17, 
respectively (National Treasury, 2017). The objective of putting government 
spending limits was to curtail rising fiscal deficits and foster a substantial re-
duction in mounting domestic debt service obligations (National Treasury, 
2013). Additionally, the government of South Africa has after 2000 increased 
transparency and simplicity in debt management operations and in the de-
signing of debt instruments with the goal of lowering transaction costs, reduc-
ing uncertainty among investors, boosting greater investor participation and 
reducing debt servicing costs (National Treasury, 2006).

The carrying out of fiscal forecasts, timely government debt stock checks 
and cash management practices has continuously improved the government’s 
debt repayment ability. Currently, regular public debt assessments in South 
Africa are being monitored using the Adabas system, which assesses the 
country’s public debt levels and the corresponding public debt service costs 
(Ecorys, 2014). Furthermore, the undertaking of inflation targeting has signifi-
cantly reduced perceived local currency and sovereign credit risks, in addition 
to reducing public debt service default risk (National Treasury, 2006).  
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Foreign public debt service reforms since 1960 have mainly focussed on di-
versifying maturity periods of foreign debt instruments and the establishment 
of liquid benchmark bonds across the yield curve (SARB, 2013). The benchmark 
exercise recommended for a net foreign currency exposure of 15%, compris-
ing foreign currency debt and foreign exchange reserves (National Treasury, 
2012). Because of the risks associated with transacting swaps, between 2001 
and 2011, the government replaced duration target with foreign debt port-
folio risk benchmarks of between 20% and 25% of total government debt 
(National Treasury, 2012). By establishing targets and ranges for foreign debt 
portfolios to guide borrowing activities and other government debt transac-
tions, South Africa managed to maintain sustainable foreign public debt re-
payment structures since 2001. From 2012, the government undertook risks 
benchmarks using the World Bank’s Government Debt and Risk Management 
Program (GDRM) (National Treasury, 2014c). These post-1994 foreign public 
debt service reforms helped the government of South Africa to objectively 
maintain sustainable budgets, keep manageable public debt levels and to re-
alise positive economic growth rates, except for 2009, in addition to enhancing 
the country’s public debt repayment ability. In 2015, for instance, the foreign 
public debt risk was 10.5% against a benchmark range of 20% to 25% of GDP 
(SARB, 2016).

The implementation of the prudent debt service reforms described above 
has led to the following: a remarkable decline in budget deficits as a percent-
age of GDP since 1994 (see Figure 1), a substantial reduction in public debt pay-
ment costs since 1999 (see Figure 1), a notable increase in government fund-
ing instruments diversification, a smooth debt redemption profile of domestic 
bonds, a significant increase in sovereign credit ratings, as well as a consider-
able increase in access to cheap credit for the public sector (National Treas-
ury, 2014a; 2014b; SARB, 2006). Thus, the sensible government debt service 
management reforms, together with sound economic policies, created the 
required fiscal space and minimised the country’s susceptibility to contagion 
and financial risk (IMF, 2014). The robust government debt service portfolio 
placed South Africa in a better position to effectively implement counter-cycli-
cal fiscal policy initiatives and manage financial crises. 

4. PUBLIC DEBT SERVICE TRENDS IN SOUTH AFRICA

The trends in government debt servicing costs in South Africa were large-
ly influenced by the overall level, structure and composition of public debt; 
the rate of new government borrowings; the general economic performance 
of the country; and the fluctuations in market variables such as interest, ex-
change and inflation rates (National Treasury, 2015; SARB, 2006). The rapidly 
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rising government debt, which was nearing 51.7% of GDP by end of 2016, re-
sulted in mounting debt servicing costs, which have recently become the fast-
est growing statutory expenditure item of the government budget (National 
Treasury, 2017). Approximately R146.3 billion was paid as public debt service 
in the fiscal year 2016/17, representing 11.2% of overall government expendi-
ture (National Treasury, 2017). According to Clement et al. (2003), high public 
debt service payments negatively impact on government’s ability to finance 
social expenditure programmes, such as health and education. Soydan and 
Bedir (2015) added that high public debt payments create uncertainty which 
distorts investment choices and accelerates capital flight leading to slowdown 
in economic growth.

Prior to 1990, the interest due each year on the accrued government debt, 
both domestic and foreign, was a significant category of recurrent expenditure 
and represented a first statutory claim on State revenues (National Treasury, 
1990). For instance, according to the African Network on Debt and Develop-
ment (AFRODAD) (2005), South Africa paid approximately US$1.7 billion to-
wards foreign public debt by 1990, and about US$300 million bonds, denomi-
nated in Deutsche Marks and Swiss francs, were either rolled-over or swapped 
in 1990. These public debt payments contributed to the marginal reduction in 
foreign public indebtedness, which totalled around US$18.7 billion by end of 
1994 (AFRODAD, 2005). 

In February of 1994, the South African government paid US$500 million to-
wards foreign debt, and during this period the proportion of foreign public debt 
to GDP was 3.4% (National Treasury, 2005). Although South Africa recorded a 
cumulative net capital inflow in excess of R8 billion by the end of 1994, the coun-
try contracted more foreign loans and domestic debt, which increased public 
debt repayments costs beginning 1999 (SARB, 2006). However, the adopted fis-
cal, financial and legal reforms since 1994 helped to contain public debt service 
costs to within sustainable levels (SARB, 2008). The public debt service reforms, 
which centred more on improving government debt management, in conjunc-
tion with the downward trending domestic interest rates, especially between 
1999 and 2003, brought about considerable public savings on debt repayment 
(National Treasury, 2005). More so, privatisation earnings boosted government 
revenues and increased the country’s capacity to service its domestic dues in 
the late 1990s (National Treasury, 2005). Furthermore, following the successful 
implementation of revenue collection measures by the government since 1996, 
State revenues increased rapidly relative to expenditures, making it possible for 
the government to redeem part of its domestic debt, especially between 2005 
and 2008 (National Treasury, 2012). As a result, public debt as a percentage of 
GDP declined from 29.7% to 22.3% of GDP in 2005 and 2008, respectively, with 
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public debt service payments declining substantially from 5.6% of GDP in 1999 
to 2.3% of GDP in 2008, as shown in Figure 1. 

Figure 1: Trends in public debt service cost and budget deficit as a % of GDP 
(1997-2015)

                          

Source: South Africa Reserve Bank (2017)

Figure 1 displays two distinct phases of public debt service; 1999-2008 -- in 
which debt service payments as a percentage of GDP are declining; and 2009-
2015 – in which debt repayment costs begin trending upwards. The first phase 
is showing a positive correlation between improvement in budget balance 
and a steady decrease in government service costs. However, in phase two, 
2009 to 2015, debt service costs are rising despite marginal improvements in 
the country’s fiscal position. Despite the noted rise in debt service costs after 
2008 in Figure 1, the proportion of debt service payments to GDP remained 
relatively low, averaging 2.6% between 2008 and 2016, compared to 12.5% 
and 18% in most emerging market economies and advanced economies, 
respectively (World Bank, 2016). Notwithstanding the abrupt deterioration 
in budget deficit in 2008, the enactment of disciplined fiscal policies since 
1994 made it feasible for the country to explicitly contain its budget deficits 
following the global financial crisis which started in 2007. According to the 
National Treasury (2016a), the rise in public debt payments after 2008 crowded 
out the government’s allocations on productive activities, a condition which is 
prompting the government to relook into other fiscal measures to continuously 
improve the fiscal position of the country (GSA, 2014). 
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According to the National Treasury (2012), the government of South Africa 
sometimes borrowed to refinance its debts. The major instruments used by the 
central government to refinance its debts included fixed rate bonds, inflation-
linked bonds, treasury bills and cash balances (National Treasury, 2012). Cash 
balances were either direct drawdowns or cash borrowings from the Corpora-
tion for Public Deposits. In 2012, the public debt service costs amounted to 
R88.1 billion, which was R204 million less than the budgeted amount, partly 
because of the non-issuance of sukuk bonds, as was previously planned (Na-
tional Treasury, 2012). Conversely, in 2015/16 fiscal year, total public debt pay-
ment costs amounted to R128.8 billion, representing 3.2% of the country’s an-
nual output (National Treasury, 2016b). The rise in debt service costs in 2015/16 
fiscal year by 1.8%, relative to the initially budgeted amount, was most likely 
caused by escalating treasury bill yields from multiple repurchase rate hikes 
by the central bank, deteriorating bond yields and a sharp depreciation of the 
South African rand against major currencies in which foreign public debt was 
denominated. Figure 1 presents the average annual interest rates on govern-
ment domestic debt securities in South Africa from 1960 to 2015.

Figure 2: Average interest rates on government domestic debt securities 
(1960-2015)

Source: World Bank (2015)

Figure 2 shows four major interest rate episodes; 1984/85, 1990/91, 
1997/98 and 2007/8, with average interest rates of 18.45%, 17.32%, 15.89% 
and 9.97%, respectively (World Bank, 2015). These four periods were associ-
ated with exogenous economic and financial shocks which exacerbated the 
rise in domestic interest rates in South Africa (Alfaro et al., 2017). In response 
to these external shocks which pushed up debt service costs, the government 
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of South Africa instituted numerous economic, fiscal and statutory debt ser-
vice management reforms in a move aimed at ensuring budget sustainability 
(SARB, 2006). The effect of these reforms culminated in a significant reduction 
on domestic interest rates, beginning 1999, as depicted by the downward 
trend displayed in Figure 2. The process of diversifying and lengthening of 
government debt instruments across the yield curve that began in 2000, also 
contributed to the noticeable reduction in domestic interest rates, and in the 
elimination of net open forward position of the central bank through reduced 
currency, and credit risks (SARB, 2008). The upward trend in interest rates after 
2014 displayed in Figure 2 has increased public debt service costs by 10.2% 
to R118 billion in 2015/16 fiscal year, relative to R76.46 billion in 2011/12 (Na-
tional Treasury, 2016b). 

Theoretically, government debt payments present a budget problem, re-
gardless of whether it is denominated in local or foreign currency, or whether 
it is low or high and thus adversely affects economic growth by depressing 
public sector investments (Krugman, 1988). The most widely used suggestive 
indicator of ascertaining liquidity aspects and default risk of any given country 
is the debt service to exports of goods and services ratio. The lower the ratio, 
the better – preferably below 15%. Figure 3 shows the trend in public debt ser-
vice as a percentage of exports of goods and services in South Africa between 
1994 and 2015.

Figure 3: Public debt service as a percentage of exports of goods and servi-
ces (1994-2015)

Source: World Bank (2015)
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While Figure 3 depicts a rising ratio of public debt service to exports from 
1994 to 1998, the trend is, however, reversed thereafter owing to a combina-
tion of factors that included a booming economy characterized with robust 
economic growth rates and rising export volumes; increased tax revenues 
from expanded industrial base; and reduced debt service payments following 
the lengthening of maturity periods for some debt instruments, among other 
reasons (Bhorat et al; 2014; Calitz et al., 2010). Between 1994 and 2015, the av-
erage annual ratio of government debt service to exports of goods and servic-
es was 4.6%, which is much lower compared to the IMF/World Bank threshold 
of 15%’ making South Africa one of the few emerging market economies with 
well-managed public debt profiles and public debt service policies (World 
Bank, 2015). The implication of the above trend after 1998 was an increase 
in fiscal space, which subsequently increased the government’s infrastructure 
investment spending (GSA, 2014). 

5. PUBLIC DEBT SERVICE MANAGEMENT CHALLENGES IN 
SOUTH AFRICA

According to Christensen (2004), most African economies with high pro-
portions of short-term public debts are prone to fluctuations in market condi-
tions, given the volatility of interest rate that comes with financial liberaliza-
tion. To a larger extent, the challenges of public debt servicing in South Africa, 
both before and after 1994, were concentrated around rising interest rates, 
depressed world demand for commodities and declining terms of trade on the 
country’s major export products (Frankel et al., 2007; Du Plessis et al., 2007). 
Other debt service challenges prior to 1994 emanated from a large proportion 
of short-term debt and massive capital flight because of perceived political risk 
(Hirsch, 1989). In the debt crises of the 1980s and 1990s, a number of emerging 
market economies, South Africa included, suffered from debt service problems 
caused by currency mismatches between their foreign assets and liabilities, 
particularly given the large amounts of short-term debt denominated in for-
eign currency (Prasad, 2016). 

According to Hirsch (1989), the problems of debt service in the pre-apart-
heid era originated largely from subdued economic growth rates and depressed 
commodity demand and prices of the country’s major exports. More so, the pu-
nitive sanctions of the mid-1980s led to massive disinvestment and divestiture 
and to the withdrawal of foreign credit facilities, which exacerbated the cost of 
servicing both domestic and foreign financial commitments (Evennet, 2002).

From the 1980s until 2000, South Africa’s government domestic debt was 
largely composed of short-term papers, which greatly increased roll-over and 



179

Talknice Saungweme et. al.: AN EXPLORATORY REVIEW OF GOVERNMENT DEBT ... 
Journal of Accounting and Management 2018, vol.: 08; no.: 02; page 167 - 184

market risk (SARB, 2013). During this period, interest rates were high, in both 
nominal and real terms, and the average maturity of the public debt portfo-
lio was below ten years; about 60% of which had to be refinanced within five 
years (IMF and the World Bank, 2003).  According to the IMF and the World 
Bank (2003, p.218), the high possibility of falling into a public debt service trap 
and the increased uncertainty of potential liabilities in the mid-1990s, prompt-
ed the South African authorities to make a swift turn towards new prudent 
debt service management practices. 

Public debt service management challenges in South Africa after 1994 
emanated from lack of stern borrowing and spending policies among the 
three levels of government, that is, federal, provincial and local; and the slug-
gishness in economic growth rates after 2014 (Ecorys, 2008; SARB, 2016). Ac-
cording to Ecorys (2008), the scope of the Public Expenditure and Financial 
Accountability (PEFA) Assessment, for instance, was limited to the federal 
government, leaving out provincial governments and local authorities, which 
however contributed significantly to the upsurge in public sector debt service 
commitments of the central government. The persistent decline in economic 
growth rates since 2014, relative to the projected rates, caused an extensive 
contraction in fiscal space, and a rise in public debt stocks and servicing ob-
ligations (SARB, 2016). More so, the recent surge in world interest rates has 
pushed up the cost of servicing public debt, especially the one denominated 
in foreign currency (World Bank, 2015). 

Despite these challenges, sound fiscal and financial management reforms 
in South Africa have drastically enhanced the public debt service management 
in the country (IMF and World Bank, 2003). Structural public debt service man-
agement improvements included, among other things, the setting up of an 
effective legal framework and also the introduction of risk management sys-
tems in the National Treasury (IMF and World, 2003: 217). For instance, in order 
to systematically administer government debt payments, the country, in its 
Budget Reviews, stipulated the debt management strategies to be followed, 
including its net borrowing targets over a three-year prospective time frame 
(National Treasury, 2003). These projections provided detailed information on 
the breakdown of public debt, both domestic and foreign, maturity profiles 
and the respective payment schedules. 

6. CONCLUSION

This paper reviewed the dynamics of public debt service in South Africa for 
the period from 1960 to 2015. The discussions highlighted the public debt ser-
vice reforms, public debt service trends and public debt service challenges in 
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South Africa between 1960 and 2015. The paper revealed that the weakening 
terms of trade, especially between 1981 and 1993, and the economic sanctions 
levied on South Africa by the international community in 1986, largely influ-
enced the government debt service reforms, trends and debt service challenges 
in this country. The major public debt service reforms were mostly concentrated 
on improving the management of contingent liabilities and public sector effi-
ciency, including the privatization and restructuring of state enterprises to lower 
debt service costs. Other debt service measures were focused on boosting pub-
lic savings and standardizing accounting practices for government debt ser-
vice obligations. By successfully implementing and upholding the public debt 
management reforms, South Africa is among the emerging market economies 
that have managed to: (i) diversify their public debt portfolios; (ii) record succes-
sive positive economic growth rates since 2000; and (iii) minimize the impact 
of external financial shocks on the economy. The paper recommends South Af-
rica and other emerging economies to create sustainable government revenue 
bases by intensifying industrial diversification – which then minimizes terms 
of trade risks. In addition, emerging economies, South Africa included, are rec-
ommended to continuously restructure their public debt portfolios in order to 
minimize possibilities of maturity mismatches, domestic liquidity crises and the 
built-up of inflation pressures in the economy. 
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ISTRAŽIVAČKI PRIKAZ UPRAVLJANJA OTPLATE DUGA 
OD STRANE VLADE U JUŽNOJ AFRICI

SAŽETAK RADA:

Članak daje kritički prikaz dinamike otplate javnog duga u državama čije je gos-
podarstvo u nastajanju, navodeći primjer Južne Afrike u razdoblju od 1960. do 2015., 
s posebnim naglaskom na fiskalne i monetarne reforme, kretanja otplate javnog duga 
i izazove upravljanja javnim dugom. Reforma upravljanja javnim dugom obuhvatila je 
fiskalno, monetarno, institucijsko I pravno restrukturiranje. U članku se otkriva da se 
teret otplate javnog duga u Južnoj Africi smanjio nakon 1994. zbog znatnog poboljša-
nja osnova makroekonomije kao I zbog važnih promjena u sastavu portfelja vladinog 
duga. Strategije upravljanja otplatom javnog duga koje su prihvaćene u Južnoj Africi 
su: povećanje broja instrumenata osiguranja od strane vlade, prihvaćanje politike 
upravljanja potencijalnim obvezama i stvaranje novih stranih izvora financiranja, kako 
bi se smanjilo zaduživanje na domaćem tržištu kapitala. U cilju promocije stabilnosti 
domaćeg tržišta kapitala i prihvaćanja mogućnosti otplate javnog duga u članku se 
daje preporuka da vlada kontinuirano nastavi poboljšavati upravljanje javnog duga 
kroz industrijsku diversifikaciju kako bi povećala i održala održivu osnovu prihoda. 
U članku se također savjetuje kontinuirano restrukturiranje portfelja otplate javnog 
duga kao bi se mogućnost neadekvatnog dospijeća svela na minimum, izbjegla kriza 
nelikvidnosti i smanjio pritisak rastuće inflacije. 

    Ključne riječi: otplata javnog duga, reforme, trendovi, Južna Afrika.
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