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ABSTRACT

The measurement of the impact of non-financial capitals on company value within the
context of integrated reporting (IR) has remained an elusive empirical and practitioner
guestion. The IR framework was designed to provide an improved corporate reporting
approach to different stakeholders. However, the framework falls short of providing a
tool that practitioners and stakeholders could use to determine how company value
has changed over time. The main objective of this research was to produce an
enhanced IR framework through an Augmented Integrated Reporting Model (AIRM),
which was validated through panel data fixed effects regression models. The model
tested the relationship of five capitals (financial, manufactured, intellectual, human,
and social and relationship capitals) to company value. Through quantitative research
methodology that utilised panel data fixed effects regression analysis in EViews
software, the effect of each capital on company value was assessed.

The AIRM demonstrates that social and relationship capital have a positive impact on
market share price, EVA and TobinQ, while association to share price at book value
is negative. Human capital has a positive relationship to market share price and a
negative influence on EVA, TobinQ and share price at book value. Intellectual and
manufactured capital have positive associations with the four dependent variables of
company value. The findings of the study are in line with the IR concept, which states
that capital may add, preserve, or diminish company value over time. Positive
relationships mean the capital added value, while negative relationships mean

company value was reduced.

This research implies that a contribution has been made in resolving the challenge of
guantifying and measuring non-financial capitals and how they impact company value.
The study recommends that IR report preparers, report analysts, investors, academics
and other relevant stakeholders use the AIRM to measure and manage the various

capitals in the process of company value creation.

Keywords: financial capital, integrated reporting, JSE-listed companies, non-financial

capitals, stakeholders,
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CHAPTER 1: INTRODUCTION TO THE STUDY
1.1 BACKGROUND TO THE STUDY

The concept of Integrated Reporting (IR) has been developed as a tool to provide key
information to companies’ shareholders and other important stakeholders through the
Integrated Reporting Framework (IIRC, 2021). The Integrated Reporting Framework
is anchored on the Six Capitals model consisting of financial, manufactured,
intellectual, human, social and relationship and natural capital (de Villiers, Venter &
Hsiao, 2017). IR is the brainchild of the International Integrated Reporting Council
(IRC), a worldwide coalition of various organisations, which include regulators,
investors, companies, standards setters, the accounting profession and Non-
Governmental Organisations (NGOs) (IIRC, 2021). In June 2021, the IIRC merged
with the Sustainability Accounting Standards Board (SASB), resulting in the formation
of the Value Reporting Foundation (VRF) to continue with the advancement of IR
(IRC, 2022).

King (2018: 1) states that:

No company has ever operated on a basis that financial capital was in one
building, human capital, yet in another, intellectual capital somewhere else,
as with social and manufactured capital. ...There has always been a
symphony of these sources of value creation because of their
interconnectedness and interdependency with the relationships between
the company and its stakeholders, such as its employees, suppliers, lenders

of money, service providers, shareholders and etcetera.

Concerning King’s (2018) statement, financial reporting alone is insufficient to address
stakeholder expectations for them to know the current and future well-being of the
business. An IR framework, therefore, is plausible in today’s contemporary business
environment plagued with corruption, political instability, and continuous
environmental and employee activism (Pillay, 2004; Aisen & Veiga, 2012; Cilliers &
Aucoin, 2016; Georgieva, 2017; Solomon, Olabanji & Ogo, 2020).

Due to the need to satisfy legislative requirements in countries and the guidelines of
the King reports, IR is emerging as one of the accepted corporate reporting

frameworks in the contemporary business world (EY, 2014). In South Africa, JSE

1



primary listed entities and State-Owned Enterprises (SOE) must prepare integrated
reports, while in the United Kingdom (UK), the strategic report legislation is modelled
along the same lines as IR (Dube, 2017; Iredele & Moloi, 2020; Moolman, Oberholzer
& Steyn, 2019; Moloi & Iredele, 2020). One of the benefits of IR is a single, concise,
and comprehensive report that satisfies the plethora of stakeholders who influence the
value-creation process of the business (IIRC, 2013). The stakeholders that impact
value creation in the IR context and whose influence on company value will be
measured are identified as; employees, customers, lenders, shareholders,
government and company executive directors (agents) (IIRC, 2021). IR is considered
a viable alternative to the standalone reporting frameworks, which include the extant
annual financial statements, sustainability reports and governance reports (Haji &
Hossain, 2016; Zhou, Simnett & Green, 2017; van Zyl & Mans-Kemp, 2022).

Although IR has emerged as a step towards solving some corporate reporting
challenges, a review of practitioner and academic work reveals some inadequacies
with IR (Flower, 2015). Contrary to the aspirations of the IR framework, practitioners
are using IR as a retrospective reporting tool that avoids reporting on negative and risk
issues on non-financial capital (du Toit, 2017). In as much as the IR framework has a
forward-looking perspective to help stakeholders to have a view of what value the
company may create in the future, reporting in practice is not satisfying that
expectation (du Toit, 2017; Kilig & Kuzey, 2018). The IR framework strongly provides
a valuation of the financial capital pillar, yet the five (5) non-financial capitals are, in
practice, not measured in the statement of financial position on how they contribute to

the value creation process of the enterprise (du Toit, 2017).

Measurement of company value creation by organisations has been a challenge, and
various corporate reporting frameworks continued to be developed, with IR being one
of the most recent. Company value is generally referred to as the price at which an
enterprise may be sold, while value creation in the IR context is the process of
combining the six capitals to increase the value of the business (Tarczynski,
Tarczynska-Luniewska & Majewski, 2020; IIRC, 2021). IR recognises that
organisations create value by combining the six (6) capitals (Gleeson-White, 2014).
Financial capital is valued in the statements of financial position, however, the other

five (5) capitals are not similarly quantified and valued in the annual IR of

2



organisations. The IR framework states that all capital should be viewed as stocks of
value that organisations transform, increase or decrease through various business
activities (IIRC, 2021). It is reasonable that non-financial capital should also have the
logic of opening balance plus movements to equal closing balance. The current IR
framework does not provide a sufficient basis for the quantification and valuation of
non-financial capital so that its impact on company value can be ascertained. The IR
framework states that the integrated report is not there to quantify or monetise the
value of the company, the value it has created, preserved or eroded over some time,
or its utilisation of or effects on the capital (IIRC, 2021). This statement by the IIRC
creates a conundrum which requires a solution as users of corporate reports and
stakeholders are left with no reliable framework that captures, in one model, the

participation of the six capitals in value creation, preservation, or reduction.

This study proposes that IR application can be enhanced by developing quantification
and valuation techniques for non-financial capital and assessing its impact on

company value, thereby giving users of IR more measurable information.

It is against this backdrop that this study sought to formulate techniques that can be
used to determine the impact of non-financial capital on company value. This study
used the stakeholder, agency, capital, intellectual capital, and capital structure

theories as a lens.

The study utilised Market share price, EVA, TobinQ and Share Price at book value as
proxies of company value to empirically test the application of an enhanced IR
framework through an enhanced Feltham-Ohlson model (Feltham & Ohlson, 1995;
Ozer & Cam, 2016). Augmented Integrated Reporting Model (AIRM) is this study’s
outcome from an enhanced IR framework and improved Feltham-Ohlson model. This
study indicates the adequacies or otherwise of these proxies as measurement tools of

company value.

The suggested enhancement explores the quantification and possible valuation of the
non-financial capitals of the IR framework to provide practitioners and users of IR with
more holistic reporting. The research covered four (4) non-financial capitals,

investigating how they influence, together with financial capital, the company's value.



1.2 CONTEXTUAL SETTING

South Africa is arguably the bedrock of the IR phenomenon, with its roots anchored in
the King Reports and the Companies Act (2008) (Government Gazette, 2009; IoDSA,
2016; Cliffe Dekker Hofmeyr, 2020). In this study, the focus is on the enhancement of
the application of the IR framework to be able to evaluate the impact of non-financial
capital on company value. The IR framework decomposed the capital of the company
into six (6) capitals, which are natural, human, financial, social and relationship,
manufactured and intellectual capital. The study was based on a sample of companies
listed on the Johannesburg Stock Exchange (JSE). The focus was on companies that
have the JSE as their primary listing. Companies with the JSE as their secondary
listing are not obliged to publish IR and are, therefore, excluded from the study
(Moolman et al., 2019). The JSE was selected as the appropriate market for this study
due to it being the first stock exchange in the world to make IR mandatory for listed
companies (IoDSA, 2016; CorporateContent, 2017; Moolman, Oberholzer and Steyn,
2019; Cliffe Dekker Hofmeyr, 2020; IIRC, 2021). The JSE made IR mandatory since
the release of the King Ill report in 2009. Other markets have been on voluntary
integrated reporting, with Brazil becoming mandatory in 2020 (Saboya, 2022). The
JSE thus arguably presents the most mature stock exchange in the world in terms of

IR implementation.
1.2.1 An Overview of the JSE

The JSE was founded in 1887 following the gold rush in South Africa (concentrated in
the Witwatersrand area of Johannesburg (Swart & Lawack-Davids, 2010)). The gold
boom of that period saw industrial and commercial growth in the form of mining
corporates and financial services companies. There was a need for an organised way
through which shares of companies could be traded among investors. With maturity
over the years, the JSE joined the World Federation of Exchanges in 1963. In 2003,
the JSE, recognising the need for small to medium companies to be able to trade their
equities without being impacted by the volumes of trade on big corporates, launched
the Alternative Exchange (AltX) (Swart & Lawack-Davids, 2010).

The JSE comprises 327 companies (as of August 2021). These companies can be

grouped into 10 main sectors of the economy, as shown in Table 1.1.



Table 1-1: Sectors of JSE-listed companies

Technology 21 3.71 0.25
Telecommunications 8 0.52 0.04
Health Care 10 0.19 0.01
Financials 60 1.70 0.12
Real Estate 55 0.43 0.03
Consumer Discretionary 41 1.34 0.09
Consumer Staples 24 3.67 0.25
Industrials 52 0.41 0.03
Basic Materials 43 4.25 0.29
Energy 13 0.09 0.01

Source: JSE (2021). Exchange rate R14.66 to USD as of 30 August 2021

As part of the JSE listings requirements, applying King Il and King IV Codes of
Governance for South Africa has become crucial for listed companies. While King IlI,
released in 2009, required IR from listed companies on a ‘apply or explain’ basis, King
IV of 2016 came stronger by closing the option for ‘apply or explain’, setting the
requirement on a ‘apply and explain’ basis (Roberts, 2017). The ‘apply and explain’
approach has effectively made IR mandatory for listed companies (with JSE as the
primary listing) from October 2017 (Corporate Content, 2017). The 22 May 2017
publication by the JSE Amendment Letter laid compliance rules for King 1V, where all

its tenets became compulsory for listed companies (Corporate Content, 2017).
1.3 THE RESEARCH PROBLEM

Value creation has been fostered as the ultimate goal of the company (Porter, 1985;
Galvagno & Dalli, 2014; Daraban, 2016; Dilip & Rajeev, 2016). The creation of value
results from the employment of the five (5) non-financial capitals, being manufactured,
intellectual, human, social and relationship and natural capital, together with financial
capital (Gleeson-White, 2014; IIRC, 2021). Other than a company’s investors, various
stakeholders are interested in the value-creation activities of the company.
Stakeholders have been classified to include lenders, special interest groups,

suppliers, shareholders, consumer advocates, employees, society, the media,



customers and government (Mendelow, 1981; Freeman, 1994). The demands of
stakeholders have created the need for responsibility and accountability. The Board
of Directors (BoD) and the executives managing the company are obligated to present
accurate and honest reports on the status of the business, covering both current and
future periods.

Different frameworks through the eras of corporate reporting have governed preparers
and presenters of company performance reports (EY, 2014). The corporate reporting
regimes have been on an evolutionary path from classical financial statement reporting
to sustainability reporting and IR (EY, 2014). The continuous evolution of corporate
reporting appears to be motivated by the seemingly never-ending plea by stakeholders
to receive reports that have sufficient and accurate information to make informed
decisions about their participation in the company (du Toit, 2017). Despite the many
reporting frameworks available, satisfactory information for use by stakeholders has
remained elusive, with corporate scandals continuing to negatively affect modern
business (Gleeson-White, 2014). While IR is being considered as the framework that
has brought together different reports into one concise report that explains how a
company creates value over time, the literature available does not adequately show
practical evidence of how companies are using IR to transparently report the current
and future value of the different capitals (de Villiers, Rinaldi & Unerman, 2014; du Toit,
2017; Dube, 2017; Moloi & Iredele, 2020). The contribution of other stakeholders to
company value is not adequately measured or reported in the current IR regime
(Flower, 2015; Ruiz-Lozano & Tirado-Valencia, 2016).

It is against this background that this study seeks to formulate techniques that can be
used to determine the impact of non-financial capital on company value. The model
developed assists in measuring and reporting how companies use capital to create

value in the short, medium and long-term periods.

The research problem for this study is: Based on the literature reviewed, there is
no standardised framework according to the researcher in the literature that uses IR
concepts to measure the impact of non-financial capital on company value creation.
Stakeholders, who play roles in the value-creation activities of the company through
their influence on the different capitals, do not get adequate and transparent reports

on their impact on company value through the IR framework (van Zyl & Mans-Kemp,
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2022). IR requires reporting on non-financial capital; however, it is inadequate in
guiding the format, quantification, and valuation of non-financial capital. Reviewed
literature indicates that legislative and listing requirements are similarly silent on the
format, quantification, and valuation of non-financial capital (de Villiers, Rinaldi &
Unerman, 2014; Flower, 2015; du Toit, 2017; Dube, 2017; Moloi & Iredele, 2020). This
study aimed to close this corporate reporting problem by developing an Augmented
Integrated Reporting Model (AIRM).

14 RESEARCH QUESTIONS

The following are the research questions (RQs) for the study:

RQ 1(a): To what extent do stakeholders’ interests impact company value?
RQ 1(b): How do the stakeholders’ (Agents) interests impact company value?

RQ 2: What is the relationship between a company’s tangible (manufactured) capital

and company value?

RQ 3: To what extent does Intellectual Capital impact company value?
RQ 4: What impact does financial capital have on company value?

15 OBJECTIVES OF THE STUDY

The main objective of this research is to develop an Augmented Integrated Reporting
Model that reflects the influence of financial and non-financial capital on company

value.
The objectives of the study are to:

1. Investigate the effect of stakeholders’ interests on the company value of JSE-
listed companies.

2. Establish the effects of tangible assets (manufactured capital) on the value of
JSE-listed companies.

3. Examine the impact of intellectual capital on the company value of JSE-listed
companies.

4. Investigate the impact of financial capital on the company value of JSE-listed

companies.



5. Develop an enhanced IR framework that can be used by practitioners,

academics, regulators, and corporate reporting standard setters.

The above objectives are summarised in Figure 1.1, indicating that objectives 1 to 4

link in developing the main objective 5.

Objective
55
Objective 4: Enhanced
Effect of Integrated
Financial Reporting
capital on Framework
company
value

Objective 3:
Impact of Intellectual
capital on company
value

Figure 1-1: Objectives of this study
Source: Developed for this study

1.6 OVERVIEW OF THE RESEARCH METHODOLOGY

The study was carried out using the post-positivist paradigm and the scientific
approach to research (Cresswell & Clark, 2014; Saunders et al., 2019). The study
utilises the deduction approach to theory development. The quantitative approach is
the research methodology of choice. The research strategy follows an archival
secondary data approach, using published Audited Financial Statements and IR
reports. The time horizon was cross-sectional and longitudinal, covering 91 JSE-listed
companies representing all sectors and a period of 11 years (2010 to 2020). The
sample was selected using the purposive sampling method. The quantitative data was
analysed through inferential statistics in the form of panel regression analysis
(modified Feltham-Ohlson model). The research followed the ethical guidelines and

values of the University.



1.7  SIGNIFICANCE/JUSTIFICATION OF THE STUDY

The study is a contribution to the existing gaps in the literature and knowledge on IR
with a particular focus on the quantification and valuation of non-financial capital to be
able to assess their impact on company value. The research analyses the
relationships between company value and capital as identified in the IR framework.
Relationships are tested for financial capital and non-financial capital and how they
influence company value in the IR context, culminating in the development of an AIRM
that can be used by practitioners, academics, regulators, and corporate reporting
standard setters.

The contribution of this study will influence the IR concept and practice, as explained

below:

The researcher considers this research a pioneering study on the quantification and
valuation of non-financial capital in the IR context. It is perceived as pioneering as
there was no evidence (according to the researcher) in the literature of the use of the
Feltham-Ohlson model on IR, looking at the four (4) non-financial capitals in an
emerging market (South Africa). In the IR framework, in both the original 2013 version
and the revised 2021 version, the quantification and monetisation of non-financial
capital are not considered crucial (IIRC, 2021). Some current empirical studies on IR
mainly present the quality of IR, its progressive implementation in different jurisdictions
and its importance as a tool in corporate governance. This study will be complimentary
to some of the studies done on IR on JSE-listed companies, as explained below. Moloi
and Iredele (2020) studied the impact of IR quality on company value. Their study
concluded that there is a relationship between IR quality and company value. The
current study complements this by assessing the impact of the IR capitals on company
value. The IR framework posits that the six (6) capitals are stocks of value that an
organisation creates, preserves, or erodes over a period. The dilemma leading to the
gap that this study seeks to close comes from the contradictory statement the IR
framework makes. The IR framework (2021) states that the IR is not there to quantify
or monetise the organisation's value at a point in time, nor is it supposed to report on

the value created, eroded or preserved on the capital.



If the capitals are stocks of value, stakeholders require accountability and
transparency on how they have gained or diminished over time, hence the need to

establish quantification approaches for non-financial capitals within the IR context.

The IR framework recognises relationships and influences between capitals and
company value. However, these relationships and influences have not been
empirically tested within the IR context in their collective, especially on JSE-listed
companies. This study tests whether the IR proposition can be supported with
empirical evidence. The existing literature discusses relationships between capitals,
nonetheless, they lack the integrated capitals approach covering the six (6) capitals
as identified by the IR framework (Liebowitz & Wright, 1999; Brazen, 2004; Dakhli &
de Clercq, 2004; Bose & Thomas, 2007; Marr, 2008; Axtle Ortiz, 2009; Fatoki, 2011,
Ramanauskaité & Rudzioniené, 2013; Gamerschlag, 2013; Stanko et al., 2014; Yu,
Wang & Chang, 2015; de Villiers & Sharma, 2016; Dumay et al., 2016a; Cohen et al.,
2019; IIRC, 2021)

This study investigates the IR framework’s proposal that capitals influence company
value. Available studies have researched the influence of capitals on company value,
however, these were done in isolation and lack the integrated approach that IR
advocates (Gordon & Shapiro, 1956; Parker, 1968; Marieta, 2009; ACCA, 2012,
Ghaeli, 2017; Moliner, 2017; Correia, 2019; Miciuta et al., 2020).

This study is pioneering in interrogating the quantification and valuation of non-
financial capitals and how they contribute to the integrated company value. The
outcome of this research is invaluable to investors, academics, reporting standard
setters, IR and corporate reporting practitioners. Investors will be able to check the
value creation history and potential of current and future investment portfolios.
Academics will be presented with a model that solves the existing gap in measuring
the impact of capitals on company value. The study will present opportunities for
further research, especially on IR under the regime of King IV. Reporting standard
setters, IR and corporate reporting practitioners will be able to measure the impact of

the capital on company value.
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1.8 DEMARCATION/DELIMITATION OF THE STUDY

The current study focuses on JSE-listed companies, whereas there are private entities
that have similar corporate reporting challenges that this research seeks to address.
The study assumes a competitive environment in which companies operate, however,
some companies enjoy monopolistic power, which makes generalisation of findings
difficult. In South Africa, State-Owned Enterprises (SOES) tend to enjoy monopolistic
power in the electricity and rail transport industries. A separate study is recommended

to cover monopolies and SOEs.

A study of JSE-listed companies means the study is limited to South Africa. IR is an
international framework that makes it attractive for future studies to cover other
countries, especially in emerging markets. This study is being carried out at a
particular time phase (collection of balanced panel data). IR is a fast-evolving
phenomenon that may have a different outlook in the future, posing a risk to the
relevance of this study in the future. To counter this shortfall, the study used the latest
IR framework released in 2021, while a longitudinal study is recommended for the

future to address changes in the IR environment.

The IR framework identified the five non-financial capitals as manufactured,
intellectual, human, social and relationship and natural capital. In this study, natural
capital is not included. Natural capital is defined as all renewable and non-renewable
environmental resources that companies may use to create value and includes
endowments such as air, water, land, minerals and forests (IIRC, 2021). This study
used a sample drawn from the 10 sectors per the JSE classification, and the
companies involved rely on different types of natural capital. The researcher could not
find, in the literature, a suitable measurement proxy for natural capital that was
common across all the sectors. A review of IR reports of different entities revealed that
natural capital was more prevalent in the basic materials/mining and energy sectors

and not so much in the other sectors.

This study uses secondary data. The secondary data approach may give outcomes
that publishers of reports want and not necessarily the true situation on the ground
that a questionnaire survey approach may achieve. The impact of this is reduced by

using audited financial statements as loaded in the IRESS database. The expectation
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is that these reports are prepared by professionals and go through quality assurance
processes to test their integrity. The secondary data was also collected over 11 years,
according to the researcher, this gave the study solid statistical rigour. Lengthening
the observation time (11 years) strengthens the validity and reliability of the study as

impacts of single events are ‘neutralised’ (Saunders, Lewis & Thornhill, 2019).
1.9 LAYOUT OF THE THESIS

This study is organised into seven chapters, as indicated below.

Chapter 1: Introduction

This chapter covers the introduction to the study, discussing the background of the
study and its contextual setting. The research problem, objectives of the study, the
research questions, conceptual framework and a brief overview of the research
approach are given in the chapter. The chapter also covers the significance of the
study as well as its limitations.

Chapter 2: Theoretical framework/lens of the study

Chapter 2 discusses the theoretical framework or lens that provides the foundational
theories for the study. The chapter gives an overview of the theory of integrated
reporting and how it is underpinned by integrated thinking principles, stakeholder,

agency and value theories.
Chapter 3: Literature review — Integrated Reporting

This chapter reviews the existing body of knowledge on IR. The key issues covered
are the evolution of IR and how it has its background in corporate governance and
reporting. The implementation of IR in different countries is also reviewed. The current
criticism of IR by various authors is also given. After reviewing the existing literature,
the gaps in the current body of knowledge are identified, setting the grounds for this
research.

Chapter 4: Research methodology

This chapter covers the research methodology. The research methodology
encompasses the philosophical approach, the research design, the research

instruments, the study’s validity and reliability and the research techniques. The
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research questions, hypotheses and proposed panel data regression models are

covered. Ethical considerations are also discussed.
Chapter 5: Presentation, analysis and discussion of research results

This chapter is used to present the results of the study. Since the study follows the
guantitative methodology, the presentation of the results is also structured in that
manner. The results are analysed and linked to the theory and empirical results of
other studies, reviewing the applicability of the results to the research questions,

objectives and hypotheses.
Chapter 6: Final model presentation and discussion

Chapter 6 presents the final model of this study, the AIRM that the researcher has
submitted to fulfil the development of a framework to enhance Integrated Reporting

through the valuation of non-financial capitals.
Chapter 7: Conclusions

This chapter provides the conclusions of the study, giving an overview of the research
results and how they are relevant to theory and practice in the field of IR. Research

gaps not closed in the study are also shown with recommendations for future research.
1.10 CHAPTER SUMMARY

This chapter provided introductory insights into the study on establishing the impact of
non-financial capitals on company value through enhancing the IR framework. The
background to the study, contextual setting, the research problem, objectives of the
study and the research questions were discussed. An overview of the research
approach was given showing that the study used the quantitative research
methodology. This chapter discussed the limitations of the study as well as how the
thesis is organised into different chapters. The following chapter will cover the
theoretical framework or lens on which this study is based, discussing the different

theories that serve as the foundations of IR.
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CHAPTER 2: THEORETICAL FRAMEWORK/LENS OF THE STUDY -
INTEGRATED REPORTING AND THE CAPITALS

2.1 INTRODUCTION

The theoretical framework of research is there to provide the foundation on which the
study is based. It establishes the link between existing theories and the theoretical
construct that the researcher wishes to be accepted. The theoretical framework gives
the lens through which the study improves existing phenomena or develops new

theories (framework).

This study focuses on developing a framework to enhance Integrated Reporting (IR)
through the valuation of non-financial capitals and how they impact company value.
The research oscillates around the theoretical lens of IR (and integrated thinking) and
its predecessor creeds of the stakeholder, the agency, financial capital, intellectual
capital and (tangible/manufactured) capital theories.

Valuation models are suggested for each of the capitals, culminating in an ultimate
model that integrates the capitals. In this chapter, the theories are discussed, and

models are put forward.
2.2 INTEGRATED REPORTING

The concept of Integrated Reporting (IR) has been developed as a tool to provide key
information to a company’s shareholders and other important stakeholders through
the Integrated Reporting Framework (IIRC, 2021). IR is the brainchild of the
International Integrated Reporting Council (IIRC), a worldwide coalition of various
organisations, which include regulators, investors, companies, standards setters, the

accounting profession and Non-Governmental Organisations (NGOs) (IIRC, 2021).

Realising a gap in the prevailing corporate reporting environment, the IIRC, in 2013,
released a new reporting framework that would allow organisations to produce a
concise report explaining how value would be created, preserved, or eroded over time
(IIRC, 2013). In January 2021, the IIRC made available a revised IR framework, which
gives a wider approach by including preservation and erosion of value (IIRC, 2021).
The 2013 IR framework dwelt mostly on value created without covering much on value

preservation or erosion. The revised framework, therefore, gives credence to the
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understanding that the processes undertaken by a business may add value, preserve
value, or erode value. South Africa is an early adopter of IR, having it as a best practice

for JSE-listed companies (Ngorima, 2019).
2.2.1 Objectives and fundamental concepts of IR
Table 2.1 summarises the objectives and fundamental concepts of IR.

Table 2-1: Objectives and fundamental concepts of IR

To ensure that providers of capital The employment of the six capitals

obtain quality information that assists creates value for the organisation and

them in the appropriation of capital. enables a continuous cycle into the
future.

To give a more consistent and A company’s resources are the six

effective method to corporate capitals used to create value. The IR

reporting, which brings together the does not require organisations to report

myriad of frameworks into one report. | on all six capitals.

Improve the responsibility of A business’ value creation model is
organisations on the six capitals and anchored on the six capitals and how
enhance the principle that these they are used.

capitals intertwine.

To champion the principle of integrated | N/A
thinking and encourage decision-
making and actions that motivate the
creation of value over the short,
medium, and long term.

Source: iasplus (2020)

The objectives and fundamental concepts shown in Table 2.1 indicate that IR intends
to steer organisations towards value addition to the benefit of stakeholders, and the
value addition activities have to be adequately reported through an integrated report.

2.2.2 The IR guiding principles and content elements

The IIRC laid out the expectations of the structure of an Integrated Report, and the
key to that is the guiding principles and content elements. Table 2.2 shows these two

(2) critical components.
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Table 2-2: The IR Guiding principles and Content elements

The IR report should cover the
strategic aspects of the entity
to show future focus.

The IR should clearly show the interaction of the
organisation with its external environment, how it
copes with the conditions it works in.

The organisation has factors
that affect its value-creation
capabilities over time.

The IR should indicate how the company’s
governance structures support value creation.

IR needs to explain the
relationships the organisation
has with stakeholders and how
these are managed.

The company’s business model must be clearly
explained.

Honesty in reporting material
matters that significantly affect
the entity’s capability to create
value over time.

Identifications of risks and opportunities that are
likely to impact the organisation's potential in the
creation of value.

The IR should demonstrate
conciseness with enough
information on governance and
strategy.

A strategic explanation for the appropriation of
resources in a way that guarantees future
sustainability of the entity.

The IR should be reliable and
complete showing all matters
that are considered material,
whether positive or negative.

IR should objectively explain the extent to which
the entity has achieved its strategic outcomes
and whether the capitals we effectively used.

A good IR demonstrates
consistency and comparability
with other entities over time.

IR should give an outlook of the future of the
organisation, showing how value will sustainably
be created.

Transparency is required in explaining how the
organisation decides on issues to be included in
the IR, showing the basis of how they are
guantified and evaluated.

Source: IIRC (2021)

The guiding principles and content elements given in Table 2.2 are designed to assist

IR preparers with best practices to produce IR reports that provide stakeholders with

information sufficient to enable them to make quality decisions.
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The IR framework, as depicted in Figure 2.1, is premised on the precept that company
value creation is achieved by deploying the six (6) capitals into a company’s business
model. The capitals are treated as inputs, which will go through value-addition

processes to result in outcomes (IIRC, 2021).

EXTERNAL ENVIRONMENT

MANUFACTURED

MANUFACTURED

RISKS AND
OPPORTUNITIES

STRATEGY AND
RESOURCE ALLOCATION

BUSINESS MODEL

BUSINESS

A OUTCOMES
(POSITIVE AND
NEGATIVE OVER THE
SHORT, MEDIUM
AND LONG TERM)

PERFORMANCE

SOCIALAND
RELATIONSHIP Y

SOCIALAND
1

VALUE CREATION, PRESERVATION OR EROSION OVER TIME

Figure 2-1: The IR framework
Source: IIRC (2021)
The IR framework shows that at the end of the value creation process, at a point in

time, the capitals get redeployed into the value creation cycle, making the exercise a

continuous phenomenon.
2.2.3 Explanation of the capitals included in this study

IR has emerged as an accounting revolution and has relegated the traditional
categories of industrial and financial capital to history (Gleeson-White, 2014). Apart
from financial and manufactured capital, three (3) additional capitals, intellectual,
human, social and relationship, must be included in the discourse of wealth and value

addition.
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2.2.4 Financial Capital

Financial Capital is explained as the cash resource that a company can utilise in the
manufacture of goods and delivery of services (IIRC, 2021). This type of capital is
derived from financing sources that provide short-term (working capital debt which is
funding for current assets such as inventory and operating costs) and long-term (loans,
equity and retained income) (IIRC, 2021). Financial capital forms the basis of the
funding required to acquire a business’s tangible and intangible assets (Fatoki, 2011).
Financial Capital is evidenced through cash available to the enterprise and is provided
through the above sources (short and long-term loans and equity) (Fatoki, 2011).

2.2.5 Manufactured Capital

Manufactured capital is made up of the physical infrastructure that makes the
production of goods and services possible. Such physical infrastructure is
manufactured and is different from the environmental physical items the company can
use (IIRC, 2021). Examples of manufactured capital include buildings, plants and
equipment owned by the organisation. Public infrastructure (roads, ports, bridges, and
fibre connections) and other physical assets owned by third parties, which are
available for the organisation’s value-creation activities, are also considered
manufactured capital. The physical products of the company in the form of inventory

for trade or own use also form part of manufactured capital (IIRC, 2021).
2.2.6 Intellectual Capital

Intellectual capital emanates from the knowledge base that is in the company’s
possession. This is represented by intangible assets such as intellectual property
(such as copyrights, software, rights and licences) (IIRC, 2021). Other rooted and tacit
pieces of knowledge, systems, protocols, stories and legacies are also in the cohort
of intellectual capital (IIRC, 2021).

Before IR, Intellectual capital was considered separately in company reports, and the
focus was on its impact on a company’s value rather than it being part of the
organisation’s value (Camodeca et al., 2019). Intellectual capital, which is becoming
the backbone of the knowledge worker era, has the potential to be a basis for improved
productivity in companies (Schultz & Molele, 2019). Some empirical research results
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show that including Intellectual Capital in corporate reporting positively impacted a

company’s market capitalisation (Gamerschlag, 2013).
2.2.7 Human Capital

Human capital is fundamental in the process of value creation for the organisation as
it is the dominating driver in mobilising and bringing together the other five (5) capitals
of the IR framework. The talent, skills, intrinsic knowledge, experience and specific
abilities possessed by an organisation’s employees and executives may be referred
to as human capital (Schultz & Molele, 2019). People’s abilities to innovate, utilise
existing capitals and loyalty to the organisation and its strategic goals form the anchor
of human capital (IIRC, 2021). Organisational success has migrated from being
financial and physical asset-based to being human capital based on the recognition
that innovation, loyalty, and competency reside within the company’s human
resources (Gamerschlag, 2013). Financial and physical assets can no longer be the
differentiating factor to gaining competitiveness as they are easy to imitate
(Gamerschlag, 2013).

Inputting financial capital into human capital through training and skills retention
schemes shows the interaction between the capitals in creating value. A trained and
skilled human resource base is expected to yield more quality performance and

increase company value (IIRC, 2021).
2.2.8 Social and Relationship Capital

Social and relationship capital captures the network of relations between the
organisation and its key stakeholders (IIRC, 2021). At the centre of this capital is the
availability of information and how the stakeholders can share it for the common well-
being of individuals (IIRC, 2021). Social and Relationship Capital contributes to the
value-creation process if it is guided by mutual trust and collaboration (Dakhli & de
Clercq, 2004).

One may consider the complex modern-day supply chain and the growing influence
of stakeholders such as environmentalists, trade unions and activists as pointers to
the importance of Social and Relationship Capital. The expanding power of the media
(both social and regular networks) has made information flow easy. The accessibility

19



of information facilitates rapid response by stakeholders, and the impact on company

value creation could be great, whether positive or negative.
2.2.8.1 Linkage between IR and other theories

The IR, being a concept still in its growth phase, is dependent on other theories already
in use, such as stakeholder and agency theories. Table 2.3 outlines how IR relies on

and interlinks with some of the other existing theories. An overview of these theories

is covered in the sections below.

Table 2-3: Links between IR and other supporting theories

(@) IR Guiding principle on
stakeholder relationships: An
integrated report is designed to give
insight into how the organisation
interfaces with its key stakeholders.
The nature and quality of the
relationship with the key
stakeholders define how the
organisation is responsive to their
legitimate needs and interests
(IIRC, 2021).

Stakeholder theory as expounded by
the following authors who anchored
their views on the precept that
shareholders do not have the ultimate
legitimacy on the company:

(Berle & Means, 1932; Mendelow, 1981;
Freeman & Cavusgil, 1984; Clarkson,
1995; Freeman & McVea, 2001; Ryan &
Schneider, 2003; Driscoll & Starik,
2004; Bourne & Walker, 2005;
Schwartz, 2006; Laplume et al., 2008;
Parmar et al., 2010; Freeman, 2016;
McGrath & Whitty, 2017).

(b) Content element of governance:
How do the company’s governance
structures support its ability to
create and sustain value in the
short, medium and long term (IIRC,

2021)?

Agency theory has the underpinning
principle is that the management of the
company is epitomised by a dual
connection between the principals
(shareholders) and the agents
(directors):

(Dalton et al., 2007; Palia & Porter,
2007; Snippert et al., 2015; Achim et al.,
2016; Bendickson et al., 2016; Bosse &
Phillips, 2016; Mitchell et al., 2016;
Panda & Leepsa, 2017).

(c) IR Content element of the
business model: An organisation’s
business model is its system of
transforming inputs through its
business activities into outputs and
outcomes that aim to fulfil the

Value theory prescribes that value is
created from the interaction of various
activities that transform raw materials to
finished goods or services:

20




organisation's strategic purposes (Aristotle, 1633-1687; Cantillon, 1680-
and create value over the short, 1732; Smith, 1723-1790; Marx, 1818-
medium and long term (IIRC, 2021). | 1883; Ricardo, 1772-1823; Porter,
1985; Stabell & Fjeldstad, 1998;
Freeman & McVea, 2001; Galvagno &
Dalli, 2014; Daraban, 2016; Dilip &
Rajeev, 2016).

(d) The IR report: IR should cover Company valuation theory assumes
both long-term and short-term that company value can be found by
matters of the business. Long-term | analysing present and future cashflows:
matters may be covered in a (Gordon & Shapiro, 1956; Parker, 1968;

gualitative view, while short-term Marieta. 2009 ACCA. 2012 Ghaeli
matters require guantification and 2017 Ivioliner’ 2017: ’Correié 2019.’
even monetisation (lIRC, 2021). Miciuta et al., 2020; Feltham & Ohlson,
1995; Ohlson, 1995).

Source: IIRC (2021)

Table 2.3 indicates that the IR concept is a coagulation of other theories that are being

integrated to bring a common approach to the understanding of value creation.
2.3 INTEGRATED THINKING

Anchoring the concept of IR is the principle of integrated thinking. The principle of
integrated thinking is defined as an active interrogation of the relationships among the
various factors impacting the company’s value-creation processes (Dumay & Dai,
2017). The concept developed as a wider perspective on the creation of value by
instilling an awareness of the interlocking effects of the social, environmental and
financial performance of organisations (Porter, 1985; Adams, 2013). Integrated
thinking gives executives an opportunity for long-term thinking concerning the efficacy
of their business models in creating value. It gives a platform for consideration of

material issues, risks, and mitigation of the risks (Adams, 2013).

The development of integrated thinking is divided into three epochs, the shareholder
value approach of the 1970s (the Friedman doctrine), shared value and holistic
management of the late 1990s, and systems value and integrated reporting of 2010
and beyond (IIRC, 2019). The shareholder approach holds that the purpose of an
enterprise is to maximise profits for the shareholder. In the process of maximising

profits, corporate executives have to do this within the dictates of the shareholders,
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social norms as well as ethical customs (Friedman, 1970). Due to its focus on profit
maximisation, Friedman’s shareholder approach is referred to as the String Model
(mono-capital model) as it only relies on one capital — financial capital. The
weaknesses of the String Model of being short-term and reactive led to the proposition
of the shared value and holistic management approach in the 1990s (IIRC, 2019).
Under this approach, the survival and success of the company were found to be
intertwined with the environment and society (IIRC, 2019). During this phase,
sustainability and corporate social responsibility took centre stage, therefore, bringing
more attention to the importance of nature and society in the survival of the business.
The String Model or mono-capital model got replaced with a risk-focused shared value

and holistic management model.

The shared value and holistic model provided a platform for the rise of the System
value-integrated management model. Under this model, a company functions within a
multi-capital environment where financial capital alone may not be sufficient to create
value. The other capitals, human, manufactured, social and relationship and
intellectual, are all critical in the value-creation activities of the business. The
communication of how the multi-capitals are used to create, sustain or erode value is
deemed to be achieved through IR (IIRC, 2021).

As depicted in Figure 2.2, integrated thinking evolved from an environment of
scattered relationships between business, the environment and society to a ‘matured’

state of having these as part of one integrated value-adding system.
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Maximize shareholder return Holistic risk management added Integrated management
(scattered approach) (Inter-relationships) (Co-exi and value h )

Figure 2-2: The Evolution of Integrated Thinking
Source: IIRC (2019)

While integrated thinking is considered one of the benefits of the IR framework,
research indicates the |IIRC’s inadequate definition of the concept or the insufficient
guidelines on how to apply it (Feng et al., 2017). Integrated thinking faces the risk of
non-acceptance by target employee groups as they are already entrenched in their

existing organisational cultures (Dumay & Dai, 2017).

The research gap on integrated thinking is that there is no established evidence in
organisations to show that organisations that have adopted IR have also successfully
implemented integrated thinking culture, the IR guiding principles and content
elements. The BoDs seem to be using IR as a public relations tool by approving and
publishing reports that have selected positive messages and not objectively reporting
to include negatives or failures and how they will be resolved (Kili¢ & Kuzey, 2018).
From the above, one may mention that directors have a responsibility to show
commitment to high corporate governance, and they can have a fundamental role in
strengthening IR since they are accountable for the reports and have an ethical duty

to present accurate information.
2.4  AGENCY THEORY

In the following sub-sections, the background to agency theory and a review of some

of the empirical studies on the theory are given.
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2.4.1 Agency theory background

The underpinning principle of the agency theory is that the management of the
company is epitomised by a dual connection between the principals (shareholders)
and the agents (executive directors) (Panda & Leepsa, 2017). The agency theory is
embedded in the assumption that the principal uses reward and delegation power to
incentivise the agent to work to satisfy the interests of the shareholders (Bendickson
et al., 2016). Figure 2.3 demonstrates the flow and exchange of power and

responsibilities between principals and agents.

Hires & delegate

Self
interest

Performs

Figure 2-3: The Agency model
Source: Snippert et al., (2015)

In Figure 2.3, it is noticeable that self-interest surrounds both the principals and the
agents. It is the supposed inherent attitude of self-interest, where the agent’s
behaviour is opportunistic and where he or she may prioritise personal rewards at the
expense of the principal leading to the agency problem (Dalton et al., 2007).

2.4.2 The agency problem

The agency problem is rooted in the separation of control of equity from the hands of
those who provided it (Panda & Leepsa, 2017). A hint to the agency problem dates
back to 1776, when Adam Smith, as quoted by Achim et al. (2016: p. 28), said, “You
may not expect those who manage other people’s money to be as careful and caring
as it would belong to them. Waste and negligence are present, always, more or less,

in the management of every business.”
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Where the agent expects a higher reward, more risk is taken, and on the contrary,
where rewards are lower, the agent becomes more risk-averse (Palia & Porter, 2007).
To mitigate the agency problem, corporate governance measures are taken, such as
an independent board of directors to supervise executive directors, responsibility for
encouraging incentive schemes to directors (so that there is sharing of losses and

gains), equity participation and executive compensation (Dalton et al., 2007).

The agency problem might seem like a conflict only between the manager and
shareholder, however, the costs of this result in losses for society (Bosse & Phillips,
2016). To curb the narrow view of the classical agency theory, an alternative is
proposed; the stakeholder-agency and social welfare concept (Mitchell et al., 2016).
In this approach, the modern corporation is viewed as a multi-objective entity that
seeks to satisfy many stakeholders, not only the principal and the agent. In that
perspective, the company’s value creation task ceases to be a task for management
on behalf of the investors but an effort to address the needs of the coalition of all

stakeholders.

The stakeholder-agency theory, being an attempt to converge the stakeholder and the
agency theories, poses a challenge to corporate reporting. The overall responsibility
of reports, in this case, the executive directors (the agent), need a format that will
satisfy the stakeholders that the value created and the value creation potential is
transparently exposed. Each stakeholder who has a role in the value creation process
will require to see his (her) current and future contribution clearly explained, giving

credence to the need for IR.
2.4.3 Empirical evidence on agency theory

Studies have been carried out to test the impact of the agency theory on company
value. The studies have focused on agency theory issues such as earnings
management, ownership structure and employee management strategy. Earnings
management is where executives of a company put in place strategies that will
maximise reported profits. The abuse of power by executives over the direction of a
company’s earnings has been cited as one of the reasons for the scandals that
affected corporate history, such as Enron and WorldCom (Jiraporn et al., 2008).

Jiraporn et al. (2008) propose that earnings management can be used for harmful
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opportunistic purposes by managers and also for beneficial purposes that improve
company value. Opportunism is used by managers who want to report higher earnings
to get paid high bonuses or are in the final years of their contracts. In a study of USA
companies, Jiraporn et al. (2008) tested the relationship between agency costs,
earnings management and company value. Their investigation revealed a positive
relationship between earnings management and company value. Managers who used
earnings management tactics such as releasing internal earnings information to the

market managed to increase their companies’ share value.

Dawar (2014) conducted a study on Indian companies to test the classical view of a
positive relationship between agency discretion on leverage and company value
(Modigliani and Miller, 1958, 1963; Miller, 1977). The results from this study indicated
that in an emerging economy like India, leverage essentially reduced company value.
A similar study in Malaysia gave contrasting results compared with Dawar (2014).
Ayaz et al. (2021) studied 528 nonfinancial companies listed on the stock exchange,
and empirical evidence suggested that leverage increased company value, confirming
the classic belief that managers can exercise their agency power to increase company

value.

In the quest to establish the impact of the agency theory of company value, Naik et al.
(2020) used directors’ remuneration for JSE-listed companies as a proxy to measure
the relationship to company value. Revenue, total assets, return on assets, and
measures of TobinQ were used as variables. The study showed a negative
relationship between directors’ remuneration and revenue and assets measurements.
A weak positive relationship was established between TobinQ and directors’
remuneration. This signalled that South African companies should use other strategies
to increase company value rather than varying directors’ remuneration. Van Zyl and
Mans-Kemp (2022) did a multi-stakeholder perspective investigation on directors’
remuneration and found that despite the guidelines provided in King IV, how directors
were remunerated left other stakeholders grieved. They recommended that
companies look at compensating directors based on value addition on the IR six
capitals.

In this current study, agency theory was tested using human capital as a proxy. The

rationale is that in the IR logic, executives and managers of an enterprise are part of
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the human capital base, as covered in Section 2.2.3. A model was developed where
the impact of the agency theory (human capital) on company value was tested. Details

of research questions and hypotheses are provided in Chapter 4.
2.5 STAKEHOLDER THEORY

The following sub-sections will explain the background of stakeholder theory, giving
insights into several approaches, varying from classical theorists to contemporary

scholars. An overview of empirical studies on stakeholder theory is also provided.
2.5.1 Stakeholder theory background

The proponents of stakeholder theory anchored their views on the precept that
shareholders do not have the ultimate legitimacy on the company (Parmar et al.,
2010). The origins of stakeholder theory can be traced back to 1932 when Berle and
Means (1932) challenged the supremacy of shareholders over the other social entities
surrounding the company; they state that the corporation is, in fact, a major social
institution (Freeman & McVea, 2001). Based on the recognition that the claim on the
company is multi-faceted and not limited to shareholders, a stakeholder theory of the
modern corporation evolved (Freeman & McVea, 2001). The theory is intended to
solve three (3) main problems; the issue of value creation and trade, the challenge of
the ethics of capitalism and the dilemma of the managerial mindset regarding
organisation loyalty or self-satisfaction by managers (Parmar et al., 2010). Of
relevance to this study is the problem of value creation, where the major question
requiring an answer is how value is created in the contemporary business world where
change is so rapid, underpinned by the fourth industrial revolution (Parmar et al., 2010;
Xu, David & Kim, 2018).

2.5.2 Stakeholder definitions

The definition of stakeholder has occupied the minds of scholars for a considerable
time (McGrath & Whitty, 2017). Stakeholders are any persons or groupings with a form
of interest or a feeling and claim of rights or ownership of an entity (Bourne & Walker,
2005). Mendelow’s Stakeholder Model identified stakeholders as lenders, suppliers,
shareholders, employees, society, customers and government (Mendelow, 1981).

This earlier stakeholder formation was expanded to include consumer activists,
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environmental protection enthusiasts, special interest coalitions and media entities
(Freeman & Cavusgil, 1984).

As summarised in Table 2.4, there is the recognition that the effectiveness of different
stakeholders around the organisation depends on their source of power (Mendelow,
1981).

Table 2-4: Sources of stakeholder power

Possession of Employees resort to strike action to demand more
resources inducements for their labour.
Authority The employer and the industrial bodies use authority to

enforce obedience.

Influence Environmentalists, members of society and representatives
in arms of government use their influence for organisations
to behave in their desired way.

Source: Mendelow (1981)

To deal with the likely effects of stakeholder power on the organisation, strategies are
offered to neutralise the complex agendas from the complex stakeholder mix
(Mendelow, 1981). This is done using the Power Dynamism Matrix for Environmental

Scanning, as shown in Figure 2.4.

Dynamic environment Static environment
HIGH Continuous scanning Irregular scanning
POWER
LOW Periodic scanning NIL

Figure 2-4: The power dynamism matrix for environmental scanning
Source: Mendelow (1981)

Below are some explanations of the contents of the quadrant.

o High-power stakeholders and a dynamic environment
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Stakeholders with high power and in a highly dynamic environment pose the most
danger to the organisation and are managed through continuous scanning. This is
done by continuous monitoring of the behaviour of these stakeholders, understanding

their source of power and identifying inducements to pacify them.
o Low-power stakeholders and a dynamic environment

The organisation must be cautious of these stakeholders because the dynamic
environment is a possible platform for transforming low power to high power. For this,
periodic scanning is recommended where the environment is systematically and
regularly scanned, and threats of more power by the stakeholders are identified and

minimised.
o High-power stakeholders and a static environment

In this space are the stakeholders that have more power compared to the organisation.
For example, government and regulatory bodies have more power than the company
but will not invoke that power in the absence of an infringement to laws. The high
power does not have a high impact on the organisation due to the static nature of the
environment. The organisation can use irregular scanning as a simple tool not to lose

sight of the potential threat of the high power residing in these stakeholders.
o Low-power stakeholders and a static environment

In this situation, stakeholders have low power, and the environment changes slowly.
The organisation has no obligation to perform any scanning as the environment is
stable and the stakeholders pose no serious threat.

A literature review of stakeholder theory shows that stakeholders can be grouped

around the following two (2) questions (Mendelow, 1981; Laplume et al., 2008).
Question 1: Which stakeholders should the organisation pay attention to?

o Stakeholders should be classified into internal and external (Freeman, 1984)

o Primary stakeholders have more influence than secondary stakeholders
(Clarkson, 1995). Primary stakeholders are those stakeholders that have direct
interaction with the organisation, such as investors, suppliers, and customers.
Secondary stakeholders comprise parties that have no direct involvement in the

business, although they have an interest in the way social transactions are
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conducted, for example, government, media, regulators, and political
organisations.

Derivative and normative stakeholders (Phillips et al., 2003). Derivative
stakeholders can harm or benefit the company and may include activists, media
groups, competitors, and terrorists (Phillips, Freeman & Wicks, 2017). Normative
stakeholders are those parties to which the enterprise has a direct moral
obligation to their well-being. These comprise banks, customers, employees,
customers, and the community (Phillips, Freeman & Wicks, 2017).

Parties that have a significant interest in the company (Cragg & Greenbaum,
2002)

The environment (Driscoll & Starik, 2004)

The investor community (Ryan & Schneider, 2003)

The creator (superior being) (Schwartz, 2006)

Activists and enthusiasts.

Activists and enthusiasts are those parties who are seeking a certain outcome
from the way a company is conducting business, and they do this through both
persuasive and aggressive engagement with the organisation (Dunham,
Freeman & Liedtka, 2006)

Networked and resourced groups (Pajunen, 2006).

Question 2: Which stakeholders do organisations care about?

Stakeholders that have power and are viewed as legitimate by observers (Agle
et al., 1999)

Stakeholders that derive relevance from cultural views (Jones et al., 2007)

The politics of industries (Fineman & Clarke, 1996)

The life cycle stage of the organisation (Jawahar & Mclaughlin, 2001)

More stakeholders are identifiable by environmentally proactive managers
(Buysse & Verbeke, 2003).

The weakness of the various definitions of stakeholders is that there is no consensus

on which stakeholder holds the most influence over the company. The general theme

is that all stakeholders influence the company’s value-creation process.
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2.5.3 Stakeholder role in the value-creation process

In the analysis of value creation, there is the dimension that the different stakeholders
in the company have different ways in which they view value creation (Harrison &
Wicks, 2013). Stakeholders perform different activities around the company and derive
satisfaction from the corporation if their inputs outweigh the outputs. In the Enlightened
Stakeholder theory, the option is raised that long-term value maximisation is the
business’s ultimate goal and resolves the conflict of the multiple short-term objectives
of the classic stakeholder theory (Jensen, 2002). Short-termism causes stakeholders
to look at narrow, self-centred benefits that may decapitate the corporate's capability
to create long-term sustainable value for the future well-being of the various interest

groups.

In the Freeman and McVea (2001) stakeholder model of the corporation, as shown in
Figure 2.5, various members of the stakeholder community feed into and benefit from

the enterprise.

Internal

stakeholders suppliers

Society

Gowvernment

Credlitaors

Shareholders

Customers

Figure 2-5: The Stakeholder model

Source: Freeman and McVea (2001)

From Figure 2.5, one may state that company value is a result of the interface and
provision of resources by the different stakeholders. Considering corporate reporting,
these different stakeholders must be satisfied that their inputs resulted in the desirable
effect, that is, the creation of value. IR, as shall be indicated later, has the objective of
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providing stakeholders with sufficient information on how the company is creating
value in the short, medium, and long term. Stakeholders may be interested in knowing
their future value creation potential, and this presents a chance for one to put a

proposition for a predictive model with stakeholder resource variables as inputs.
2.5.3.1 Empirical evidence of stakeholder influence on company value

While the above review of theory has exposed the importance of stakeholders to the
company and its value-creation activities, this perspective must be checked for
practical application. Researchers have used stakeholder theory principles to

empirically test its relevance to modern business value creation.

For this empirical evidence review, stakeholder theory is considered the basis of Social
and Relationship Capital in the IR framework. One of the challenges affecting the
practical measurement and valuation of non-financial capitals, in this case, Social and
Relationship Capital, is the identification of relevant parameters. Harrison and Wicks
(2013) posit that a company may create value for its stakeholders, and this will
positively influence the company’s value. They advanced the notion that ‘stakeholder
happiness’ will lead to company value, and proxies were assigned to each stakeholder
as a measurement tool. Using a multiple-stakeholder view, Harrison and Wicks (2013)
listed employees, customers, suppliers, shareholders and the government as
important in value creation. Table 2.5 summarises some of the suggested proxies for

each stakeholder.

Table 2-5: Proxies for measuring stakeholder value

Employees Compensation and benefits, employee productivity
measure (turnover per employee), health and safety
policies

Customers Growth in sales, R&D spend, product rankings

Suppliers Days payable, accounts payable turnover ratio

Shareholders Shareholder returns, P/E ratio

Government Legal actions, taxation

Source: Harrison and Wicks (2013)
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Through a longitudinal study involving 1,614 USA companies, the impact of
stakeholder management was assessed using primary and secondary stakeholders’
degree of value addition to the company (Mason & Vracheva, 2015). The study found

that stakeholder management and company value had complementary effects.

Using a sample of 35 high-liquidity listed companies on the Spanish Stock Exchange,
the effect of customers (as stakeholders) on business value was examined (Garcia-
Merino et al., 2014). The investigation utilised customer satisfaction and total company
value as variables. The study concluded that there is a positive relationship between
improved customer satisfaction and company value, albeit not statistically significant.
Carrying out a similar study in France, Boukattaya and Omri (2021) found a
contradicting result to the above. Their study tested the relationship between
Corporate Social Performance (CSP) and financial performance. CSP can be defined
as the deliberate policies and actions taken by an enterprise to address the objectives,
issues and values of the society in which it operates (Battaglini, 2019). The study's
results indicated an opposite relationship between CSP and financial performance
(Boukattaya & Omri, 2021). Utilising CSP as a representative of stakeholder
management, Weber (2017) found that stakeholder management by Chinese banks
did not hinder financial performance but strengthened it. Magbool et al. (2018)
conducted a similar study on Indian banks, and the results were consistent with Weber
(2017).

Moller andTérronen (2003) argue that suppliers can be considered as joint value
creation partners through the supply of high-quality raw materials and services,
participating in innovation for better products and cost-effective methods of production.
They further state that supplier performance can be measured by checking the profit
achievement directly traceable to a certain supplier’'s products, volume function
according to quantities supplied and the reliability function where a supplier maintains

promised delivery schedules.

Dzomonda (2020) carried out a study on the impact of stakeholder engagement on
company value for JSE-listed companies. Using TobinQ and stakeholder engagement
as variables for a panel data model, the study concluded that there is an insignificant
positive influence of stakeholder engagement on company value. In an earlier study,

viewing Black Economic Empowerment (BEE) deals in South Africa as a proxy of
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Stakeholder management, Wolmarans and Sartorius (2009) found that there was a
positive relationship between announcements of BEE deals and an increase in value

for those JSE-listed companies.

The government is an important stakeholder as it contributes to setting conditions that
allow companies to operate and create value. These conditions included the provision
of education and health services to the population, which in turn became the human
capital base for companies to tap skills from. Government receives revenue from
companies through taxes paid. For example, for the fiscal year 2017/2018, taxation
contributed 25.9% of the GDP (Statistics South Africa, 2018).

Through taxes, the government obtains the ability to fulfil its social and developmental
objectives (Starke, 2016). Taxes become a reasonable proxy for government in the IR
context as they represent a measurable interaction between companies and the
government (Dauchy & Martinez, 2005; Harrison & Wicks, 2013).

The theory and the empirical evidence reviewed on Stakeholder theory indicate a
relationship between stakeholder management and company value. In this current
study, a model is developed on this premise after testing the appropriate hypothesis
to be defined later in Chapter 4, Section 4.7.

2.6 TANGIBLE (MANUFACTURED) CAPITAL THEORY

The following sub-sections explain the background of the tangible capital theory and

a review of some of the empirical studies carried out on this theory.
2.6.1 Tangible capital theory background

In the classical approach to tangible capital theory, tangible capital refers to both
current and non-current tangible assets and are considered relevant to make
production possible, the differentiator being that inventory gets consumed in the period
of production while buildings, plants and machinery remain for the future (Eckaus &
Lefeber, 1961). For the current production period, a portion of the non-current assets
gets depreciated through usage. The primary objective of investing in assets and
employing them in production is to add value to the company by selling finished

products or services at a positive margin. There is a shift from the classical view that
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capital investment refers to capital formation in the form of tangible assets, with more
emphasis going on a dual approach to managing both tangible and intangible assets.
The competency of management will depend on the success or otherwise of having

an optimum mix of tangible and intangible assets (Irungu et al., 2018).

The contemporary topic of tangible capital theory is the sustainability of tangible
assets. Modern business is being challenged to ensure that investments in tangible
assets are in line with the aspirations of both environmental and company value
sustainability (Stern, 1997; Hoyos et al., 2010). The life cycle of tangible assets is
becoming shorter due to technological advancements and pressure for companies to

adopt environmentally friendly operations (Stern, 1997).
2.6.2 Tangible capital impact on company value empirical evidence

In the context of IR, tangible capital is referred to as manufactured capital, one of the
capitals identified in the IR framework. iltag and Demirgiines (2020) investigated the
influence of the tangibility of assets on the financial performance of companies in the
manufacturing sector in Turkey. The study concluded that tangible assets had a
significant impact on company performance compared with intangible assets. Tangible
assets were favourably considered collateral by financial institutions, enabling
companies with more tangible assets to access external debt to fund growth. Such
companies are positioned for better performance and higher growth, resulting in
improved company value. Inquiring on the determinants of company performance in
insurance companies in Ethiopia, Mehari and Aemiro (2013) confirmed that tangible
assets yielded a stronger Return On Assets than other asset classes. Birhan (2017)
carried out a similar study on a case-study basis and obtained results consistent with
the findings of Mehari and Aemiro (2013). In China, the corporate tax regime favours
investment in fixed assets. Hence companies with wider tangible asset bases have
higher profitability (Dong, Leung and Cai, 2012). A study on Nigerian banks revealed
that fixed assets indicated a strong positive relationship to the net profit (Olatunji et al.,
2014).

While the above empirical studies showed a positive impact of tangible assets on
company performance and, consequently, company value, few studies yielded

contrary results. In a study of 51 listed manufacturing companies in Indonesia, Saleh

35



(2018) used panel regression to test the impact of tangible assets on company value.
The findings were that tangible asset investments harmed company value. This result
was attributed to the short-termism behaviour of Indonesian investors. In the short-
term, tangible assets tend to reduce earnings through the depreciation charge and
finance costs if the acquisition is leveraged. To alleviate this negative impact, Saleh
(2018) proposes that companies should structure tangible asset acquisitions through

the use of retained earnings as a cheap source of funding.

Studying the determinants of profitability for Indian telecommunication companies,
Khan et al. (2018) found that size and growth had more explanatory power than the
tangibility of assets. Using panel data regression, Pratheepan and Banda (2016)
studied a sample of Sri Lankan companies, and their findings showed that tangible

assets had an insignificant influence on company profitability.

With the above empirical evidence, it is worthwhile that a study is carried out in a South
African context to determine the impact of tangible (manufactured) capital on company
value. The current study used data from JSE-listed companies to construct a model

for testing this aspect of the IR framework of capitals.
2.7 INTELLECTUAL CAPITAL THEORY

In the following sub-sections, the background of intellectual capital theory and an

overview of some empirical studies will be covered.
2.7.1 Intellectual capital theory background

Intellectual capital is considered a critical resource in the modern knowledge-based
economy. As of the 1980s, intellectual capital has emerged as the most important
driver of company growth and differentiation (Radjenovic & Krstic, 2017). Although
intellectual capital theory seemingly appears to be a recent phenomenon, its
background goes back to the pioneering classical works of Taylor (1911), Robinson
(1934), Chamberlin (1947), Schumpeter (1934), Moore and Penrose (1960) and
Polanyi (1966). These early scholars managed to identify that employee skill,
knowledge and experience were vital in the value-creation process of the company.
Patents, trademarks and brands became the embodiments of intellectual capital,
aiming to internalise it within the company (Robinson, 1934; Chamberlin, 1947). Moore
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and Penrose (1960) assigned intellectual capital as a resource like financial and

tangible assets the company requires for production.

One of the most recognised modern scholars of intellectual capital theory is Pulic
(1998), who propounded the Value-added Intellectual Coefficient (VAIC). Pulic (1998)
generated the VAIC model from the observation that world economics was departing
from being tangible capital and financial capital-centric to a knowledge-based
economy. He envisaged that the knowledge economy was epitomised by Intellectual
Capital. Financial statements are ineffective in reporting the impact of intangible capital
on company values (Lev, 2002). Lev (2002) studied the financial statements of USA
Standard and Poor’s 500 companies and concluded that more than 80% of the market
value of companies was not adequately reported. Relying on previous studies by
Cronje and Moolman (2013) and Schultz and Molele (2019) highlighted the challenge
of intangible capitals, that their real value is not clear due to these capitals being not

guantified and resultantly not reported.

With the desire to close the gap between company values calculated using financial
statements reporting and the market value of companies, Pulic (1998) posited the
VAIC model. The purpose of the VAIC model was (is) to assist business managers
and policymakers in measuring the efficiency at which intellectual resources are

converted into financial wealth.
The VAIC model, as propounded by Pulic (1998), has the following assumptions:

(a) Value addition in a company results from two key resources, capital employed
and intellectual capital.

(b) Capital employed consists of the companies’ tangible (physical) capital and
financial capital.

(c) Intellectual is made up of human capital and structural capital.

(d) Labour costs are not expenses but investments or assets (human capital).
Labour costs are thus transferred from the income statement to the statement
of financial position.

(e) There is a positive relationship between increasing intellectual capital and

increasing company value.
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Having identified the assumptions above, Pulic (1998) built the formula for VAIC:
VAIC = CEE + HCE + SCE
Where: CEE = Capital Employed Efficiency = Value Added/Capital employed

Value added means the value created by the business in a specific reporting period.
Value added (VA) = Output — Input. Output is the total income received through sales
of products and services in the year under consideration, while input is the total costs
incurred, excluding staff costs (Fayez, Hameed & Ridha, 2011). According to Pulic
(1998), staff costs are classified as an investment and not as expenses. Capital
employed is the total value of both physical and financial assets.

HCE = Human Capital Efficiency = Value Added/Human Capital

Human capital is the total costs for staff compensation, training, and development.
Value added remains as explained above. Human Capital Efficiency (HCE) indicates

how much value was added by investing in human capital.
SCE = Structural Capital/Value Added

Structural Capital (SC) is the value obtained from the previous performance of human
capital. Examples of structural capital are organization, licenses, patents, images,
standards, and client lists (Fayez, Hameed & Ridha, 2011). Structural Capital
Efficiency (SCE) explains the extent to which structural capital was used to add

company value.

The advantage of VAIC is that it uses published data obtained from companies’ annual

financial statements (Svanadze & Kowalewska, 2017).
2.7.2 Intellectual capital impact on company value empirical evidence

In a study of Austrian companies, Bornemann (1999), utilising the VAIC model,
established a positive relationship between company performance and intellectual
capital. Applying the VAIC model in a study of manufacturing companies in Thailand,
Phusavat et al. (2011) found that intellectual capital had a significant and positive
influence on return on equity, return on assets, revenue growth, and employee
productivity. A similar study in China concluded that intellectual capital was a

significant determinant of company performance and, subsequently, company value.
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Examining 5,500 banks in the USA over the period 2005 to 2012, Meles et al. (2016)
concluded that intellectual capital was effective in influencing returns on assets and
equity. Through a study on the Athens Stock Exchange, it was confirmed that human
capital was ahead of the other components of intellectual capital in having a positive
impact on return on assets. No relationship could be established on the share price
(Maditinos et al., 2011).

In an investigation of 2,161 Australian listed companies covering the period of 2003 to
2008, it was concluded that intellectual capital efficiency showed a positive relationship
with company performance leading to higher company value (Clarke et al., 2011). A
similar study on 64 companies listed on Taiwan Stock Exchange, with data from 1992
to 2002, revealed that intellectual capital had a positive influence on the market value
of companies (Chen et al., 2005). Gathering data between 2003 and 2011, a study
using the VAIC framework of financial institutions in Ghana found that human capital
efficiency and capital employed efficiency had positive correlations to productivity
(Alhassan & Asare, 2016).

In South Africa, Firer and Stainbank (2003) tested the relationship between intellectual
capital and productivity, profitability, and market share price on 75 listed companies
on the JSE. The study concluded that there was a small positive correlation between
VAIC and the share price. This set the tone for future investigations as these results
were based on a short-term review of only one year, that is, 2001. In a later study,
Morris (2015) researched a bigger sample of 390 JSE-listed companies and covered
a longer period (2001-2011). The study wanted to establish the influence of
intellectual capital on company performance. The research revealed there was a

positive association between intellectual capital and earnings.

In a detailed study, Schultz and Molele (2019) used VAIC to investigate the influence
of intellectual capital efficiency on company performance among 43 companies listed
on the JSE. Using data gathered from 2001 to 2017 and employing panel regression
analysis, it was found that very few statistically significant correlations exist within the
model. The study could not find any preliminary indicative associations between VAIC
and Intellectual Capital Efficiency (ICE). The results indicated no statistically significant

relationship was established between VAIC and Return on Assets (ROA). The authors
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thus concluded that no significant associations resulted from the empirical analysis

concerning the role of intellectual capital as envisaged by VAIC.

Intellectual capital has emerged as an important determinant of company value. The
contemporary business environment has witnessed the shrinking of the weight of
tangible capitals compared with intangible capitals in the market value of companies
(Elsten & Hill, 2017; Levdokymov et al., 2020; Buzinskiene & Rudyte, 2021,
Cosmulese et al., 2021). As indicated in Figure 2.6, the percentage of intangible capital
in the market value of S&P 500 companies has grown from 17% in 1975 to 90% in
2015 in the USA (Ocean Tomo, 2021).

Percentage of intangible assets to total assets

100%
90%

90%
80%
9

o 68
60%
50%
40% 32%
30%
0% 17%
- m B

0%

1975 1985 1995 2005 2015

Percentage

X

Years

Figure 2-6: The growth of intangible capital in the USA
Source: Ocean Tomo (2021)

For this study, intangible assets, through the VAIC calculation, were used as a proxy
for Intellectual Capital as companies do not report it specifically. The reason could be

due to the sensitivity of this competitive asset.

Most of the above empirical studies indicate that intellectual capital influences
company performance and company value. In this current study, VAIC was used to
construct a model that examined the impact of intellectual capital on JSE-listed
companies. The difference from prior studies is that intellectual capital is considered

in the IR perspective, where human and relational capital are separate capitals.
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2.8  FINANCIAL CAPITAL THEORY

The following sub-sections will cover the background of financial capital theory,
explaining how it evolved. A review of some empirical studies on the effects of financial

capital on company value will be performed.
2.8.1 Financial capital theory background

Financial capital theory may be traced back to the patriarchs of capital structure in the
form of Modigliani and Miller (1958). These scholars developed the financial capital
theory through three (3) stages. In their first assertion, Modigliani and Miller (1958)
found that capital structure did not affect company value, but rather total assets are
the determinant of company value. The theory is also referred to as the irrelevance
theory. This claim was based on oversimplified assumptions based on a perfect
market with no transaction costs, zero taxes, free flow of market information,

homogeneous borrowing rates, and risk-free debt (Modigliani & Miller, 1963).

Upon review of the first submission, the authors came up with the second outcome,
that capital structure is related positively or negatively to company value (Modigliani &
Miller, 1963). The informative factor that caused the change in approach was the
reality of taxation. Governments allow the cost of debt to be deducted as an expense.
This creates a tax shield in favour of the company. This led to the conclusion that the
level of debt in the capital structure of the company will influence company value, that
is, companies with higher levels of debt will get higher tax shields and resultantly
higher company values (Modigliani & Miller, 1963).

The above proposition remained in place, encouraging companies to finance
investments through debt as much as possible. However, Miller (1977) revised this
assertion by considering the effect of the tax rate on company value. Through bringing
the tax rate effect, Miller (1977) concluded that companies could work out an optimum
capital structure, being a mix of debt, equity and retained earnings, thereby dispelling

the notion that higher gearing results in higher company value.

Myers and Majluf (1984) refined the financial capital theory by introducing the pecking
order theory. This theory posits that companies have a choice of ranking their capital
structure preferences, using the cost of each capital as a guide. Companies with high

retained earnings are inclined to use this cheap source of funding before engaging in
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external debt. Where possible, companies would then use debt and shift to new equity
capital. Each option of capital has a cost attached to it and is used to determine its

ranking in the capital structure.

The above theory propositions have been empirically tested to establish their
practicality in the real business world. Section 2.8.2 reviews some of the empirical

studies that have been done.
2.8.2 Empirical evidence on financial capital

Studies have been carried out to test the relationship between financial capital and
company performance, and company value. The empirical evidence is presented in
the chronology of the three (3) stages of financial capital theory development

discussed in Section 2.8.1.

In an analysis of the impact of financial capital on the performance of companies in
the hotel industry in the UK, Phillips and Sipahioglu (2004) sampled 43 companies.
The study aimed to test the original Modigliani and Miller (1958) theory proposition
that capital structure was irrelevant in determining company value. The study revealed
that there was no significant relationship between capital structure and company
performance, therefore, confirming Modigliani and Miller's (1958) irrelevance theory.
Walaa (2007) studied food manufacturing companies in the United Arab Emirates
(UAE), intending to establish the relationship between capital structure and company
value. Using regression data analysis on five years of data, the study concluded that
there was no evidence of a relationship between the debt-to-equity ratio and company
value. This outcome was probably due to the absence of a tax shield on gearing in the
UAE. Examining the effect of staggered boards on capital structure and company
value in the USA, Jiraporn and Liu (2008) confirmed Modigliani and Miller (1958) when
evidence showed that excessive leverage did not increase company value.

To study the relationship between financial capital and profitability in listed companies
in Ghana, Abor (2005) used regression analysis on five (5) years of data. The research
findings showed a significant positive relationship between the debt-to-assets ratio and
return on equity. This result was interpreted to mean that highly profitable companies
in Ghana used high leverage as their main source of financing. A study by Zeitun and

Tian (2007) on 167 listed Jordanian companies showed mixed results. The company’s
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capital structure had a significantly negative influence on company performance
metrics, while the level of short-term debt had a significantly positive impact on
company value (using TobinQ and panel data analysis). In a study of non-financial
listed companies in Nigeria, Onaolapo and Kajola (2010), using panel data and
Ordinary Least Squares estimation, found that debt ratio had a negative relationship
with these as surrogates for company performance; Return on Assets (ROA) and
Return on Equity (ROE). Wenjuan et al. (2011), in a study of Chinese non-state-owned
entities, confirmed that managerial ownership had no impact on capital structure. The
analysis further revealed that capital structure in the form of total debts-to-assets ratio
negatively influenced company value. A study of Vietnamese fishing companies
showed a relationship between debt ratio and company value, indicating that debt

structure and company value have a nonlinear relationship (Cuong, 2014).

Abata et al. (2017) studied the impact of the configuration of a company’s capital
structure and company performance metrics in South Africa. The study was carried
out on 136 JSE-listed companies. Using TobinQ and ROA as proxies for company
value, the investigation concluded that the total debt to total equity ratio has an inverse
relationship to company value. However, the long-term debt to total assets ratio
showed a positive relationship to company value (using the same proxies as above).
Abata et al. (2017) recommend that companies must strategically decide on their
objectives, whether to maximise ROA or ROE; this requires an optimum mix of debt

and equity.

For this current study, the influence of financial capital on company value will be tested
for JSE-listed companies. Models were developed with market share price return,
TobinQ, Economic Value Added (EVA) and share price at book value as proxies of
company value. The proxies used for financial capital are the Debt to Equity ratio,
Long-term debt to Non-current assets ratio and Total Debt to Total Assets ratio. The
debt to Equity ratio measures the weight of debt compared to equity in an entity’s
financial capital structure. The long-term debt to Non-current assets ratio measures
how non-current assets are financed by debt. The total Debt to Total Assets ratio
assists in assessing to what extent total assets are financed by debt. Using debt in

these ratios and how they relate to company value provides an opportunity to measure
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how debt impacts value creation considering the theories discussed earlier, such as
(Modigliani and Miller, 1963; Miller, 1977).

29 COMPANY VALUE METRICS

Based on the five (5) capitals to be covered in this current study, models will be
developed for each capital leading to a penultimate model that will seek to provide an
Integrated Company Value approach that addresses the gap in the IR framework. The
IR framework currently does not provide a basis for the measurement or valuation of
the non-financial capitals and its impact on company value. Company value metrics
can be grouped into three broad categories of accounting based, market based and
value-based metrics (Erasmus, 2008; Agarwal & Taffler, 2011; Tho, Dung & Huyen,
2021). These categories are discussed below, indicating their advantages and

disadvantages, leading to the choice of company value metrics used in the study.
2.9.1 Accounting based metrics

Accounting-based measures are derived from companies’ income statements and
statements of financial position, and the most common measures include these ratios;
return on investment (ROI), return on assets (ROA), return on equity (ROE), return on
sales (ROS) and return on capital employed (ROCE) (Tayeh et al., 2015). ROI
measures the extent to which the capital invested in the company is covered by the
net profit generated in a trading period (Tayeh et al., 2015). The ROI formula is net
profit divided by investment. The higher the ratio, the higher the perceived company

value.

ROA reflects the efficiency with which assets are utilised to generate operating profit
and is calculated using the formula; operating profit divided by total assets. A higher
ROA is a signal that a lower asset base is capable of producing high operating profits
leading to the intuitive supposition of a high company value. The limitation of ROA is
that it ignores the cost of capital that was used to acquire the assets (Wahlen et al.,
2011). ROE measures the extent to which owners’ equity is covered by operating profit
with the formula, operating profit divided by total equity. ROE could be considered at
the apex of company performance and firm value ratios. However, it fails to fully
capture the value of intangible assets and can be increased only by the company

repurchasing its shares (de Wet & du Toit, 2007). The repurchase of own shares is
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not real addition to wealth, thus making ROE a flawed metric of company value (de
Wet & du Toit, 2007).

ROS is calculated as operating profit divided by sales and is used to demonstrate the
strength of operating profit on the sales of a period. While ROS is a good measure of
profitability performance, it gives a weak reflection of company value as it does not
consider any balance sheet items, such as assets and liabilities, which are critical in
value measurements (Warner & Hennell, 2001). ROCE is calculated as operating
profit divided by capital employed. Capital employed is determined by total assets
minus current liabilities. ROCE indicates the effectiveness with which capital is being
utilised by the business to generate operating profit. ROCE becomes an ineffective
metric of company value for companies that have high values of unmeasured

intangible assets (goodwill and intellectual property) (Tayeh et al., 2015).

The use of accounting-based metrics is considered convenient for analysts and
investors since data used in the calculations is available in the financial statements of
the company (Tho, Dung & Huyen, 2021). Comparisons between different periods are
possible with accounting-based metrics. On the negative, accounting metrics can be
manipulated through a deliberate lack of transparency on accruals and deferrals (Tho,
Dung & Huyen, 2021). Accounting metrics are ineffective in measuring company risk
as they tend to omit the consideration of the cost of the various inputs into the capital
structure (Tayeh et al., 2015).

The share price at book value is classified as an accounting metric and is defined as
the company's value based on its records as indicated in its statement of financial
position (Djalil, Tabrani & Jalaluddin, 2017). The formula for share price at book value

is as follows:

Total assets - Liabilities - preference shares

number of outstanding ordinary equity shares’

The importance of the share price at book value lies in that it is the verifiable claim that
equity holders have over the company. The share price at book value is a conservative
method that measures the company's value in its current status and does not include
the value from estimated future cash flows. This metric, however, remains widely used
by researchers as a proxy of company value because of its accuracy based on
financial statements that are available (Ohlson, 1995; Faghani Makrani & Abdi, 2014;
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Djalil, Tabrani & Jalaluddin, 2017). In this study, the share price at book value is used
as a company value proxy as part of the proxies supplementary to the main proxy, the
market share price. The market share price is covered in the next section under

market-based metrics.
2.9.2 Market-based metrics

Due to the susceptibility of accounting data to manipulation by executives running the
companies, market-based metrics are gaining prominence as an alternative (Tho,
Dung & Huyen, 2021). The market-based metrics use data that is available in the
market, and investors have equal access to be able to make informed decisions
(Tayeh et al., 2015). Market-based metrics include the Price/Earnings (PE) ratio,

Market to Book (MB) ratio, cash flow per share, TobinQ and market price per share.

The PE ratio expresses the confidence of the market in the shares of a company. This

measure is calculated using the formula:

_ Market Price per Share
Earning per Share

PE

The market price per share is available from the trade information published by the
stock exchange, while earnings per share can be established from the company’s
financial statements (Wahlen et al., 2011). This makes PE an efficient, practical, and
easy-to-use metric. On the negative, this ratio uses historical information (past
performance) (Tayeh et al., 2015; Tho, Dung & Huyen, 2021). This creates a challenge
for forecasting the present and future value of the company.

The MB also referred to as the Price to Book value, is a ratio that measures the market
performance of a company (Tho, Dung & Huyen, 2021). The formula for MB is as

follows:

MB = Market Price Per Share
Net Book Value Per Share

With net book value per share as the denominator to the market price per share, MB
demonstrates how much the market price covers the book value of the company. An
MB of less than one means that the company’s market value is lower than its book
value (undervalued). If MB is higher than one, the market price is more than the book

value, indicating a positive market sentiment about the company’s value (overvalued).
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While the MB ratio is appropriate for measuring market sentiment about the company’s
value, it does not measure well the values of companies that have intangible assets
that are not easily measurable in the balance sheet, such as intellectual capital (Tho,
Dung & Huyen, 2021).

The TobinQ ratio also expressed as TobinQ, measures the relationship between a
company’s market value and the replacement cost of assets. This ratio was initially
propounded by Kaldor (1955) and later refined by Tobin (1989).

TobinQ is expressed as follows:

Market value of a company
Company assets replacement cost

Tobin Q =

The underlying assumption of Tobin Q is that the market value of a company is equal
to the replacement cost of its assets (Tobin, 1989). Following this proposition, scholars
have used Tobin Q as a proxy for company performance and value models (Hejaz et
al., 2016).

Tobin Q has been credited as a reliable explainer of the discrepancy between a
company’s asset book value and its market value — attributing this discrepancy to the
goodwill generated by economic booms (Medlen, 2003). This construct is based on
the belief that during periods of economic growth, companies will invest in new assets,
thus boosting the companies’ values. Scholars have used TobinQ to analyse company
value and factors that affect it (Wolfe & Aidar Sauaia, 2005; Molele, 2018; Senan et
al., 2021). In a study of the impact of IR quality on company value, TobinQ was used

as a proxy for company value (Moloi & Iredele, 2020).

In this study, TobinQ is used for measuring how company value is influenced by the
different capitals (Human Capital, Manufactured Capital, Social and Relationship

Capital and Financial Capital).

Market share price, which is the price at which investors currently purchase the shares
of a company, is derived from supply and demand fundamentals that depend on the
information that is publicly available. The share price reflects the investors’ view on
the expected future cash generation of the company and the risks that may arise.
While the share price is easily available on the market, the challenge is estimating

future cash flows, which are affected by uncertainties, short-term events, and
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speculative behaviour by some investors. For this study, the change (returns) of the
share price is used as the dependent variable to investigate the impact of the various
capitals on company value. This was motivated by the assumption that share price is

a close reflection of what investors view as the true value of the company.
2.9.3 Economic Value Added metric

The Economic Value Added (EVA) theory has its origins in classical scholars such as
Hamilton (1877) and Marshall (1890) (Daraban, 2017). Contemporary works on EVA
include Modigliani and Miller (1963), who used neo-Keynesian economic theory to
explain how companies generate value for shareholders. Stern Value Management
(2016) created the EVA™ trademark as a tool organisations use to evaluate business
performance by maximising value (Daraban, 2017). While TobinQ calculates the
weight of a company’s assets as a percentage of its market value, EVA relies on how
much value the assets have created, thus, EVA encourages the efficient use of assets

and not necessarily a high asset base.

The EVA formula is interpreted as a measure of economic profit and considered a
more appropriate metric for value created than the accounting profit calculated (Stern
Value Management, 2016). The strength of EVA is in its consideration of the
opportunity cost of capital as a deduction from Net Operating Profit After Tax
(NOPAT).

EVA = NOPAT - CC
Where:

EVA = Economic Value Added

NOPAT = Net Operating Profit After Tax

CC = Cost of Capital = WACC x Invested Capital
WACC = Weighted Average Cost of Capital

2.9.3.1 Advantages of EVA
The following are the advantages of EVA:

o EVA revolutionised management and employee thinking by emphasising that

shareholders needed compensation for their capital commitments through the
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cost of capital calculation. This enhanced the value creation concept (Girotra &
Yadav, 2001).

With the inclusion of EVA, a business’s true economic profit becomes clear,
removing the misconstrued viability of companies based on accounting profit —
accounting profit is subject to accrual accounting adjustments which make it

unreliable (Vasilescu & Popa, 2011).

2.9.3.2 Disadvantages of EVA

The following are the disadvantages of EVA:

EVA is suitable for short-term company performance measurement, thus lacking
long-term forecasting capability that is important for start-up companies and
companies that are in intensive capital expansion projects (Daraban, 2017).
However, EVA remains powerful for historical analysis.

EVA may cause distorted conclusions on value-added during high inflation
regimes (Daraban, 2017). Modern tools for measuring EVA can provide inflation-
adjusted EVA.

EVA is a highly financial metric and lacks the explanatory power to
comprehensively deal with value creation that includes the contribution of non-
financial capital, hence having the modified Feltham-Olhson model as the lead

model.

This study will use EVA as a proxy of company value, and financial capital components

(Debt, Equity and Retained Income) will be used as independent variables to test their

influence on company value.

2.10 THE FELTHAM-OHLSON MODEL OF COMPANY VALUATION

The Feltham-Ohlson model is a predecessor to the earlier model developed by Ohlson

(1995). In the earlier model, Ohlson had proposed that the value of a company was

the summation of the share price at the book value of its financial and operating assets

and the present value of its future abnormal earnings. The original Ohlson model is

also referred to as the Residual Income Valuation Model (RIV) and is expressed as:

pe = bv, + Z Rf_TEr [X&r]

T=1
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Where Pt= company stock value at a particular time ¢
bvi= share price at book value of company assets (financial and operating) at a
particular time ¢
X2 = abnormal earnings (residual income) at a particular time ¢
Rf = risk-free rate prevailing at a particular time ¢
Et = earnings at a particular time ¢
The Ohlson model assumes that company value is a linear function of the share price
at the book value of equity and the present value of its abnormal future earnings. This
inferred that the difference between market value and accounting value is the present

value of the abnormal future earnings.

Although the Ohlson model had indications of strong explanatory power, it lacked a
full decomposition of the market value of the company. The market value of a company
is calculated as the total number of shares issued multiplied by the share price at the
stock exchange. It was apparent that there were additional factors that investors
considered, which influenced company value. This query on the Ohlson model gave
the impetus to developing the Feltham-Ohlson model (Feltham & Ohlson, 1995). The
two (2) scholars introduced an additional variable, other Information, to the original
Ohlson model. The purpose of Other Information was to account for the unexplained
gap that continued to exist between the market value of the company and the value
derived from the Ohlson model. The other information may be interpreted as the extra
goodwill investors consider, which valuation models failed to identify. The Other
Information was valued using Linear Information Dynamics (LID). The LID is

expressed using the following equation:
Ues1 = VYV + &304

Where V= information other than abnormal earnings at a particular time ¢,
|/ = parameter persistence for information other than abnormal earnings to
evaluate the sustainability of information other than abnormal earnings.
€2 = the terms of stochastic errors assumed for having mean zero and normal
distribution.

The Feltham-Ohlson model, therefore, becomes a combination of RIV and LID. The

combined model is expressed as the following linear function:
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pt = bvt + (r]_Xta + G‘fzvt

Feltham and Ohlson (1995) concluded that company value is a linear function of the
share price at the book value of equity, the present value of abnormal future earnings
and Other Information.

2.10.1 Application of the Augmented Feltham-Ohlson model in this study

IR has recognised that apart from financial capital, the other five non-financial capitals
are vital in determining company value. Despite this recognition, there is no agreed
methodology within the IR framework for measuring and valuing the non-financial
capitals. Some of the non-financial capitals are tangible, while others are intangible.
Table 2.6 shows the different capitals, the suggested proxies and variables for each

capital and the authors who used these proxies in previous studies.

Table 2-6: Summary of the five capitals and possible variables/proxies

Stakeholders | Employees Staff Costs as a Harrison and
(Social and percentage of revenue | Wicks (2013)
Relationship (Excluding directors'

Capital) costs)

Data source: Income
statement lines 060
and 345 in published
JSE financial
statements recorded in
the IRESS database.

Customers Growth in sales Harrison and
(revenue) Wicks (2013)

Change in sales over
two periods expressed
as a percentage.

Data source:

Income statement
revenue line 060 or
line 095 for financial
services companies as
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recorded in the IRESS
database.

Lenders

Debt to Equity Ratio

Data source: IRESS
database Financial
Ratios report.

Harrison and
Wicks (2013)

Shareholders

Return on Equity

Data source: IRESS
database Financial
Ratios report.

Harrison and
Wicks (2013)

Government/Community

Effective Tax rate

Data source: Income
statement line 309 in
published JSE
financial statements
recorded in IRESS
database.

Harrison and
Wicks (2013)

Agency
(Human
Capital)

Directors

Directors'
Remuneration as a
percentage of revenue

Data source: Income
statement lines 060
and 090 in published
JSE financial
statements recorded in
the IRESS database.

Debt to Equity

Data source: IRESS
database Financial
Ratios report.

Ayaz et al.
(2021)

Tangible
assets
(Manufactured
Capital)

Buildings, Plant and
Equipment

Value of Buildings,
Plant and Equipment
as percentages of total
assets

Saleh (2018)
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Tangible Assets to
Total Noncurrent
Assets

Data source: IRESS
database Financial
Ratios reports

Intellectual
Capital
(Intangible
assets)

VAIC

Human Capital
Efficiency (HCEit) and
Structural Capital
Efficiency

Data source:
calculated using
values from IRESS
income statements
and balance sheet
reports.

Schultz and
Molele (2019)

Financial
Capital
(Capital
Structure)

Capital structure

Debt Capital to Equity
Capital

Long-term Debt to
Non-Currents Assets
ratio

Total Debt to Total
Assets ratio

Data source:
calculated using
values from IRESS

balance sheet reports.

Stern Value
Management
(2016)

Integrated
Company
Value

Financial and non-
financial capitals

Financial capital,

Intellectual Capital, -
Human Capital,

Manufactured Capital,

Social and
Relationship Capital

(Harrison &
Wicks, 2013;
Stern Value
Management,
2016; Saleh,
2018; Schultz
& Molele,
2019; Ayaz et
al., 2021)

Source: Developed for this study and ACCA (2011) and IIRC (2013, 2021)



The challenge or gap in IR that this study seeks to close is that no agreed
measurement or valuation model within the IR framework is available for non-financial
capitals, especially intangible capitals. A model is necessary that may enable the
derivation of “company integrated value”, where the contribution of the capitals can be
measured, valued, and brought together and reported at different time frames in the

same fashion that financial capital is reported through annual financial reports.

This study proposes that an AIRM be used to value the non-financial capitals,
assigning them to the Other Information variables as propounded by the model.
Empirical studies have been conducted on IR and the Ohlson and Feltham-Ohlson
models. One may arguably mention that these studies sought to establish
relationships or impacts of the non-financial capitals on market value not in an
integrated manner, leaving the quantification and valuation dilemma largely open as
the studies did not provide a consolidated model that include all the capitals of the IR

framework. Table 2.7 summarises some of the studies on IR using the Feltham-Ohlson

model showing their focus and findings.

Table 2-7: Summaries of Feltham-Ohlson model usage in IR studies

value relevance of
IR on the market
value of
companies in Sri
Lanka. The level
of IR adoption was
tested using the
Ohlson model.

Colombo Stock
Exchange that
prepared
integrated reports
complying with the
IR framework were
selected. The
study covered the

the market value of the
companies as a
variable on its own.
The Earnings Per
Share information
tended to have a
significant influence on
the market value of IR-
compliant companies,
proving that IR was an

To assess, using Used 213 publicly | The study concluded Kheong Chin,
the Ohlson model, | listed companies that the more Munir Juma
the extent of IR on the Malaysian | disclosures the IR and Nga
adoption and how | Stock Exchange | report provided, the (2019)

IR disclosure using data from more IR positively

levels affect 2010-2016 (7 impacted the market

company value in | years) value of the companies

Malaysia

The study 39 companies The adoption of IR did | Cooray et al.
investigated the listed on the not significantly impact | (2020)
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years 2016 to

important complement

adoption on the
value relevance of
Organisational
Capital (OC),
which is a part of
Intellectual Capital
as defined in the
IR framework.

Johannesburg
Stock Exchange
that published IR
reports
consistently from
2011 to 2015.

that have adopted IR.
The authors
recommend more
investment into OC to
enhance company
value.

2018 to accounting
information.

To investigate the | The study utilised | The study revealed Permatasari,
value relevance of | 931 SR company | that SR had a higher Permatasari
non-financial year reports and value relevance on and Narsa
information 922 IR company market value than IR. (2021)
reported through year reports. The However, IR showed
sustainability sample was based | more value relevance
reporting (SR) and | on stock towards
IR. The study exchanges in complementing
aimed to find Europe and financial information.
which reporting Africa. IR enhanced financial
framework information.
between the two
(2) had more
relevance to
market value.
This study’s The sample for the | The study concluded Tlili, Ben
objective was to study was 99 that OC has a positive | Othman and
establish the companies listed significant influence on | Hussainey
impact of IR on the the value of companies | (2019)

Source: Developed for this study, and the authors cited

In a study of 932 companies listed on Borsa Istanbul (BIST), Ozer and Cam (2016)
used the Feltham-Ohlson model to assess the role of human capital in company value.
Through panel regression analysis of data covering 2004 to 2014, the study concluded
that human capital positively correlated to company value. This study is important as
it enhanced the Feltham-Ohlson model, albeit covering one capital which is human
capital. This study has relevance to South Africa as it was carried out in an emerging
market. The studies summarised above, and the Ozer and Cam (2016) study indicate

that the Feltham-Ohlson model may be enhanced and used to value non-financial
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capital. In this study, four of the five non-financial capitals, together with financial
capital, will be considered. This is more detailed than the previous studies that looked

at selected capitals.

Figure 2-7: The theoretical framework (lens) overlap

The theories, as depicted in Figure 2.7, are each linked to a related capital as

propounded by the IR framework and the discussions above.
2.11 CHAPTER SUMMARY

This chapter gave an overview of the frameworks, concepts and theories that build the
IR phenomenon and the prospects of enhancing it through the quantification and
valuation of non-financial capitals. The different theories were outlined, giving details
of their underlying precepts and reviews of empirical evidence around them. The
applicability of the theories to this study was covered, showing that company value
can be measured using various theories. Valuation models such as TobinQ, VAIC,
EVA and the Augmented Feltham-Ohlson model were explained as to how they will

be applied in the IR perspective of a company valuation.
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The next chapter will be used to cover the literature review on the subject of IR. The
literature review will critically evaluate the existing body of knowledge on IR and

identify the research gap that this research study seeks to close.
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CHAPTER 3: LITERATURE REVIEW = INTEGRATED REPORTING
DEVELOPMENT AND KNOWLEDGE GAP IDENTIFICATION

3.1 INTRODUCTION

The previous chapter covered the theoretical framework, looking at the various
theories that form the foundation of the Integrated Reporting (IR) concept. The chapter
showed that IR developed from the coagulation of integrated thinking, stakeholder,
agency and company valuation theories. This chapter examines the existing body of
knowledge on IR, tracing its evolution from earlier management reporting frameworks
to its current state (EY, 2014). The influence of corporate governance on IR through
statutes and codes such as the Companies Act and the King Reports is explained
(Government Gazette, 2009; IoDSA, 2016; Cliffe Dekker Hofmeyr, 2020). The
philosophy of sustainability reporting is reviewed as an important precursor to the
propagation of IR (Rumyana & Bergkamp, 2018). The adoption of IR in different
jurisdictions is exposed by reviewing the extent to which IR is utilised (Eccles et al.,
2019). The chapter will end with identifying the research gap in the existing literature

and discussing how the gap may be closed.
3.2 THE EVOLUTION OF INTEGRATED REPORTING

IR is envisaged as the modern-day pinnacle of corporate reporting (EY, 2014). The
corporate reporting timeline has gone through various stages until the adoption of IR.
Figure 3.1 gives a schematic view of the developments in corporate reporting over

time.
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Figure 3-1: The evolution of IR
Source: EY (2014)

Figure 3.1 shows that IR results from previous reporting frameworks are now

consolidated into a single concise framework.

Corporate reporting has gone through different regimes, and each period is reviewed
in the following sections.

3.2.1 Corporate Reporting (Financial Reporting) 1960s and 1970s

The financial statements regime is allocated for the years covering the1960s and
1970s. During this period, financial statements were considered a significant source
of information for investors and stakeholders to know the financial status of the
company (EY, 2014). As shown in Figure 3.1, financial statements have, however,
remained to this present day, although with additional other reports included from the
1980s to 2020s. According to IAS 1, financial statements are prepared to provide
information that could satisfy the requirements of different users with unique needs

(IFRS, 2017). The users are categorised into primary and secondary users. Primary
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users include capital providers such as investors, banks, suppliers and other credit
organisations, while secondary users include government, employees, trade unions,

professional bodies and academics (Cascino et al., 2014).

This phase of corporate reporting was mainly guided by legislation in different
jurisdictions. In South Africa, financial statements were (are) a legal requirement per
the Companies Act (SAICA, 2018). Company law in South Africa has regulated
financial reporting since 1861 (DTI, 2004). The Companies Act (as amended) has
remained the legislative tool available to regulate the preparation and reporting of
financial statements in South Africa.

The technical guideline for the preparation and presentation of financial statements is
steered by the International Financial Reporting Standards (IFRS) Foundation. This
foundation is responsible for issuing IFRS and International Accounting Standards
(IAS). As laid out in IAS 1, a full set of financial statements includes (IFRS, 2017):

o Statement of Financial Position

o Statement of Profit and Loss and Other Compressive Income
o Statement of Changes in Equity

o Statement of Cash Flows

o Notes explaining significant accounting policies

o Notes and management commentary (regulated only from 2010)
3.2.2 Corporate Reporting 1980s and 2000s

The period of the 1980s to 2000s witnessed an increase in the reports that were made
part of a company’s annual report. The additional reports are management

commentary, governance and remuneration, and environmental reporting (EY, 2014).
3.2.2.1 Commentary

The presentation of financial statements without a commentary by management
became difficult for investors and stakeholders to fully understand the current and
future prospects of the company (IFRS, 2018). A management commentary is a report
set to provide explanations for the figures that are presented in the financial
statements prepared according to IFRS. The report gives more narrative information

to users about the company’s financial performance, as depicted in the statement of
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financial position, income statement and cash flows. Management also outlines its

objectives and strategies in this report (IASB, 2010).

Management commentary became part of annual reports from 2002 onwards (EY,
2014). One may notice that the management commentary came about as a corporate
best practice during that period because the IASB only issued an official practice
statement in 2010 (IASB, 2010). Table 3.1 shows the timeline for the official IASB

development of the management commentary.

Table 3-1: Development of the IFRS management commentary

2002 A project team was formed comprising Canada, the UK,
Germany, and New Zealand tasked with formalising the
inclusion of management commentary in annual reports.

27 October 2005 | The IASB published the Discussion Paper Management
Commentary.

December 2007 | Graduation of the project from research to active agenda.

23 June 2009 IASB published Exposure Draft Management Commentary.

8 December 2010 | IASB published Practice Statement Management
Commentary.

Source: IASB (2010)

As shown in Table 3.1, the Practice Statement on management commentary became
operational in 2010 not as a mandatory IFRS but as a ‘practice statement’. It is
mandatory only when it is a requirement in the jurisdiction in which the reporting entity
operates (IASB, 2010).

In 2018, the IFRS Foundation began a process of reviewing the management
commentary practice statement that was issued in 2010. The revision was triggered
by the need to align the management commentary to information coming from a
myriad of sources, and such information is perceived as pertinent to the understanding
of the long-term development of financial statements (IFRS, 2018). The revised

management commentary is expected to be long-term in focus, requiring the outlining
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of management’s strategy in shareholder value creation in the future, methods and

progress of implementing it and its forecasted impact on company value (IFRS, 2018).

This is a bolder move towards making management more transparent in strategies
that are in place or being planned so that investors and stakeholders can make
informed decisions. The management commentary seems to provide a qualitative
explanation of shareholder value creation nonetheless, it lacks the value measurement
mechanisms for non-financial capitals hence one of the objectives of this study is to
investigate the effect of stakeholders' interests on the company value of JSE-listed

companies.
3.2.2.2 Governance and remuneration reporting

The annual report of a company is expected to disclose the corporate governance
principles and mechanisms that are followed by the company. Clarifying corporate
governance becomes important due to the need to reconcile the agency problem
understanding between management and shareholders (Kondlo, 2016). Management
views corporate governance as a means of giving them power and independence to
run the company's affairs without interference from the shareholders, while
shareholders hold the spec that management is their agent whose role is to protect

and promote shareholder interests (Kondlo, 2016).

Governance reporting is taking fort in the modern business environment due to the
various scandals affecting the corporates. Examples of serious corporate scandals
include Enron, WorldCom, Parmalat and Tyco (da Costa, 2017).

Using different companies’ annual reports in the UK, PwC (2008) gives guidelines on
how governance reporting may be presented in corporate reports. The report structure
may have four main sections covering (i) Responsibilities of the BoD, (ii) Composition
of the BoD and conduct in meetings, (iii) The BoD’s responsibilities with regards to
accountability and audits and (iv) Managing relationships with investors. These
guidelines are in line with South African guidelines as mandated by the various
regimes of the King Reports, as covered in Table 3.2 (IloDSA, 2016, 2021).

Best corporate governance practices are often guided by governance codes in
different jurisdictions. In the USA, following the collapse of mega-corporations such as

Enron, Tyco and WorldCom, Congress, in 2002, passed into law the Sarbanes-Oxley
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Act (Mintz, 2006). Even after the passing of the Act, Mintz (2006) argues that the USA
had several gaps to close in the sphere of corporate governance reporting such as the
need for more independent directors, with the Chairperson and CEO roles being
separate, reduction of the number of boards on which a director can serve and
independence of the audit committee. As of 2016, most USA boards were still led by
executive chairpersons (Shroders, 2016). Empirical evidence from research on listed
companies in America and Germany revealed that a higher proportion of independent
non-executive directors had a direct positive correlation to the reduction of risk-taking

behaviours by companies (Younas et al., 2019).

In the UK, boards of directors are guided by the UK Corporate Governance Code
(Financial Reporting Council, 2016). This code was initially issued by the Cadbury
Committee in 1992 and has undergone successive amendments through the work of
the Financial Reporting Council (FRC).

e Governance Reporting in South Africa

In South Africa, corporate governance reporting is guided by the Companies Act (71,
2008) and the King Codes of corporate governance (Government Gazette, 2009;
IoDSA, 2016). The King Codes have become the prevailing corporate governance
reporting guideline, having developed from the King | report of 1994 to the King IV
report released in 2016 (IoDSA, 2016). The importance of the King reports in South
Africa is reflected by their influence on the legislation of the Companies Act (71, 2008).
The Companies Act (71, 2008) includes the corporate governance principles
contained in King Il (SAICA, 2017).

The inclusion of King Il principles in the Companies Act (71, 2008) prompted the King
Committee to release the King Il report, which aimed to bring more alignment with
legislation, as demonstrated in the comparison in Table 3.2 below. The King IV report
has condensed, simplified and consolidated to only 17 principles, down from 75 in
King lll (Harduth & Sampson, 2016). While King 11l was based on the doctrine of ‘apply
or explain’, King IV is based on the stronger precept of ‘apply and explain’ (PwC,
2017a). King IV radically changed the corporate governance reporting landscape to
create some universality across a wider cross-section of entities, such as not-for-profit

organisations and local government bodies (Cliffe Dekker Hofmeyr, 2020).
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Cliff Dekker Hofmeyr (2020) compiled an ‘Areas of comparison’ report where they
assessed the similarities and differences between King Ill, King IV and the Companies
Act (2008). Table 3.2 is a summary version based on the 17 principles in King IV. Itis
important to note that while King Il has legal backing with some of its principles
included in the Companies Act (71, 2008), King lll and IV have no legal backing
(SAICA, 2017). King IV is not legally enforceable; the Companies Act is also just for

listed companies, while the JSE has regulations that do not bind other non-listed

organisations.

Table 3-2: Comparison of the principles of the King Ill and IV Reports

The makeup of the
BoD

More non-
executive and
independent
directors

Not changed

Directors to be
appointed by
shareholders

Independence of
Directors

Financial interests
and prior and

Retained but
allowing more

No guidelines
besides the

executive director

Chairperson is an
executive director

irrespective of the
Chairperson’s
status

current criteria as requirement for an
relationships determined by the | audit committee
define organisation
independence
Chairperson of the | Independent and Retained Not regulated
governing body non-executive.
Chairperson
cannot be the
CEO
Senior non- Required if the Required Not prescribed
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Chairperson’s
involvement in
committees

Cannot chair but
can be part of the
remuneration and
risk committees.
Cannot be a part
of the audit
committee.
Possible to be the
chairperson of the

Retained, the only
change is that the
chairperson is
allowed to be a
chair of the risk
committee.
Allowed
membership to
social and ethics

Not regulated

writing with the
period specified

nomination committee but
committee. cannot chair it
Assignment of Delegation Delegation to a Covered by S76(4)
responsibilities principles are member of the and ss5, however,
provided board should be in | the method of

implementation is
not defined

Committees of the
governing body-
General

Formal terms of
reference are
required and

Not changed.
Annual report to
include the work

Regulation only
covers the Audit
Committee

least 3 members

should have a done by the
minimum of 3 various
members committees
Audit Committee Should have at Not changed Prescribed and in

line with King Il
and IV

Nomination
Committee

Not specifically
prescribed. Should
be non-executive,
and the majority to
be independent

All members to be
a non-executive,
bulk should be
independent

Not regulated

Risk Committee

Should comprise
executive and
non-executive

As mentioned
above, the
majority are non-
executive

At least 3 directors
and with one being
non-executive

Social and Ethics
Committee

Not prescribed but
relies on the
Companies
Regulations

Use Companies
Regulation but
ensure it
comprises

At least 3 directors
and at least one is
non-executive

65




executives and
non-executives

Disclosures on
Chief Executive
Officer

Remuneration and
wide-ranging
disclosures also
apply to the CEO

Retained but adds
the CEQ’s contract
terms and
succession plan

Only remuneration
disclosure is
required

Company
Secretary

Required an
independent
relationship (arm's
length) with the
executive

Not changed

Functions and
responsibilities are
regulated, but
arm’s length
relationship is not
stated

Shareholders’ vote
on remuneration

Should be voted
for by
shareholders at
the AGM (non-

Retained with an
addition that
measures should
be implemented if

Not clear on
executive directors
but regulates the
remuneration of

binding and 25% of the vote non-executive
advisory vote) was against the directors. Approval
policy should be by
special resolution
every 2 years
Group Companies | Relationship A corporate Government

between group
companies to be

governance
framework to be

frameworks are not
given for group

regulated by a more detailed companies
governance
framework
Institutional Excluded The creation of Excluded
Investors value and good
governance is the
obligation of the
governing body
Sector Excluded Covers Not addressed
Supplements municipalities,

non-profit entities,
pension funds,
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SMEs, and State
companies

Source: Cliff Dekker Hofmeyr (2020)

The governance and remuneration insights covered assist organisations in
compliance and ethical aspects. However, the measurement of the impact of these on
company value is not clarified (van Zyl & Mans-Kemp, 2022). This study seeks to
address some of the shortfalls by measuring the impact of agency capital on company

value.
3.2.2.3 Environmental and sustainability reporting from the 1980s to 2000s

Environmental and sustainability reporting has its foundations in the
acknowledgement that the resources used (exploited) by society and enterprises are
finite, and accountability is necessary for measures to safeguard the environment and
the future of humanity (Jose & Lee, 2007). This reporting started as a voluntary
initiative by major corporations as a way of showing commitment and responsibility to
the preservation of the environment and has remained in use (Bednarova et al., 2019).
Realising the importance of the environment and sustainability in the world, the United
Nations (UN) accepted the Brundtland Commission Report of 1987, whose main goal
was establishing a link between economic development issues and environmental
sustainability (Emas, 2015). The Brundtland Commission defined sustainable
development as the responsible use of resources in such a way that future generations
will have access to the same (Hoyos et al., 2010).

Global warming and the climate change crisis are heightening the call for sustainability
reporting. These have arguably become the world’s most crucial topics, as significant
steps are being taken by professional bodies, national governments, and NGOs to
have a form of regulated reporting. Launched in 1999, the Global Reporting Initiative
(GRI) has become the most recognized global organisation that champions CSR in
the last decade (Brown et al., 2009). A 2017 study by KPMG revealed that 63% of 100
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mega-corporations in 49 countries use GRI reporting guidelines for CSR and
sustainability reporting (Blasco & King, 2017).

The GRI has issued 36 broad standards grouped into two categories, Universal
Standards and Topic Specific Standards (Rumyana & Bergkamp, 2018). The
Universal Standards are compulsory for organisations that use GRI reporting, while

the topic-specific standards differ depending on the organisation’s industry or sector.
The GRI standards oscillate around six pillars, as shown in Table 3.3.

Table 3-3: The Six GRI Standards

GRI 101 Universal Foundation Apply the reporting principles
throughout the reporting process —
comply with all the reporting
requirements

GRI 102 Universal General Disclose reporting processes and
Disclosures comply with all the reporting
requirements. Contextual information
to be clearly reported

GRI 103 Universal Approach by | Provide a report explaining the
Management | approach for every material topic
identified — comply with all the
reporting requirements

GRI 200 Topic- Economic Report on each material topic
specific identified using the corresponding
topic identified
GRI 300 Topic- Environmental
specific
GRI 400 Topic- Social
specific

Source: Rumyana and Bergkamp (2018)

Sustainability reporting has been accused of putting prominence on environmental and
climatic topics and almost setting aside the sustainability of life for poor communities
that depend on certain resources (Hoyos et al., 2010). Large global corporations’

reports are showing more sensitivity to the environment than to developing countries
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or less to communities in the developed world (Jose & Lee, 2007). There is the
assertion that sustainability reporting is insufficient in highlighting ecological issues,
exposing the suspicion that sustainability reporting is being used to give more power

to businesses to maintain the status quo (Milne & Gray, 2013).

The criticisms above and the general dynamism of the corporate reporting movement
prompted the various interest groups to look for a more comprehensive reporting

mechanism leading to the concept of IR.
3.2.3 The Era of Integrated Reporting 2010 and beyond

From the foregoing sections, one may mention that corporate reporting has been on
an evolving path for decades. The reporting process became entangled in numerous
standalone reports, which became burdensome for users to understand the desired
disclosures, hence integrated reporting gained prominence (Havlova, 2015). The
foundations of integrated reporting in South Africa can be traced to the King reports
from King | to King IV (IIRC, 2021). Figure 3.2 shows the development of integrated
reporting through the various milestones, from the publication of King I in 1994 to King
IV in 2016 (EY, 2022). However, it was through King Il in 2009 that JSE-listed
companies were mandatorily required to publish integrated reports. The timeline
depicted in Figure 3.2 shows other important points other than the King's reports. In
2005, South Africa adopted IFRS for JSE-listed companies, harmonising with global
financial reporting regulations. In 2013, the IIRC released the IR framework, which
provided principles and guidelines for integrated reporting. Integrated reporting was
strengthened with the publication, in 2016, of King IV, which made IR an ‘apply and

explain’ report. This was an improvement from the ‘apply or explain’ era of King Il
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IFRS adopted by listed
companies in South Africa

King I™ issued King 1II™ issued King IV™ issued

. 2016

International Integrated

King II™ issued 7 2
Reporting Council (IIRC)
published its Integrated
Reporting Framework
1998 - 2002 Excellence in 2003 - 2011 Excellence in Corporate 2005 - 2011 Excellence in Sustainability 2012 - 2022: Excellence in

Financial Reporting: Focus on Reporting: Focus on financial reporting Reporting: Focus on sustainability report Integrated Reporting: Focus on
financial disclosures in accordance incorporating non-financial measures dealing with environmental, social and integrated reports
with accounting standards and information about strategy governance issues

Figure 3-2: Development of integrated reporting

Source: EY (2022)

Globally, IR was spearheaded by the International Integrated Reporting Committee,
which later became the International Integrated Reporting Council (IIRC) (IIRC, 2021,
Deloitte, 2022b). The IIRC was formed in 2010 with a mandate to develop a framework
that would assist organisations in providing holistic corporate reporting after the world
had experienced the financial crisis of 2008 to 2009 (IIRC, 2020). The IIRC came as
a worldwide coalition of various organisations, which include regulators, investors,
companies, standards setters, the accounting profession and Non-Governmental
Organisations (NGOs) (IIRC, 2021). The IIRC launched the IR Framework in 2013 as
a guide to companies to produce a singular integrated report that covers how an
organisation utilised its various forms of capital to create value. The ultimate report
became the present-day IR report. In June 2021, the IIRC was revamped through its
merger with the Sustainability Accounting Standards Board (SASB), resulting in the
formation of the Value Reporting Foundation (VRF) to continue with the work of the
lIRC (IIRC, 2022).

South Africa had an early lead with IR as the principles of this reporting concept had
been included in the King Reports (IoDSA, 2016; Cliffe Dekker Hofmeyr, 2020). While
the series of King Reports | and Il advocated for including non-financial information in
corporate reports, King Ill came with a clear recommendation for companies to
produce integrated reports (Roberts, van Zijl & Cerbone, 2020). Due to companies
being unclear on how to implement the recommendations of King Ill, the Integrated
Reporting Committee of South Africa (IRCSA) was formed in 2010 to provide
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guidelines. These guidelines were presented in the IRCSA discussion paper of 2011
which provided vital inputs into the development of the IR Framework released by the
IIRC in 2013 (Roberts, 2017; Roberts, van Zijl and Cerbone, 2020).

IR has gained traction in recent years, covering major world markets (du Toit, 2017).
Although integrated reporting is voluntary in other markets, in South Africa, it is
mandatory through regulations of the JSE (Loprevite et al., 2018). Corporations
worldwide are beginning to open up to the importance of integrated reporting, and
there is a fundamental shift from concentrating on financial reporting, which focuses
on financial capital, that consideration of economic, social and environmental factors
is also important (PwC, 2019). IR pulls all these factors into a more holistic view of the
value-creation (and erosion) process. Organisations pursuing IR do so to benefit from
the opportunity to address issues on sustainability and value creation (Chersan, 2017).
In the next section, IR implementation in different geographical regions and countries

is examined.
3.2.3.1 Integrated Reporting in the European Union (EU)

IR’s focus on non-financial capitals got support from the European Union (EU), United
Nations (UN Global Compact), Global Reporting Initiative (GRI) and Sustainability
Accountability Standards Board (SASB) (Sofian & Dumitru, 2017). In October 2014,
the EU passed the non-financial reporting directive (NFRD), intending to regulate non-
financial reporting by major corporations (with 500 or more employees) (Bochenek,
2020). Although the EU did not specifically mention IR in the directive, the focus points
in the document align with IR. The IR framework mentions that any report addressing
the issues listed below will be considered an IR (IIRC, 2021). The directive requires

the target organisations to report on the following (Bochenek, 2020):

e The reporting entity should give an overview of its business model.

e An outline of the policies pursued by the business in fulfilling its mandate. These
policies are around environmental preservation, corporate governance, societal
and worker topics, upholding human rights and avoidance of corruption and
bribery.

e A report that shows the successes or otherwise of those policies.
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e A disclosure of matters concerning the business’ operations, showing its
interactions with various stakeholders.
e The risks faced by the business and how management mitigates the risks.

e The reporting entity should outline its non-financial key performance indicators.

The reportable items cited above are consistent with the guiding principles and content
elements of the IR framework (IIRC, 2021).

e The extent of Integrated Reporting implementation in the EU

Countries and organisations in the EU are at varying stages of implementing IR. The
companies that published IR reports before the 2013 IR framework used the ‘One
Report’ principle (Eccles and Krzus, 2010). Under this principle, any report combines
an organisation's main financial and nonfinancial information into a single document
(Eccles and Krzus, 2010). At an organisational level, the first company to issue what
is considered the first IR report is Novozymes, the Danish enzymes manufacturer that
published its report in 2002 (de Villiers, Venter & Hsiao, 2017). Also, a Danish
company, Novo Nordisk, followed in 2004, while The Crown Estate of the UK and SAP
of Germany and the Port of Rotterdam Authority in the Netherlands all followed suit
(de Villiers, Venter & Hsiao, 2017). These companies started issuing IR reports before

the official release of the IR framework in 2013.

At a country level, the lead adopters of IR in the EU are the UK (before Brexit),

Germany, Spain, France and the Netherlands (Eccles et al., 2019).

Table 3-4: Number of IR Reports in EU countries (2013 to 2017)

United Kingdom 724 794 770 805 754
Germany 561 595 610 661 614
France 446 462 551 565 549
Spain 475 471 517 499 484
Italy 324 334 351 364 365
Sweden 289 289 308 328 330

72



The Netherlands 299 320 342 332 304
Denmark 146 157 173 170 184
Belgium 155 156 179 161 152
Austria 141 131 146 143 130
Finland 112 114 110 112 121
Others 90 88 101 100 100
Portugal 111 113 105 113 84
Greece 41 43 41 40 54
Poland 51 45 49 46 48
Luxemburg 22 18 27 25 28
Hungary 28 22 21 21 17

Source: Bochenek (2020)

Table 3.4 indicates that the UK was leading regarding the number of IR reports. The
level of IR adoption has also been analysed by the date a country joined the EU.
Countries that had joined the EU by 1994 showed a greater number of IR reports than
countries that joined after 1994, and wealthier countries also showed the same pattern
(Bochenek, 2020).

IR in the UK is further strengthened by organisations promoting the usage of IR guiding
principles and content elements. The Financial Reporting Council (FRC), responsible
for setting accounting, auditing, and actuarial standards in the UK, has released a
report on the quality of reporting by insurance companies following the UK
Stewardship Code (FRC, 2020). The Stewardship Code’s principles, although not
mentioning IR, are in line with the IR framework (FRC, 2020). The FRC defined
stewardship as the process by which management allocates resources and maintains
oversight of the organisation’s capital to create long-term value for stakeholders (FRC,
2020). Reference to ‘create long-term value’ is a critical component in the IR
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framework. Progress in the implementation of the Stewardship code may then be

construed as an indication of progress in the adoption of IR.

Table 3.5 indicates the similarities between the UK Stewardship Code’s principles and

the IR guiding principles and content elements.

Table 3-5: Comparison of Stewardship code principles and IR principles

Principle 1: Signatories
ensure oversight of
resources and allocation
of capital for society to
benefit.

Management should
have a strategic focus for
the organisation

The organisation should
maintain relations with the
external environment

Principle 2:Signatories’
governance, resources,
and incentives support
stewardship.

Interlinking of information
and connectedness of
the company’s capitals

The company should have
a governance structure that
supports value creation

Principle 3: Signatories
put preference on the
interests of stakeholders
ahead of their own.

Key stakeholders’
interests are well
reported

The business model of the
organisation is well
presented

Principle 4: Signatories
ensure that risks are
identified and managed

Material factors affecting
the business are
disclosed

Risk analysis and
opportunities are identified
and managed for the benefit
of stakeholders

Principle 5: Signatories
have processes and
procedures which are
checked to ensure the
smooth running of the
business’s activities

Reports produced are
comparable to other
organisations, and
policies are consistently
applied

Management discloses their
outlook on the business,
showing risks and
uncertainties and how these
will be managed

Principle 6: Signatories
consider beneficiary
needs and ensure that
business activities are
aimed at achieving that

Reports produced are
comparable to other
organisations, and
policies are consistently
applied

Management discloses their
outlook on the business,
showing risks and
uncertainties and how these
will be managed
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Principle 7: Signatories
are careful with
investments and the
environment, including
climate change topics

Material factors affecting
the business are
disclosed

Risk analysis and
opportunities are identified
and managed for the benefit
of stakeholders

Principle 8: Signatories
ensure that fund
managers are held to
account

Reports produced are
comparable to other
organisations, and
policies are consistently
applied

Management discloses their
outlook on the business,
showing risks and
uncertainties and how these
will be managed

Principle 9: Signatories
ensure the protection of
the value of clients’
funds

Reports produced are
comparable to other
organisations, and
policies are consistently
applied

Management discloses their
outlook on the business,
showing risks and
uncertainties and how these
will be managed

Principle 10:
Signatories collaborate
with issuers to enhance
value for beneficiaries

Key stakeholders’
interests are well
reported

The business model of the
organisation is well
presented

Principle 11:
Signatories will actively
assist issuers to
improve the value

Key stakeholders’
interests are well
reported

The business model of the
organisation is well
presented

Principle 12:
Signatories carry out
their responsibilities and
rights legally.

The IR should be reliable
and complete showing all
matters that are
considered material,
whether positive or
negative

IR should objectively
explain the extent to which
the entity has achieved its
strategic outcomes and
whether the capitals we
effectively used.

Source: IIRC (2013); FRC (2020)

While IR in the EU has the backing of the NRFD legislation, the application of IR by
member states is fragmented and not harmonized (Monciardini et al., 2020). The
reasons for the lower-than-expected offtake in IR vary from the diverse economic and
historical perspectives to multiple country-specific legislations. For example, France
has the Grenelle Il Law (2010), which puts more emphasis on environmental
protection than on IR (Le Roux, 2010). In the UK, the Modern Slavery Act (2015) where

the country is prioritising fair labour practices and combating human trafficking ahead
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of IR (Monciardini et al., 2020). In both countries, there is no legislative support for IR

as it remains voluntary.
3.2.3.2 Integrated Reporting in the United States of America (USA)

The USA’s uptake of IR is considered slow because, as of 2017, only 16 companies
have submitted IR in the form of the IIRC’s framework (Dumay et al., 2017). Apart from
the slow uptake of IR, there is an issue with the quality of IR reports published by those
USA companies that have adopted IR. In a comparative study of 10 countries, the
USA was ranked the lowest in terms of overall IR report quality and disclosure
requirements (Eccles et al., 2019). In the study, the researchers analysed integrated
reports from 10 countries based on a sample of 50 companies. The IR reports were
published for the year ending December 31, 2017, or reporting years ending on 30
September 2018. The researchers then scored IR quality based on how well a country
covered the following IR content elements; risks and opportunities, strategy and
resource allocation, performance, and outlook (Eccles et al., 2019). As shown in Table
3.6 below, the USA only scored higher than South Korea, Japan, and Brazil on

materiality disclosure. On the rest of the comparative scores, the USA had the lowest.

Table 3-6: IR quality comparison of 10 countries

South Africa 2.85 2.68 3.00 2.90 2.80 2.88
Netherlands 2.63 2.44 2.84 2.70 2.70 2.68
Germany 2.26 2.16 2.76 2.10 1.80 2.48
France 1.92 2.08 2.00 2.05 1.75 2.36
United Kingdom 1.78 1.96 1.96 1.95 1.70 1.76
Italy 1.76 1.84 1.88 1.80 1.60 1.72
South Korea 1.61 1.64 1.60 1.40 1.50 1.36
Japan 1.38 1.60 1.56 1.25 1.45 0.84
Brazil 1.22 1.60 0.84 1.25 1.45 0.76
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United States 0.78 0.72 0.48 1.05 1.10 0.20

Source: Eccles, Krzus and Solano (2019)
J Challenges of IR implementation in the USA

As the largest economy in the world, the USA is an important country for implementing
IR. Smaller markets tend to take clues from the larger markets. However, the
implementation of IR in the USA has been negatively affected by the following

challenges:
o Regulated reporting

In the USA, having experienced some of the world’s worst corporate scandals, the
reporting environment of the country is highly regulated. While IR is voluntary,
organisations tend to comply with the minimum of legal reporting (Eccles et al., 2019).
The 10-K report includes a detailed overview of a business's operations, identification
of and approach to risks and mitigation, and financial performance (Adams, 2018).
The 10-K report is a legal requirement promulgated by the USA Securities Exchange
Act (1934) as amended. Looking at the similarities between IR and 10-K reporting
requirements, the details contained in the 10-K report could be an offset of the
requirements of the IR framework, meaning that organisations may find it easier to
adapt to IR. However, there is a risk that companies may consider IR as double
reporting and would rather continue with the legally required 10-K report (Eccles,
Krzus & Solano, 2019). Table 3.7 shows the correspondence between the content

elements of IR and details contained in a 10-K report.

Table 3-7: Comparison of content elements in IR and 10-K

The IR should clearly show the N/A
interaction of the organisation with its

external environment and how it copes

with the conditions it works in.

77



The IR should indicate how the
company’s governance structures
support value creation.

The directorship of the company should
be disclosed, explaining their
qualifications and roles. The various
committees of the board are explained,
as well as the directors’ commitment to
the company’s code of ethics.

The company’s business model must be
clearly explained.

The company should describe its
business, mentioning the main products
and services that it offers, stakes held in
subsidiaries, and which markets it
performs its activities

Identifications of risks and opportunities
that are likely to impact the
organisation's potential in the creation of
value.

Disclosure is required of the company’s
most critical risks, and how they are
managed, the explanation covers both
systematic and unique risks.

A strategic explanation for the
appropriation of resources in a way that
guarantees the future sustainability of
the entity.

Management Discussion and Analysis
of the 10-K report require an
explanation of how a manufacturing
company manages the resources it
uses to ensure sustainability.

IR should objectively explain the extent
to which the entity has achieved its
strategic outcomes and whether the
capitals were effectively used.

The company’s capital management
must be disclosed, that is, cash and
other capital resources. What threats
are there to the availability of these
capital resources, and how the threats
are managed?

IR should give an outlook of the future
of the organisation, showing how value
will sustainably be created.

N/A

Transparency is required in explaining
how the organisation decides on issues
to be included in the IR, showing the
basis of how they are quantified and
evaluated.

Disclosures should be fully given both
qualitatively and quantitatively.

Source: US Securities and Exchange Commission (2011); IIRC (2013, 2021)

° Parallel frameworks

The USA reporting environment is dominated by other reporting frameworks such as

Generally Accepted Accounting Practice (GAAP), Green House Gas (GHG),
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Sustainability Accounting Standards Board (SASB), and UN Global Goals. Companies
are expected to report on these frameworks, and adding IR as yet another framework

may result in reporting fatigue and ‘reporting capture’ (Flower, 2015).
a) Addressing challenges of IR implementation in the USA

The challenges of IR implementation in the USA may be addressed through the

following:
o Regulatory appeal

IR is voluntary in the USA as companies that are using the IR framework are doing so
voluntarily, and some, such as ArcelorMittal and Coca-Cola, are global entities that
take IR as an international reporting tool (Adams, 2018). To improve IR reporting
coverage, regulatory support may be necessary, however, the authorities and
businesses, in general, must be convinced that the future of reporting lies with IR
(Adams, 2018). This means that there should be a way of ensuring that the single
concise IR report covers both regulatory and practice expectations (Eccles, Krzus &
Solano, 2019).

o Rhetorical appeal

A rhetorical appeal is a strategy to promote one’s idea through repeated messages
and emotional influence (Dumay et al., 2017). In the current IR environment, the
philosophy is considered persuasive but not convincing enough for regulators and
practitioners to back it up as a proper replacement for existing reporting and
accounting standards. It could be of benefit to demonstrate an improvement in
performance by companies that are using the IR framework (Beck, Dumay & Frost,
2017; Dumay & Dai, 2017b).

3.2.3.3 Integrated Reporting in emerging economies

Emerging markets are those markets whose characteristics are in between those of
developed economies and developing economies (Techo, 2018). Emerging
economies are characterised by sustained Gross Domestic Product (GDP), growing
manufacturing and technology sectors and influence on the global economy through
trade. Some emerging economies are sorted into blocks such as BRICS, comprising

Brazil, Russia, India, China and South Africa, MIST (Mexico, India, South Korea and
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Turkey) and IBSA (India, Brazil and South Africa) (Oguz Gok & Gok, 2016). For this
section on IR in emerging economies, India, Malaysia, Brazil, and South Africa are

considered.
e [Rin India

IR in India is in its initial stages of gaining prominence over the existing reporting
processes (PwC,2017b). A circular issued by the Securities and Exchange Board of
India (SEBI) in February 2017 advised the country’s top 500 listed companies that in
preparing Business Responsibility Reports (BRR), businesses can voluntarily include
IR reports. Although Sustainability Reports (SR) have been used in Indian company
reports, covering matters such as environmental issues (conservation and pollution)
and human rights, IR is expected to profoundly change the face of reporting. IR will
broaden reporting to emphasise the link between the capitals of the business, risks
and decisions that influence company value over time. Business Responsibility
Reports (BRR) have become a crucial part of reporting on issues such as governance,
economic, social and environmental matters (Kundu, 2017). Even if some
organisations may give different names to non-financial reporting, it is believed that

the reports are essentially integrated (Kundu, 2017).

The adoption of IR in India started slowly, with no IR reports in 2010, with about 4% of
the country’s 135 top companies submitting IR reports in 2016, around five (5)
companies (Ghosh, 2019). After the issuance of the SEBI circular of February 2017
that encouraged India’s top 500 companies to prepare IR reports, albeit voluntarily, by
2018, the number of companies with IR reports increased to 33 (Mishra, 2020). This
is roughly 6.6% of the 500 top companies in India, as listed by the Economic Times.
One may consider this a low rate of IR adoption (Mishra, 2020).

Of the companies that have adopted IR, a check of their compliance with the
framework concerning content analysis and guiding principles revealed a low score
level (Mishra, 2020). Out of the 33 companies studied by Mishra (2020), eight showed
compliance with the content elements as required by the IR framework. Out of the
seven guiding principles, six were examined, and the reporting companies showed a
high quality of implementation on reliability and completeness. This is attributed to the

high regard given to the external audit of annual reports (Mishra, 2020).
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As shown above, there is a slow pace in the uptake of IR in India, and below are some

of the reasons for this state of affairs (Abhishek & Divyashree, 2019).
e Absence of aregulatory framework

SEBI has encouraged top companies to prepare IR reports voluntarily. Companies
consider the preparation of IR as an additional burden to the already existing legal and
IFRS reporting requirements. The presence of a myriad grouping of regulators makes
it unattractive for reporters to add yet another framework. Without regulatory backing,
IR will rely on proven effectiveness to be appreciated as the new tool for corporate
reporting. IR implementation can improve if regulators are convinced with IR and issue

mandatory instructions for companies to comply (Abhishek & Divyashree, 2019).
e Reporting complexity with changes in technology

Major companies in India have accepted technology as an important way to reach the
market. This is done through digitising retail channels, artificial intelligence, and big
data utilisation. It is difficult for IR to gather transparent and enough reporting capability

to cover all these complex aspects (Abhishek & Divyashree, 2019).
e Different non-financial reporting requirements in the states

India comprises different federal states, and reporting requirements are not the same.
This is mostly concerning non-financial reporting on issues such as emissions and the
environment (Abhishek & Divyashree, 2019).

e |Rin Malaysia

Malaysia is considered part of the outperforming emerging economies in Asia (CNA,
2018). IR has received acceptance in Malaysia through the involvement of key
stakeholders in corporate reporting in the country. Organisations that have
demonstrated keen enthusiasm for IR include the Malaysian Institute of Accountants
(MIA), Securities Commission Malaysia (SCM), and the Malaysia Association of
Certified Public Accountants (MACPA) (Mohammed et al., 2020). The MIA, one year
after the IIRC released the first IR framework in 2013, formed the Integrated Reporting
Steering Committee (IRSC) to actively promote the roll-out of IR in Malaysia. Business
in Malaysia has embraced IR as a way of enhancing integrated communication,

promoting more holistic accountability and increasing corporate reputation (Amirrudin
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et al., 2019). This section reviews the literature on the level of IR awareness in
Malaysia, a comparison of voluntary disclosure before and after the introduction of IR,

the challenges in adopting IR and suggested solutions to overcome the challenges.
b) The level of IR awareness in Malaysia

IR is voluntary in Malaysia. In 2017, the SCM issued the Malaysian Code on Corporate
Governance (MCCG). The code comprises best practices aimed at improving
corporate accountability and transparency. Through the MCCG, listed companies on
Bursa Malaysia with a market capitalisation of RM2 billion or more are encouraged to
prepare integrated reports as part of their annual reporting. Bursa is Malaysia’s stock
exchange. Since the issuance of the MCCG, there has been an improvement in the

level of IR among Malaysian-listed companies (Hamad et al., 2022).

The improvement in IR awareness and implementation is evident in the content
elements of the various IR reports issued (PwC, 2018). Table 3.8 below shows the
change (improvement) in IR awareness of Bursa Malaysia’s Top 50 companies by

market capitalisation.

Table 3-8: Content Elements awareness and reporting by Malaysia’s Top 50

companies

tC(:)oIrF;;orate governance — Board of Directors (BoD) attitude 80% 85%
Qorporate governance — Disclosure of the BoD'’s insights 18% 48%
into the companies’ corporate governance

Performance — Clear identification of KPIs 42% 40%
Performance — Clear link of KPIs to strategy 30% 33%
a';ria(l)tr(]agy and resource allocation — Disclosure of a strategic 86% 94%
St_ra'ge_gy_ and resource allocation - Include strategic 20% 38%
priorities in the report

O_rganlsfatlonal overview and external environment - 84% 96%
Discussion trends in the market
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Organisational overview and external environment —

.2 ) . . . 10% 31%
Linking of strategic choices to market trend discussion

Business Model — Refer to the company’s model 40% 50%
Busmess Model — Clearly link business model to value 20% 19%
creation

Opportunities and risks — describe the risk identification 76% 90%
process

Opportunities and risks — key risks are disclosed 16% 83%
Business Outlook — IR has a separate CSR section 64% 100%
Busmess__OutIook — Overall business strategy includes 3206 63%
sustainability

Source: PwC (2018)

Table 3.8 shows a clear improvement in the extent of IR content elements awareness
and reporting between 2016 and 2018, that is, before and after the SCM issued the
MCCG (the code of corporate governance).

a) Voluntary disclosure before and after the introduction of IR

As mentioned in the sections above, IR is on a voluntary disclosure basis in Malaysia.
A comparison of voluntary disclosure before and after the release of the 2013 IR
framework can be used as a measure to determine if IR has had an impact on

Malaysian voluntary disclosure.

In a study by Jaffar et al. (2018), IR showed improvement in voluntary disclosure in
three content elements, governance, strategy and resource allocation, and outlook.
The rest of the content elements regressed compared to the levels before the release
of the 2013 IR framework. The results indicate that there is more work required in the
promotion of the adoption of IR in Malaysia, with more collaboration between the

reporting regulatory bodies, government and professionals (Jaffar et al., 2018).
b) Challenges in the adoption of IR in Malaysia

Since companies and professionals in Malaysia recognise the benefits of

implementing IR, there are challenges affecting the effective adoption of IR
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(Balasingam, Arumugam and Hui, 2019). The challenges bedevilling IR are discussed

below:
() Cost of implementation

IR is still a growing phenomenon in Malaysia, and for an organisation to implement it,
there are investment requirements which ensure adequate resources for information

measurement and gathering.
(i) Information availability

There is a problem with information availability, especially concerning benchmarking
and best practices. Organisations have not been gathering information on IR content
elements or guiding principles, and this creates a reporting problem due to a lack of

trends and references.
(i)  Lack of knowledge and expertise

As a developing field, IR is not yet embedded in the training curriculum of those in the
corporate reporting environment. The training required comes at a cost to hiring the

experts.
c) Suggested solutions to overcome the challenges

To overcome the challenges of IR implementation, there is a need for a paradigm shift
in how regulators and practitioners view IR. The following are suggestions for how IR

adoption and implementation can be accelerated in Malaysia (PwC, 2018).
(1) Correct mindset and clear communication throughout the business

Organisations should create awareness throughout their structures if IR is to be
successfully implemented. The benefits of IR must be explained, removing the
conception that it is yet another reporting burden being brought. Promoting the
background principle of integrated thinking will assist members of the organisation to
appreciate that it is not only the duty of reporters to uphold IR but also everyone who

has a role in value creation.
(i) Top management commitment
One of the content elements of IR is corporate governance. This aspect requires a

demonstration by the BoD and top management that they are committed to the
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requirements of IR. Commitment by the BoD assists in clearing obstacles such as

resistance to change.
(iii)  Breaking down of organisational silos

IR can only succeed if all the units of the business are coordinated and synchronised
towards a common goal. This is the essence of integrated thinking and IR that the
business model of the company should be structured in an integrated manner that

guarantees value creation over the short, medium, and long term.
e IR in Brazil

Brazil has become one of the jurisdictions that have made IR mandatory. In December
2020, the Brazilian Securities Commission (CVM) published Resolution 14, which
made it compulsory for listed companies to publish integrated reports from January
2021 (Saboya, 2022).

The adoption of IR in Brazil is mostly because of companies adhering to the listing
guideline of the B3 Stock Exchange (the stock market in Sao Paulo). Over 100
companies have successfully adopted IR (Eccles et al., 2019). Before IR became
mandatory in 2021, the guideline encouraged IR through the ‘report or explain’
principle. The Comissao Brasileira de Acompanhamento do Relato Integrado (in
English: Integrated Reporting Network in Brazil) (CBARI) actively promotes IR through
the efforts of its constituent members such as the Brazilian Institute of Corporate
Governance, the Brazilian Association of Listed Companies, the Brazilian Institute of
Investor Relations, the Brazilian Federation of Banks, and the Association of Brazilian
Executives (Homero, 2017). The membership of CBARI is around 500 and is closely

sponsored by the Brazilian Development Bank.

Trend analysis showed an increase in companies that were preparing IR or were
‘explaining’ why they did not submit IR. The number of companies with no IR reduced
significantly between 2012 and 2013 (Favaretto, 2016). In 2013, the IIRC launched a
pilot programme in the quest to encourage IR adoption and implementation in Brazil.
An analysis of the disclosure levels on non-financial capitals in the IR of participating
organisations showed that companies were adopting IR but were not fulfilling the

disclosure requirements as per the IR framework. Table 3.9 below shows the
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disclosure levels (DL) on non-financial capitals for the years 2013 to 2017 for the

participating companies.

Table 3-9: Non-financial capitals disclosure levels 2013-2017

2013 0.47 0.60 0.32 0.48
2014 0.48 0.53 0.38 0.45
2015 0.37 0.50 0.31 0.41
2016 0.55 0.60 0.29 0.52
2017 0.49 0.53 0.25 0.47
Average DL 0.47 0.55 0.31 0.46
Comment Unsatisfactory Satisfactory Unsatisfactory Unsatisfactory

Source: Teixeira (2021)

As depicted in the table above, Brazilian companies participating in the pilot
programme showed an overall unsatisfactory disclosure level in non-financial capitals.

A study to check the trend after the 2021 mandatory IR in Brazil could be necessary.
e IR in South Africa

South Africa has been considered one of the early adopters of IR, with the Ilo0DSA
being at the forefront through its issuance of the King Reports (IloDSA, 2016). IR
became topical when the King Ill report was released, and enshrined in it was the
requirement for JSE-listed companies to prepare IR reports (Roberts, 2017). Under
this reporting requirement was leeway for non-compliance as an ‘apply or explain’
window was available. The King IV report, released in November 2016 as a successor
to King lll, came with a stronger approach and enforced compliance through the ‘apply
and explain’ basis, a significant change from the previous ‘apply or explain’ approach
in King Il (IoDSA, 2016). This resulted in increased uptake of IR in South Africa, as
the review of available literature indicates (Dube, 2017; Moolman, Oberholzer & Steyn,
2019; Moloi & Iredele, 2020). This section covers the extent of IR in South Africa, a
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sectoral review of IR implementation, the challenges of IR implementation and the way

forward.
(@) The extent of IR implementation in South Africa

South Africa is considered a pioneer of IR in the world. This notion is supported by the
JSE mandatory requirement that listed companies should submit IR reports annually.
NGOs, municipalities, SOEs and private equity enterprises have adopted IR as the
best corporate governance tool (Roberts, 2017). Of the leading countries that have
adopted IR, South Africa has the best quality IR reports (Eccles et al., 2019). Table 3.7
shows South Africa had the best scores across the five categories used to measure
IR quality. The World Economic Forum’s Global Competitiveness Report for 2016 to
2017 awarded South Africa number one for the seventh consecutive year (Roberts,
2017).

Studies on IR in South Africa have indicated a wider corporate acceptance (de Villiers
et al., 2017; Matemane & Wentzel, 2019; Moloi & Iredele, 2020 ). The success of
South Africa in IR is based on corporations’ understanding and inclusion of the critical
components that identify a quality report. EY conducts an annual Excellence in
Integrated Reporting Awards 2022 that assesses the quality of integrated reporting by
the JSE’s top 100 companies (EY, 2022). The companies’ integrated reports are
ranked, and awards are given in accordance with how well the reports reflect the
objectives and fundamental concepts and the guiding principles and the content
elements of IR as covered by Tables 2.1 and Table 2.2 in Chapter 2. Table 3.10
highlights the quality focus areas used by the EY Excellence in Integrated Reporting
Awards 2022 indicating the companies that managed to be in the top ten rankings (EY,
2022).

Table 3-10: IR Quality focus areas

The report layout is good, making it easy to | Nedbank Financial services
read and use. The report focuses on the key | Group Ltd
points of value creation, preservation, and
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erosion. Governance disclosures were
excellent.

The report is easy to follow, linking the Redefine Real estate
content elements to the IR story. Properties

Stakeholder interests are clearly identified Ltd

and defined. Value creation is fully

explained.

Comprehensive analysis of key Netcare Ltd | Health care

stakeholders and how they interlink for the
value creation of the company.

Well-outlined, easy to read and clearly Vodacom Telecommunications
explained strategy on how the company will | Group Ltd

use previous, current, and future

relationships and resources to create

sustainable value.

The report has a clear explanation of future | Exxaro Resources
sustainable growth. The materiality lens is Resources

adequately covered. Resilience and long- Ltd

term strategies are well laid out. KPIs and

their achievements are clearly measured.

Balanced, interconnected, and transparent Kumba Iron | Resources
reporting with a clear business model Ore Ltd

presentation.

Value creation strategy is clearly reported. Transaction | Financial services
The contribution of each capital to value Capital Ltd

creation is excellently done. Stakeholders

are identified, and their value addition

defined and reported.

The report is precise, and issues are well Truworths Retail
synchronised, explaining value creation in

the short, medium, and long term.

The data in the report is clearly presented, Aspen Pharmaceuticals
making it easy to read the report. Value Pharmacare

creation processes are clearly explained. Holdings Ltd

Strategic objectives are well presented, as
well as KPIs to achieve them.
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Value creation is clearly reported. The Impala Resources
company’s risk profile is transparently Platinum
shown with mitigation measures. Holdings Ltd

Source: EY (2022)

Table 3.10 indicates the characteristics of a quality report and the best South African
companies excelling in those aspects. Good quality reports are expected to have a
positive relationship with the sustainability and financial performance of organisations
(Moloi & Iredele, 2020).

Empirical studies indicate that of the top 100 JSE companies that use the IR
framework, IR quality is closely linked to better sustainability outlook, higher EPS and
DPS (Mans-Kemp & van der Lugt, 2020). Moloi and Iredele (2020) studied the impact
of IR quality on company value, using TobinQ as a company value proxy, and found
that companies with higher-quality IR had superior company values compared with
those with lower-quality IR. While the improved financial performance was noted,
some organisations showed an initial reduction in profitability due to implementation
costs of the IR framework. This was considered a short-term impact resulting in a
higher value creation focus in the medium to long term (Matemane & Wentzel, 2019;
Mans-Kemp & van der Lugt, 2020). The challenge remaining in these studies is proof
that the improved financial performance was a direct result of IR and not a result of
long-term strategies already in motion. This study looks at the impact of the capitals
as identified by IR, hence giving a clearer assessment of these capitals on company

value.

Apart from the potential benefits of IR cited above, the quality of IR in South Africa is

motivated by the factors summarised in Table 3.11.
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Table 3-11: Factors and determinants of IR quality in South Africa

Company Size, Performance, Industry membership. The larger an
Characteristics organisation is, the more it is expected to produce quality
and transparent IR reports.

External pressures | Institutional investors, Stock exchanges, Codes of best
practice, Peer pressure.

Attitude The extent to which the principles and objectives of
integrated reporting are internalised by management.

Reporting Application of guidelines over time, Revisions to codes of
developments best practice, Regulatory developments.

Change awareness | The extent to which integrated reporting informs changes to
business processes and drives sustainable development.

Accountability Active leadership by those charged with governance,
Internal controls, Internal and external sources of assurance

Management and accounting systems, internal controls and

Pr vi : inki
oactivity reporting protocols and Integrated thinking.

Source: Atkins (2020)

The achievement of quality IR reports is expected to increase firm values as investors
and stakeholders become more confident about future value creation, as disclosed in
guality reports (Moloi & Iredele, 2020).

(b) Challenges of IR implementation in South Africa and possible solutions

Although South Africa has emerged as a leading player in IR implementation globally,
the country is still on a journey towards IR excellence, and challenges are still there to

be overcome.

Sectoral research was conducted on listed South African companies covering mining,
construction, oil and gas and general industries (du Toit et al., 2017). The research
aimed to establish whether IR changed the amount of reporting on CSR topics. The
study concluded that there was a general reduction in the number of information
corporates included in their IR reports. Du Toit et al. (2017) opined that the reduction
of information on social, environmental, and ethical topics had both a positive and

negative inference. Positively, it could mean that the reporters were improving their
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report content and becoming more precise. On the other hand, the reduction in the
content may construe that reporters were gradually avoiding the demanding
requirements of the given IR guidelines and limiting their reporting to a minimum level

just to comply (du Toit et al., 2017).

Taking a similar approach to du Toit et al. (2017), Haji and Hossain (2016) analysed
the implication of IR on organisational reporting practices in South Africa. The study
covered award-winning reporting entities in the mining, financial, oil and gas and
consumer services sectors. Haji et al. (2016) found that IR has not significantly
improved organisational reporting practices but rather that company reports show an
enriched usage of IR rhetoric and language without tangible, substantive reporting on

the six capitals as required in the IR framework.

Some of the challenges harming the quality of IR and potential remedies are discussed
below (Atkins, 2020).

(c) Lack of gratifying appeal to reporters

Some reporters view IR as a compliance perspective that they must perform to satisfy
the legal and regulatory dictates of the various reporting frameworks. The report
preparers arguably do not see the real benefit behind IR, and this notion interrupts the

opportunities available to organisations to table high-quality reports.

This challenge may be managed through training and more exposure to report
preparers for them to see the underlying value of IR as an effective tool in directing
the value creation and preservation of an organisation in the short, medium, and long

term.
(d) Continued focus on financial capital

Where IR advocates for reporters to focus on financial and non-financial capital, it
appears financial capital continues to take centre stage as financial corporate KPIs
dominate the measurement of market success. KPIs of non-financial capitals remain

auxiliary topics in the reporting discourse.

Financial capital thrives over other capitals because of its measurability. Non-financial

capitals’ quantification and valuation are not fully developed, hence KPI reporting on
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them is difficult. There is a need to develop models that will assist in measuring non-

financial capitals so that reporting on them can be easy to interpret for stakeholders.
(e) Lack of proven IR influence on institutional investors

The advantages of IR have been expounded, however, there is still a lack of empirical
evidence to prove that institutional investors give a balanced focus to financial and

non-financial capital in deciding on investment targets.

With more emphasis on sustainability reporting, which comes as one of the benefits
of IR, institutional investors should be more forward-looking and focus less on the
short-term financial status of investment targets. As already mentioned, studies have
shown that clear reporting on social responsibility and environmental management

has resulted in higher profitability and long-term sustainability of the organisation.
(f) Fear of reporting ‘capture’

Reporters could be of the view that more reporting requirements open organisations
to more scrutiny. Organisations may consider their strengths in non-financial capitals
as strategic competitive advantage tools which should not be overly disclosed for fear
of being copied by competitors and potential entrants. The requirements for more
transparent reporting may result in reporting fatigue by both reporters and assurers.

There is a need to show that IR is not there to inflate reporting requirements but to

integrate reporting into a single, more concise report.
(g) Stakeholder activism not so pronounced

IR is being promoted as a reporting platform that needs to satisfy the reporting needs
of multi-stakeholder groupings. There is no evidence currently which shows that IR
matters to other stakeholders who are not holders of financial capital. The demand for
guality IR by stakeholders is not demonstrated through forms of activism where the
delivery of such reports is insisted upon.

Stakeholder awareness of IR is crucial to allow them to play a pivotal oversight role
that will push organisations into more transparency on financial and non-financial

capitals.
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(h) Lack of IR expertise in organisations

The reliance on consultants in preparing IR reports leads to reporting practitioners in
organisations considering IR as an outsider’s report and not part of their regular duty.
Organisations have not adequately invested in IR training to allow their employees the

capabilities to prepare their quality IR reports.

Companies are required to invest in IR training of their reporting practitioners to create
‘local’ ownership and responsibility for IR and the management of its associated KPIs.
When the KPIs are established, this creates the opportunity for comparing and
contrasting different organisations, sectors, or countries. These comparisons will

enable organisations to benchmark and identify areas of improvement.

3.2.3.4 Comparison summary for integrated reporting implementation in

different countries

IR implementation across different countries has been covered in the sections above.
Table 3.12 summarises these sections, comparing these main issues: corporate

governance, legislation, investor protection and level of economic development.

Table 3-12: Comparison summary of IR and supporting frameworks in different

countries

EU UN Global Non- @IR The more
Compact, Global | Financial framework | advanced
Reporting Reporting and economies in
Initiative, Directive Stewardship | Europe have
Sustainability passed by code (in the | higher IR
Accountability EU UK) implementation.
Standards Board | Parliament (b) European Countries that

in 2014, Securities joined the EU
Frances’s and Markets | later have lower
Grenelle Il Authority is | IR
Law (2010) empowered | implementation
and Devoir by the EU to | levels
de Vigilance issue (Bochenek,
law, UK’s regulations | 2020)
Modern that protect

investors.
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Slavery Act Companies

(2015) must
disclose
enough
information
on value
creation and
how
investors
will earn
their
returns.

USA GAAP, UN us Sarbanes— Although the
Global Goals, Securities Oxley Act USA is the
Green House Exchange (2002) (Public | world’s largest
Gas, Act requires | Company economy, it has
Sustainability the annual Accounting the least
Accountability submission | Reform and implementation
Standards Board | of the 10-K | Investor level out of ten

report Protection Act | countries
studied (Eccles,
Krzus and
Solano, 2019)
India (a) Voluntary IR | None, IR is | SEBI provides | India is an
as requested | voluntary regulations for | emerging
by the SEBI the financial economy. IR is
in 2017 for and securities | still in the
India’s top market that developing
500 protect phase
companies. investors.
(b) Business
Responsibility
Reporting

Malaysia Malaysia Code None, IR is | The Capital Malaysia is an
on Corporate voluntary Markets and emerging
Governance Services Act economy. IR is
(2017) (2007) still in the

promulgated to | developing
give guidelines | phase

to the financial
and securities
market on
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protecting

investor
interests.

Brazil Integrated None, IR is | Brazilian Brazil is an
Reporting on a ‘report | Securities and | emerging
Network or explain’ Exchange economy. IR is

principle Commission still in the
(CVM) is developing
empowered to | phase
issue
regulations to
protect
investors and
punish non-
complying
companies.

South Africa | King IV report Companies | Protection of South Africa
Act (2008), Investment Act | has the best IR
IRis a (22, 2015) was | maturity level
mandatory passed into law | (de Villiers,
listing to guide foreign | Hsiao and
requirement | investors and Maroun, 2017,
for JSE state relations. | Roberts, 2017,
companies Eccles, Krzus

and Solano,
2019)

3.3 INTERNAL AUDIT AND THIRD-PARTY ASSURANCE:
AUDITING IN INTEGRATED REPORTING

THE ROLE OF

The auditing profession can add more value to assessing whether organisations

claiming to be reporting according to IR are following the framework. ISA700, the

International Standard on Auditing, which deals with forming opinions and reporting

on financial statements, gives auditors a guideline on how to express an opinion on

the financial statements of an organisation (IFAC, 2016).

The external audit function is mainly engaged to give a view on whether the annual

statements of an organisation are prepared and presented following IFRS and the

Companies Act. From this, it is probably noticeable that external auditors are exempt
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from expressing opinions on non-financial reports incorporated in an integrated report
(the five non-financial capitals). This leaves users of integrated reports without an
independent opinion on the integrated reports prepared by the BoD (Briem & Wald,
2018).

With the advent of IR, auditing companies have become involved in various projects
in the discipline. Is this a realisation by the auditing profession that the traditional
financial report audit is no longer sufficient to satisfy stakeholders? Table 3.13 below
summarises the activities the big four auditing companies have undertaken on IR
topics.

Table 3-13: IR Projects by auditing companies

EY e  Awards companies excelling in IR through (EY, 2022)
the annual EY Excellence in Integrated
Reporting

PwC . Publication of PwWC South Africa’s own (PwC, 2022)

annual report in the IR framework format

o Offering IR implementation services to (PWC, 2022)
companies through PwC’s Advisory and ’
Assurance Services

Deloitte e  Provides training programmes on IR to (Deloitte,
directives through the Deloitte Africa Centre | 2022a)
for Corporate Governance

o Carried out an Overview of Integrated (Deloitte

Reports for 120 companies 2018) ’
KPMG e  KMPG South Africa publishes its Annual (KPMG,

Report in the IR framework 2023)

e  Published the KPMG Survey of Business (Blasco &
Reporting, where 270 companies were King, 2017)
surveyed for weaknesses and good
practices

Source: Different sources as contained in the table

The involvement of audit companies in advisory and consulting services has raised
the call for separating these activities as independence. The objectivity of the audit

function becomes an issue as the client base for audit and consultancy is the same
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(White & Miller, 2020). Audit companies do management consultancy, mergers and
acquisitions, taxation, business processes, and perform audits. This raises the self-
evaluation question as the same audit firms carry independent audits and consultancy

work for the same clients.
(a) Separation of auditing and consulting

The question of third-party assurance required for IR has opened pressure for the split
of audit and consulting functions. The conflict of interest is that the same companies
consulting in the setting of IR framework reporting provide auditing services for them.
In the UK, the government requested the Competition and Markets Authority (CMA) to
carry out a study on the audit services market (CMA, 2019).

The challenges facing the auditing profession border around public trust, with
corporate failures occurring even when the audit has reviewed the financial status of
the company. The public and other stakeholders perceive the audit function as an early
warning sign that alerts them of existing and impending corporate challenges likely to
affect company value. Carillion Plc, Wildcard AG, and BHS failures have strengthened
the case for the split of audit and consultancy (CMA, 2019; White & Miller, 2020).

The weaknesses of the continued combination of audit and consultancy are

summarised below:

o Lack of quality in audits conducted by the major audit companies (CMA, 2019).

o Inadequate regulation of the conduct of audits (Financial Reporting Council,
2018).

o Audit companies receive a higher portion of their revenue from consulting than

from audit, thereby raising a conflict of interest (White & Miller, 2020)
Recommendations for the split of audit and consultancy include the following:

o A clear operational split of audit and consultancy work by the Big Four (PwC,
KPMG, Deloitte, and EY). This will help increase the focus on Audit Quality
(CMA, 2019).

o Declaration of audit revenues separately from consultancy to avoid cross-
subsidy of audit work by other functions (White & Miller, 2020).
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o Mandatory joint audits promote choice among clients and improve audit quality
(CMA, 2019).

o The regulator to review the progress of the recommendations in five years (CMA,
2019)

o The Financial Reporting Council has given the Big Four up to 2024 to implement
the split (White & Miller, 2020).

Potential research points may include an auditing framework for IR and a clearly

defined role of independent auditing in the IR environment.
3.4 CRITIQUES OF INTEGRATED REPORTING

IR came intending to produce concise reports that give concrete information on the
social, environmental and ethical statuses of the reporting entities (du Toit et al., 2017).
Offsetting the earlier gains in IR, the amount of information in IR reports is declining,
and there is a general lack of concrete information necessary to satisfy readers and
users of the reports (Stone & Lodhia, 2019). The situation is exacerbated by the lack
of clear guidelines from the IR framework regarding how much information should be
included in an IR report (du Toit et al., 2017).

3.4.1 IR quality issues

IR reporting tends to dwell on generic risks and omit company-specific risks (Kili¢ &
Kuzey, 2018). One opinion is that IR reporters still lean toward the retrospective mode
and focus on positive issues while avoiding negative information affecting the
organisation (Kili¢ & Kuzey, 2018). Concurring with the previous view, the IR
framework lacks a robust method to prevent organisations from covering poor
organisational performance by making the reports long and unreadable (Melloni et al.,
2017). Areview of IR concluded that the reports lacked clarity and readability and were
not comprehensive enough (Stone & Lodhia, 2019). Eventually, the reports become
non-compliant with the ‘concise’ principle of IR and thereby depriving stakeholders of

the expected value of the reports (Melloni et al., 2017).
3.4.2 IR deficiencies compared to other frameworks

In comparison with other reporting frameworks, IR was found deficient in terms of

sustainability reporting (Adams et al., 2016). IR still lacks the entrenched approach to
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sustainability reporting compared with the GRI and CSR reporting frameworks (Adams
et al., 2016). A similar perspective is that IR has not enhanced the quality of corporate
reporting (Haji & Hossain, 2016). In a study of JSE-listed companies, Dube (2017)
found no association between IR reporting quality and market share price. His use of
only the Top 40 JSE-listed companies and one company value proxy (market share
price) may have led to this conclusion which is not reflective of the trends in IR where
IR quality was found to have a positive influence on company value (Moloi & Iredele,
2020).

GRI, CSR and IFRS have taken inherent positions in the sphere of corporate reporting,
and it will be difficult for IR to dislodge them (de Villiers & Sharma, 2016).

Table 3.14 summarises the differences and similarities between the GRI and the IR

reporting frameworks.

Table 3-14: Comparison of GRI and IR

Purpose Report to stakeholders how the | Report to providers of financial
organisation is sustainably capital how the organisation will
creating value for the benefit of | create value over time
society

Application Specifically, to report on Does not specifically refer to
sustainability on economic, sustainability but leans toward
environmental, and social providers of capital
sustainability facets of the
organisation.

Value-adding | Organisations create value While IR has foundations in the

philosophy through sustainable practices, | King IIl report, which highlights

and these, in turn, add value for
stakeholders, including
shareholders, employees,
creditors, and society.

sustainability, however, the IR
framework emphasises value
addition through the
employment of six capitals.

Accountability

The organisation is
accountable to all stakeholders.

IR recognises the importance of
stakeholders, however, more
focus is on providers of financial
capital.
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Number of Stand-alone sustainability One concise report covering the
reports reports. financial and non-financial
aspects of the organisation.
Report Non-financial information Report on financial as well as
content non-financial information
Audience Stakeholders Investors and significant
audiences
Practice Mostly voluntary Mostly voluntary
Institutional Mandatory for JSE-listed
support companies
Mutual GRI considers IR as the GRI is a stakeholder in IR as a
recognition convergence of financial formative member of the IIRC
reporting and sustainability
reporting, organisations can still
present stand-alone reports.

Sources: GRI (2013), IIRC (2013), Herbert and Graham (2018), Eccles and Spiesshofer (2016)

3.4.3 Objectivity of IR

Some IR reports are found to lack factual and objective presentations about actual
events happening in the business entities bringing to question the truthfulness of the
reports (Flower, 2015). Some companies show their commitment to adopting the IR
framework, but the actual reporting demonstrates that the reporting principles are not

fully implemented (Ruiz-Lozano & Tirado-Valencia, 2016).

From the foregoing, one may state that IR is still a developing discipline whose benefits
remain to be fully realised. The mentioned deficiencies in IR present an opportunity
for further research, and support is needed from practitioners, professional bodies,
governments, academics, and other interest groups. The following section will look at
the gaps in the current body of knowledge and how this provides room for the current

study.
3.5 GAPSIN THE CURRENT BODY OF KNOWLEDGE
The literature review shows that the present discourse establishes a consensus that

IR has advantages. It is seen as a critical contemporary tool in bringing more
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transparency to how businesses create and preserve value. The corporate entity
ceases to be an avenue for shareholder enrichment but rather a platform for
stakeholder satisfaction. In as much as the importance of IR in the modern business

environment is arguably undoubted, the current body of knowledge has some gaps.

Current knowledge concentrates on highlighting the advantages of adopting IR.
However, there are no recommendations offered as to how IR can be standardised.
Organisations are largely practising IR voluntarily. In South Africa, IR is compulsory
only for listed companies. In other markets, IR shows commitment to improved
corporate governance (voluntary reporting with public relations benefits). Stock
exchanges in different countries seem to take the lead in encouraging IR, while the

legislative frameworks are weak in making IR mandatory.

The measurability of the six capitals on which IR is based is still a challenge apart from
the financial capital pillar. There are no standardised explicit methods for interpreting
the value addition and preservation attributable to the other five capitals. The non-
financial capitals currently lack quantification coupled with no generally accepted

metrics to measure them.

The literature reviewed showed a qualitative narration of IR focusing on the quality of
IR reports, the history of IR, the advantages of IR, and the consequences of IR on
historical business values. Although the IR framework specifically refers to it being
used as a tool to report how organisations will add value over time, current literature
does not show evidence of organisations that have used IR to predict or forecast the
future value of the company. IR is reporting on historical performances, whereas
stakeholders would want more information on the future value creation of the company

through the employment of the six (6) capitals.

The IR framework mentions that its objective is not to quantify or monetise the value
created by the capitals over time or the effect of such created value on the capitals at
any point in time (IIRC, 2021).

In consideration of the above, one may state that the IR framework could benefit from
enhancement to enable reporters to be able to quantify or measure the value of non-
financial capitals at the time of reporting or in the future. The current study aims at

closing this gap.
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3.6 JUSTIFICATION FOR NON-FINANCIAL CAPITALS INCLUSIONS

The preceding section identified the gaps in the current body of knowledge. The
current study contributes to the closing of these gaps through the development of
AIRM for measuring the impact of intellectual, human, manufactured and social and
relationship capitals on company value. Table 3.15 shows a summary of the four non-
financial capitals’ status in terms of quantification and valuation and justification for

their selection.
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Table 3-15: Non-financial capitals inclusion and exclusion criteria

Intellectual Capital

Organisational, knowledge-

based intangibles, including:

Intellectual property, such
as patents, copyrights,
software, rights, and
licences

e “Organisational capital’

such as tacit knowledge,
systems, procedures
and protocols.

Intellectual capital is
intangible capital and
has been on a
continuous growth
trend with the
increases in
technology.
Measurability and
valuation are not
disclosed completely
in the company’s
statements of financial
positions.

Intellectual capital is not
fully disclosed in the
company’s calculated
value, although it
influences the market
value of the company.
There is an opportunity
to explore the
guantification and
valuation of intellectual
capital so that company
value may be more
accurate. This capital is
therefore included in this
study.

(Bose and Thomas,
2007; Marr, 2008; Axtle
Ortiz, 2009; Giuliani
and Marasca, 2011;
Ramanauskaité and
Rudzioniené, 2013; Yu,
Wang and Chang,
2015; de Villiers and
Sharma, 2016; Dumay
et al., 2016; Guthrie
and Dumay, 2019)

Human Capital

People’s competencies,
capabilities, and
experience, and their
motivations to innovate,
including their:

Alignment with and support
for an organisation’s
governance framework, risk

Human capital is
arguably considered
the organiser of the
other capitals to sync
them into value
creation. Current
accounting practices
consider costs

Human capital is an
intangible asset whose
guantification and
valuation in the IR
framework needs
development, hence it is
included in this study.

(Liebowitz and Wright,
1999; Brazen, 2004;
Dakhli and De Clercq,
2004; Fatoki, 2011;
Gamerschlag, 2013;
Stanko, Zeller and
Melena, 2014; Cohen,
Hepburn and
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management approach, and
ethical values.

Ability to understand,
develop and implement an
organisation’s
strategy.Loyalties and
motivations for improving
processes, goods, and
services, including their
ability to lead, manage and
collaborate.

incurred on human
capital as expenses
and not as
preservation or
addition to human
capital.

Teytelboym, 2019;
Redden, 2020)

Manufactured
Capital

Manufactured physical
objects (as distinct from
natural physical objects)
that are available to an
organisation for use in the
production of goods or the
provision of services.

This is tangible capital
that can be measured
through counting,
weighing or some
form of measuring.
Valuation is possible
by assigning costs to
the objects during and
after the
manufacturing
process. Challenges
arise in measuring the
portion of value
attributed to
manufactured capital

Manufactured capital is
included in the study to
measure its influence on
company value.

(ACCA, 2011; Richard
Hicks, 2013; Weisz,
Suh and Graedel,
2015)
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that is not in the
organisation’s control,
such as public
infrastructure.

Social and
Relationship Capital

The institutions and the
relationships within and
between communities,
groups of stakeholders and
other networks, and the
ability to share information
enhance individual and
collective well-being.

Social and relationship
capital comprises both
internal and external
relationships with
relevant stakeholders.

Social and relationship
capital is evolving into a
significant source of
competitiveness as
stakeholder influence
plays a role in the social
license for a business to
operate.

(Dakhli and De Clercq,
2004; Fatoki, 2011;
Badawi and Battor,
2020)

Source: Developed for this study and authors cited
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Considering the above, this study covers four non-financial capitals and how they
influence company value. In the IR framework, intellectual and human capital are
considered separate stocks of value, however, in other literature, human capital is
considered part of intellectual capital. Intellectual capital is interpreted as having three
parts: human capital, structural capital and relational capital (Liebowitz & Wright, 1999;
Firer & Stainbank, 2003; Van der Westhuizen & Kok, 2006; Yu et al., 2015; Mamun &
Aktar, 2020; Torre et al., 2020; Xu & Li, 2020; Yarrow, 2020; Olarewaju & Msomi,
2021). For this study, Intellectual Capital and Human Capital are considered separate

capitals in line with the IR framework.

While the study covers the influence of the capitals on company value, Covid-19,
which affected the economy in 2020, is included as a dummy variable. Marozva and
Magwedere (2021) conducted a study and found that Covid-19 significantly negatively
impacted company values. Prior to the Covid-19 pandemic, previous studies
established that global pandemics impacted company values negatively (Ederington
& Lee, 1996; Capponi et al., 2019; Al-Awadhi et al., 2020).

3.7 RESEARCH QUESTIONS AND HYPOTHESES

Based on the sections covered in Chapters 2 and 3 that gave an overview of the
various theories, empirical evidence and how these will be applied in the current study,

the research guestions and hypotheses are outlined below.

To enable the researcher to address the research gap, research questions and
hypotheses are used. Research questions provide a platform from which the
researcher sets out a goal to identify and collect data for analysis and interpretation
such that new knowledge is created (Mattick et al., 2018). Hypotheses are necessary
to give the researcher a preconception of what is supposedly believed to be true, and
guantitative research methods are used to test their validity or otherwise (Kumar,
2011). Hypotheses are necessary to give the researcher a preconception of what is
supposedly believed to be true, and quantitative research methods are used to test

their validity or otherwise (Kumar, 2011).

Research questions (RQ), research objectives (RO) and hypothesis (H) provide a
platform from which the researcher sets out on a goal to identify and collect data for

analysis and interpretation, such that new knowledge is created (Mattick et al., 2018).
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(i) Research questions and hypothesis on Stakeholder (Social and

Relationship) Capital

Organisations are corporate citizens existing among stakeholders whose pool of
interests includes consumers, investors, regulators, suppliers and the community.
How a company operates its business and manages stakeholder relations defines
Social and Relationship Capital (IIRC, 2021). The response of stakeholders to a
company’s entrepreneurial behaviours impacts its value-adding capabilities,
especially with the rapid way information gets disbursed through several media
platforms.

The importance of stakeholders in value creation was propounded by the classical
scholars of Stakeholder Theory, who opined that shareholders do not have the
ultimate claim on the company. They assert that stakeholders surrounding the
company are the ultimate definers of the success or otherwise of the company (Berle
& Means, 1932; Freeman & McVea, 2001; Freeman et al., 2010; Bendickson et al.,
2016). A company’s stakeholders require accountability, high levels of ethics and
corporate social responsibility. With the fulfilment of these, the stakeholders become
value-adding partners to the company (Parmar et al., 2010a).

Therefore:
RQ1 (a): To what extent do stakeholders’ interests impact company value?

ROL1 (a): To investigate the effect of stakeholders’ interests on the company value of

JSE-listed companies.

H1 (a) null: Stakeholders’ interests have no association with company value.

H1 (a) alternative: Stakeholders’ interests have an association with company value.
(i) Research questions and hypothesis on Agency costs (Human Capital)

Human Capital (HC) resides in the faculties of individuals in the organisation through
their unique skill set that is vital for carrying out its value-addition mandate (Nuryaman,
2015). In this study, agency costs represented by directors’ remuneration are used as

a proxy for human capital.
Therefore:

RQ1 (b): How do the stakeholders’ (Agents) interests impact company value?
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RO1 (b): To investigate the effect of stakeholders’ (agents) interests on the company

value of JSE-listed companies.

H1 (b) Null: Agency costs (remuneration of directors) have no association with

company value.

H1 (b) Alternative: Agency costs (remuneration of directors) have an association with

company value.

(iii) Research questions and hypothesis on Tangible Assets (Manufactured
Capital)

Abbas et al. (2021) posited that human capital tends to be the initiator of converting
other resources into manufactured capital through the usage of financial capital and
intellectual capital. The beneficiary of value-added on manufactured capital is the
myriad of stakeholders epitomized in social and relationship capital. There is a need
to assess the impact or influence of manufactured capital on the company’s value
creation mandate.

Therefore:

RQ2: What is the relationship between a company’s tangible (manufactured) capital

and company value?

RO2: Establish the effects of tangible assets (manufactured capital) on the value of

JSE-listed companies.

H2 Null: A company’s tangible (manufactured) capital has no relationship with

company value.

H2 Alternative: A company’s tangible (manufactured) capital has a relationship with

company value.
(iv) Research questions and hypothesis on Intellectual Capital

Intellectual Capital (IC) has continued to grow as a significant component of the
company’s intangible capital structure, referred to as the anchor of the contemporary
information and knowledge economy (Nuryaman, 2015; Ocean Tomo, 2021).

One may arguably mention that the difference between IC and HC is that IC may be

recorded in the company’s list of intangible assets, such as copyrights and licences,
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while HC, on the other hand, is presumed to be more fluid as employees may change

jobs at their convenience.
Therefore:
RQ3: To what extent does Intellectual Capital impact company value?

RO3: Examine the impact of intellectual capital on the company value of JSE-listed

companies

H3 Null: Intellectual Capital has no link with company value.

H3 Alternative: Intellectual Capital has a link with company value.
(v) Research questions and hypothesis on Financial Capital

The <IR> framework identifies Debt, Equity and Retained Income as the components
of financial capital. The paradigm shift brought by the <IR> framework is that company
value is a composite of the six capitals and not only financial capital (IIRC, 2021). This
challenges the classical theorists on company value, represented mostly by Modigliani
and Miller (1963), who propounded that company value may be managed through
varying the mix of debt, equity or reserves (Knoll, 2018). The following research
qguestion and hypothesis will assist in establishing the perception of the impact of
financial capital on company value.

Therefore:
RQ4: What impact does financial capital have on company value?

RO4: Investigate the impact of financial capital on the company value of JSE-listed

companies.

H4 Null: Financial capital does not have an association with company value.

H4 Alternative: Financial capital has an association with company value.
(iv)  Financial and non-financial capitals

The above research questions and hypothesis looked at the diverse capitals. There is
a need to consolidate these into a final research question and hypothesis leading to
the creation of the proposed enhanced <IR> framework. The consolidation of the
diverse capitals leads to a sum of value referred to as integrated company value
(Visser, 2017).
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Therefore:

RQ5: How should companies measure and manage financial and non-financial

capitals to create value?

RO5: Develop an enhanced IR framework that can be used by practitioners,

academics, regulators, and corporate reporting standard setters.

H5 Null: The composite of Financial and non-financial capitals does not influence the

integrated company value.

H5: The composite of Financial and non-financial capitals influences integrated

company value.

Figure 3.3 summarises the constructs of this study and how they link with the

hypotheses leading to the final dependent variable of company value.
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Figure 3-3: Proposed conceptual mapping

Source: Developed for this study
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3.8 CHAPTER SUMMARY

This chapter covered the literature review of this study. The review involved the
interrogation of existing knowledge and assertions about IR. A study of the existing
literature has revealed that IR is a result of an evolutionary journey of corporate
reporting, starting from the time of the classical financial statements through to CSR
and ESG up to this recent IR phenomenon. The existing literature clarified that the
continuous evolution in corporate reporting is mainly pushed by the desire for
increased transparency and objectivity in financial and non-financial corporate
reporting. The foundational aspects of IR through the work of King Il and IV reports
developments around corporate governance and changes in legislation have been

examined.

A review of IR implementation across different jurisdictions (EU, USA, and emerging
markets) was covered, showing the extent of implementation, challenges faced and
suggested solutions to improve. The role of third-party assurance (external audit) in
strengthening IR quality was discussed, revealing the conflicted role of audit
companies, which offer both assurance and advisory services to the same clients. This
has created a case for advocating for the separation of assurance and advisory

services.

Even with most of the literature showing the benefits to organisations through the
implementation of IR, some authorities have criticised IR as a publicity exercise that
lacks efficacy due to the absence of adequate specific legislative backing across the

different markets.

In this chapter, the research gaps were identified in the current body of knowledge.
The currently available literature is concentrated on the history, reporting quality,
extent of implementation and criticism of IR. The measurability and valuation of
financial capital are well established, while non-financial capitals are lacking. The gap
that this study will address is the quantification and valuation of non-financial capitals
and how they influence company value. Consequently, research questions and

hypotheses were developed.

The following chapter will cover the research methodology to be followed to gather

and analyse the data required to address the research gap highlighted above.
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CHAPTER 4: RESEARCH METHODOLOGY
41 INTRODUCTION

The preceding chapters and the literature review revealed that IR is still a developing
discipline. Stakeholders, among them practitioners and researchers, still grapple with
the lack of clarity in the IR framework on the valuation of non-financial capitals and
their impact on company value. This has been identified as a gap in the application of
IR. This study seeks to address the gap by enhancing the application of IR by
measuring the extent of the capitals’ influence on company value. The current chapter
covers the research methodology followed to resolve the gap mentioned. The research
method used to answer and test the research questions and hypotheses is covered.

The concepts of reliability and validity, as well as ethical considerations, are clarified.
4.2 RESEARCH METHODOLOGY OVERVIEW

The purpose of the research methodology is to determine how the study was
conducted in such a way that the research questions are successfully answered. As
depicted in Figure 4.1, the diagram presents a multi-layered research methodology
approach in the form of a ‘research onion’. The sections below discuss the different

layers of the onion (the encircled items are the approaches used in this study).
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Figure 4-1: The research layers (methods of choice are encircled)

Source: Saunders et al. (2019), Post Positivism inserted for this study
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4.2.1 The post-positivism philosophical paradigm for the study

As indicated in Figure 4.1, this study adopted the post-positivism research paradigm.
This paradigm emerged in the 1950s and 1960s, based on the belief that reality and
truth are there, however, researchers do not have access to either, hence the seeking
of reality is a never-ending process (Hanson, 1958; Popper, 2005).

Alternative paradigms not chosen include positivism, critical realism, interpretivism,
postmodernism and pragmatism (Saunders et al., 2019). Positivism takes the
philosophical position of natural scientists who believe that reality can be measured,
observed and concluded as rules and laws (Onwuegbuzie, 2000; Dudovskiy, 2018).
Post-positivism admits to the notion of measurement and observation of a
phenomenon but rejects that reality can be confirmed as it can be disproved or falsified
in future research (Onwuegbuzie, 2000). Critical realism, while accepting that a
phenomenon can be measured and observed, posits that reality is dynamic with
changes in society and organisations (Fleetwood, 2005; Reed, 2005; Bhaskar, 2010).
The difference with post-positivism is that with post-positivism, reality or truth will never
be confirmed as there is always room for error in every research (Onwuegbuzie, 2000;
Cresswell & Clark, 2014). The interpretivism paradigm brings the subjectivist approach
where research on human beings cannot be the same as research on physical
phenomena (Crotty, 1998; Cresswell & Clark, 2014; Saunders et al., 2019). This
position is shaped by the belief that reality on human behaviour is influenced by
individual experiences and culture from which physical objects are exempt (Saunders
et al., 2019). Post-positivists respond to this by stating that research has to be based
on facts and evidence regardless of what phenomenon is being studied (subjectivism

is not scientific) (Onwuegbuzie et al., 2009; Cresswell & Clark, 2014).

The postmodernism philosophy challenges the traditional approaches to research
mentioned above, taking a disruptive stance on current views and arguing that there
is always an alternative view that should be explored and considered (Chia, 2009;
Cunliffe & Scaratti, 2017; Saunders et al., 2019). Post-positivists do not accept this
thought as they believe that reality and truth are there, nevertheless, they cannot be
simply finalised (Onwuegbuzie et al., 2009; Cresswell & Clark, 2014). The pragmatism
paradigm advocates that research strategy will vary according to the nature of the

problem being solved, therefore, a researcher cannot belong to a particular paradigm
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but should be dynamic in looking at each phenomenon (Kelemen & Rumens, 2008;
Elkjaer & Simpson, 2011; Saunders et al., 2019). While post-positivism does not
discard this supposition, the emphasis remains that research has to be scientifically

based on facts and evidence (Onwuegbuzie, 2000).

The probable advantage of post-positivism over the other philosophies lies in the
position that it advocates for a scientific approach to knowledge gathering
(measurement and observation) (Cresswell & Clark, 2014). It further posits that no
researcher can claim a certain theory is a reality (Onwuegbuzie, 2000). There is room
for error and a chance that a current theory will be disproved (falsified) in the future.
Post-positivism creates an open field for the continuous seeking of the truth and reality.
From the post-positivism perspective, no theory can be free from criticism. The
ontological perspective (nature of reality and truth) of post-positivism is that the finality
of reality and truth will never be reached but can only be approximated (Onwuegbuzie,
2000). The epistemology (how do we know what we know) of post-positivism is that
knowledge is gathered through direct observation or measurement of a phenomenon
(Saunders et al., 2019). Although the post-positivist paradigm posits that a researcher
cannot be entirely independent and unbiased from the research process, measures to
uphold objectivity should be easy to determine (Onwuegbuzie, 2000; Cresswell &
Clark, 2014).

This current study uses the post-positivism paradigm as it allows using the scientific
approach (quantitative measuring and testing of hypotheses) as well as the
opportunity to look at existing theories to bring new perspectives. This was done by
testing hypotheses on the chosen capitals from the IR framework. Post-positivism in
the current study is aligned through the measurement of the IR framework through
panel regression models, as shall be covered in Section 4.12. Objectivity in this study
is steered using secondary data, which comes from audited financial statements that

the researcher was not involved in.
(a) Axiology

Researchers are guided by certain values and ethics as they work. Research is
considered the process of knowledge creation, and that process should consider

methods that will not harm the lives of the research subjects or any other individuals
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interacted with (Biedenbach & Jacobsson, 2016). This study was guided by the UNISA
code of ethics and the researcher’s ethical values. The researcher’s ethical values
include respect for the privacy of persons, no fabrication or falsification of data,
avoidance of plagiarism and acknowledgement of other researchers’ work through
referencing. With secondary data, the risk of harm to others is minimal. The secondary
data is from a legitimate database (IRESS), approved, and hosted by the University.
Researcher objectivity is enhanced using secondary data that was analysed through

the EViews software; this removes the risk of researcher influence on the data.

After identifying the philosophical approach for the study, the research design is

decided, as explained in the next section.
4.3 THE RESEARCH DESIGN

The research design provides the researcher with an opportunity to outline a blueprint
of how the study is going to be carried out. It is essentially the framework to be used
in executing the research, such as population and sampling decisions, collection and
analysis of data in such a way that the research questions are answered (Kumar, 2011;
Saunders et al., 2019). The research design should have sufficient rigour to ensure
that the study will be objective, valid and reliable (Kumar, 2011). In the research design
section, the following key issues are covered: research approach, research strategies,
research methods, research time horizon, research techniques and procedures (data

collection and analysis), ethical considerations and due diligence.
4.3.1 Approach to theory development — the deductive approach

After identification of the research philosophy to follow during the study, the researcher
must come up with a relevant approach(es) to developing the theory. The three
approaches used in theory development are deduction, induction and abduction
(Saunders et al., 2019).

The deductive approach works where the researcher is interested in a theory that is
propounded through the work of others. Using knowledge from the literature review,
the researcher designs an approach to test the existing theory. The test evaluates
whether the assumptions backing the theory are true. If the assumptions are true, it is
believed that the conclusions will also be true. Relevant data is collected, and variables

are tested to establish if the assumptions in the literature are valid. The deductive tests
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involve the practical implementation of the theory (concepts). Care is required in
selecting a sample of sufficient size, which allows a balanced generalisation of the
result. The phenomenon identified in one organisation should hold for others in the

same sector if the theory is to be declared valid.

For this study, the deductive approach is used as hypotheses will be tested using
appropriate methods. In this study, the deductive approach, through using quantitative
methods, will reveal the correlations between the dependent variable and the

independent variables, as demonstrated in Chapters 5 and 6.

4.3.2 Research methodology of choice — scientific research method and the

guantitative approach

The study uses the scientific research method, leading to the quantitative research
methodology. The scientific research method is an investigation or enquiry where
conclusions and recommendations are driven by data and facts (Kuforiji & Kuforiji,
2016). In using the scientific research method, measures have to be taken to minimise
bias and imposition of the researcher’s opinions. Cresswell and Clark (2014) identified
guantitative research as a scientific method using a post-positivist paradigm and
empirical data.

The scientific methodology is chosen due to the following advantages (Cresswell &
Clark, 2014; Kuforiji & Kuforiji, 2016);

e It helps with determining the legitimacy of prior theories. In this study, theories
identified in the theoretical framework (Chapter 2) will be used to formulate
hypotheses that are then tested to check the appropriateness of these theories in
the IR phenomenon.

e Specific problems are solved through policy recommendations. The current study
will seek to solve the specific research problem as outlined in Section 1.3.

e Researchers can formulate trends and predictions to solve or avoid future
problems. This study seeks to answer specific research questions, and
practitioners, standard setters, policymakers, and academics will be able to use
the research results to solve current and future company valuations and corporate

reporting challenges.
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The above advantages justify why the researcher chose the scientific research
methodology. The researcher believes this methodology is appropriate to adequately

address the research problem.

Scientific research follows precise steps to reach conclusions and recommendations.
(Cresswell & Clark, 2014; Kuforiji & Kuforiji, 2016). For this study, the following steps

are used to satisfy this requirement.

Step 1: Identification and recognition of the research problem. For this study, this step

is covered in Chapter 1 (Section 1.3).

Step 2: Develop a theoretical framework. In the current study, this was done in
Chapter 2 (Section 2.1, Figure 2.1).

Step 3: Formulate research questions, objectives and hypotheses. Chapter 1 and
Chapter 4 of this study address this step (Sections 1.4, 1.5 and 4.10).

Step 4: Develop and design a model giving mathematical or statistical expression for
each hypothesis. For this study, panel regression models for each model are covered
in Chapter 4 (Section 4.12).

Step 5: Data collection. In the current study, data collection methods (secondary
numerical data) are discussed in Chapter 4 (Section 4.6.5.1).

Step 6: Data analysis. This step is covered in Chapters 5 and 6.

Step 7: Discussion of the results of the data analysis from Step 6. Chapter 7 of this

study will address this step.

From the steps explained and how they are covered in the chapters of this study, the

researcher has the view that the current investigation fits into a scientific study.
4.3.2.1 Justification for quantitative research methodology

The quantitative research approach investigates relationships that exist among
variables. The relationships are exposed using numerical, statistical, and graphical
analytical tools (Saunders et al., 2019). This study analyses how the selected capitals

impact the value of the companies under review.

Guided by the post-positivist philosophy and the deductive research approach, this

study matches a construction of knowledge using empirical evaluations. Empirical
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evaluations and statements are expressed numerically (Sukamolson, 2007). This
study relies on numerical data, with the main dependent variable (company value) and
the independent variables (proxies of financial and non-financial capitals) being values

obtained from published financial statements and integrated reports.

Using Cresswell's (1994) definition of quantitative research, which states that
guantitative research explains phenomena through the collection of numerical data
that is analysed by utilising statistical methods, this study’s characteristics require

guantitative methodology:

o The collection of numerical data: the study involves collecting numerical data for
the sample companies for 11 years (2010 to 2020).
o The use of statistical methods to analyse data: the collected data was analysed

through descriptive statistics and panel data regression modelling.

From the above discussion, one may conclude that the quantitative methodology is
the most appropriate for this study.

4.3.3 Theresearch strategy of choice — secondary data

Having identified the research methodology, the researcher selects an appropriate
research strategy. The selected research strategy enables the researcher to collect
and analyse data to answer the research questions (Denzin & Lincoln, 2011; Saunders
et al.,, 2019). To support the guantitative research methodology, the archival and

documentary (secondary data) research strategy will be used.
4.3.3.1 The archival and documentary strategy

The archival and documentary research strategy refers to collecting data from existing
documents. Documents include physical copies, online archives, digitised data, and

textual, visual and audio repositories (Symon et al., 2017; Saunders et al., 2019).

This study utilises audited financial statements, integrated reports, and other company
documents for companies whose data is available in the IRESS database. Due to them
being public companies, the target organisations are obliged by law to publish annual
reports. With the upsurge in internet-based publication of company reports, the

accessibility of this secondary data is easy and practical. Given that IR is a developing
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discipline, a survey research strategy has the risk of not getting the sufficient mass

necessary to perform meaningful data analysis, hence it is not used in this study.
4.3.4 Time horizon

The time horizon of a study can be separated into two broad categories, cross-
sectional and longitudinal. This study utilised both cross-sectional and longitudinal
approaches. The study sample includes panel data on listed companies on the JSE,
covering various sectors. Longitudinal data were collected covering the period from
2010 to 2020. The choice of 2010 as a starting year is based on the King Il report,
which recommended the adoption of IR by JSE-listed companies was released in
2009, thus, 2010 is a logical starting year. The data collection period by the researcher
was in 2022, when other companies’ 2021 IR reports were still not published. This
makes 2020 an appropriate cut-off year. In 2020, Covid-19 became a pandemic in
South Africa hence the consideration of Covid-19 as a dummy variable in the
regression equations discussed in Section 4.9. This approach necessitates the

generation of panel data used in the quantitative analysis.
4.3.5 Data collection

Data collection involves the gathering of information necessary for the researcher to
be able to answer the research questions (Dudovskiy, 2018). Data collection

procedures can be classified into primary and secondary data collection.

Primary data collection includes the collection of information using quantitative and
gualitative approaches. In a quantitative approach, the researcher collects data using
tools such as questionnaires that have close-ended questions. The research targets
are usually selected using random sampling. In the collection of qualitative data, the
researcher can use interviews, open-ended questionnaires, focus groups as well as

case studies (Dudovskiy, 2018).

Secondary data collection involves collecting information from published documents,
online portals, and internet archives. With the prevalence of internet sources,
secondary data collection has become popular because of ease of access, the variety
of sources available without geographical limitations and the big quantum of
references from which to choose. Care is required in ensuring that the chosen sources

of secondary data are reputable and from recent publications.
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Table 4.1 shows the advantages and disadvantages of secondary data.

Table 4-1: Advantages and disadvantages of secondary data collection

Saves time and money: Requires
fewer resources in terms of time and
money. In today’s environment,
secondary data is readily downloadable,
saving time for the researcher to utilise
on analysis and interpretation of the
data.

Mismatch of purpose: secondary data
already available could have been
prepared for a different purpose than
what the researcher wants to use it for.
This can make the data inappropriate,
and research questions do not get
answered. This was managed through
careful selection of the data metrics to
be used in this study. The metrics are
well established and from audited and
quality-checked reports.

No risk of privacy violations:
secondary data is already in the public
domain, thereby removing chances of
violating privacy, copyrights, or sensitive
information.

Can be costly: Data from some
specialist organisations may be
accessed only after paying a fee. This
may prove expensive compared with
survey data. For this study, data is from
published audited financial statements
and Integrated Reports. Data is also
extracted from the IRESS database,
which is available to UNISA students.

Possibility of longitudinal studies:
where comparisons of data from
different periods are required,
secondary data may be a feasible
option.

Data inconsistency: data may be
different from one report to another,
making aggregations difficult. To
counter this, reliance is placed on the
audit and quality assurance processes
of the reporting entities. Reporting is
governed by statutes and standards.

Provides comparative data:
Secondary data may be used to
complement survey data. The strength
of secondary data is that it is less
subjective as it passes through some
assurance processes before
publication, e.g. Financial statements
are audited independently, while IR
contains directors’ statements of
responsibility.

Data quality issues: Some forms of
secondary data may lack quality if
published by less authentic
organisations. This was offset through
the quality assurance processes
expected of the reporting entities, as
referred to earlier.

Chance of discoveries: The analysis
of secondary data may bring new

Presentation of data is affected by an
initial purpose: Secondary data was
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insights that preparers and users of the
data were not aware of. This is apparent
when relationships between variables
start to emerge upon analysis of data.

intended for a different purpose than the
researchers. The data is not presented
in the format desired by the researcher.
Newspaper articles, for example, are

written with certain opinions that may
not be completely factual. This was
managed using credible sources of
secondary data (audited statements).

Easy to verify because secondary data | N/A
is available and can be accessed, it
becomes easy for it to be verified by
other interested parties, different to

survey data.

Source: Saunders et al. (2019)

The advantages of secondary data, in the context of IR and according to the
researcher’s view, outweigh the disadvantages as the concerned data comes from
audited financial statements and professionally prepared IR reports expected to

comply with the King IV Companies Act (2008) and IFRS requirements.

For this study, secondary data was collected mainly from the IRESS database. This
secondary data is considered valid as it is collected from audited financial reports and

professionally reviewed IR.

4.3.6 ssSampling method

The following sections give details of the population and sample for this study.
4.3.6.1 Population description of the study

The population for this study comprises companies listed on the JSE as of 30 August
2021. As indicated in Table 4.2, the population is grouped into industry clusters using

the Industry Classification Benchmark (ICB).

Table 4-2: Population of JSE-listed companies

21 3.71 0.25

Technology
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Telecommunications 8 0.52 0.04
Health Care 10 0.19 0.01
Financials 60 1.70 0.12
Real Estate 55 0.43 0.03
Consumer Discretionary 41 1.34 0.09
Consumer Staples 24 3.67 0.25
Industrials 52 0.41 0.03
Basic Materials 43 4.25 0.29
Energy 13 0.09 0.01

Source: JSE (2021). Exchange rate R14.66 to USD as of 30 August 2021

Table 4.2 shows the total population of 327 companies with a total market
capitalisation of R16.3 trillion (USD 1.11 Trillion). The companies are grouped into 10
sectors.

4.3.6.2 Sample description and size for this study

It is deemed impractical for most studies to adopt a census approach due to the time
required to reach the entire population. A sampling approach is considered effective
and appropriate as it may provide a representative view of the entire population. There
are two main approaches to sampling, probability and non-probability sampling
(Saunders et al., 2019). Probability sampling is relevant for survey research as it offers
the opportunity to generate a representative sample randomly selected. Non-
probability sampling, on the other hand, involves the researcher’s judgement in
choosing the sample.

For this study, a purposive sampling approach (a non-probability method) on JSE-

listed companies was adopted, where 327 companies listed on the JSE were grouped
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according to their sectors and the companies were selected, as explained in the next

section. This method was selected for this study due to the following reasons;

(i)

(ii)

(iif)

Companies that have foreign stock exchanges as their primary listings (55
companies) are not mandated to produce IR similarly to those companies
primarily listed on the JSE as they are expected to comply with the reporting
requirements of their primary stock exchanges ( Dube, 2017; Moolman et al.,
2019). Therefore, the target population is narrowed down to 272 companies
with the JSE as their primary listing. After excluding the organisations with
JSE secondary listing, the following purposive sampling filters were
implemented as explained in (b) and (c).

126 companies that were listed by 2001 were selected for inclusion. The JSE
joined the FTSE Global Classification system in 2002, leading to its capability
to release the FTSE/JSE Africa Index Series, which produces indices that
are comparable to other exchanges in the world markets (City of
Johannesburg, 2018). In the researcher’s view, these companies are
expected to have matured reporting and stable data trends for the study.
Therefore, 146 companies listed after 2001 are excluded.

King Il report was released in 2009, and the JSE made IR mandatory for
reporting starting from March 2010 (Hoffman, 2012). To obtain a consistent

mass of data on IR, 2010 becomes a logical starting year for data collection.

This purposive sampling approach yields a sample size of 91 companies after filtering

35 companies with missing data (total population 327 minus 55 foreign primary listings

minus 146 listed after 2001 minus 35 with missing data = 91 companies in the sample).

This provided the researcher with 1,001 company years and 14 014 possible

observations considering the 14 variables in Table 4.7. The 91 companies in the

sample represent 28% of the population. The researcher considers this sufficient for

a successful study. Some previous successful studies on non-financial capitals that

used JSE companies had samples sizes as follows: Firer and Stainbank ( 2003) had

a sample size of 75, Dzomonda (2020) worked with 32 companies, while Schultz and

Molele (2019) used a sample size of 43.
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The study is based on JSE-listed companies. All sectors are included in the study as
the study is expected to address the IR challenges across all the sectors of the listed

companies. Table 4.3 details the sectors and capitals included in the study.
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Table 4-3: Industry/sector Inclusion analysis

Sector: Basic Materials/Mining and Energy

Intellectual capital (April et al, 2003;
Mngadi & Rossouw,

Pressure to reduce costs is pushing companies in this sector to be more innovative through technology-driven 2019)

initiatives such as digitisation and automation. This creates an environment for trademarks and copyrights.
This sector is highly regulated, making the need for licences and health and safety protocols critical.

Human capital (Makhubedu et al.,

Investment in human capital may be a tool for companies in this sector to improve productivity and social 2017)

development and enhance profitability. Skill level may be a source of competitive advantage.

Manufactured capital (Fessehaie, 2021)
This sector requires heavy investments in tangible assets in the form of
equipment enabling operations to handle and process materials into finished
products. These tangibles include infrastructure, transportation systems and
processing systems.

Social and Relationship capital (Starke, 2016)
This capital has an influence on the Basic Materials/Mining and Energy sector given its impact on;
Contributions to the national fiscus through taxes paid

Provision of social amenities to communities through schools and hospitals
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The need to practice sustainable exploitation of resources

Sector: Telecommunications and Technology

Intellectual capital

The telecommunications and technology sector in South Africa and the world has gained more relevance due
to the increasing need for digital communication and remote workspace. Organisational linkages are possible
across the globe, creating value without the need for tangible movement of goods and people. Buoyed by the
movement restrictions emanating from the Covid-19 pandemic, intellectual capital in the telecommunications
and technology sectors has arguably become more critical for world production and commerce.

(Esselaar, Gillwald and
Stork, 2006; Ngwenya,
2017)

Human capital

With a close relationship with intellectual capital, human capital may be considered an enabler of the
advancement of success of other non-financial capitals. High skill levels are necessary for this sector as it is
considered fast-growing and dynamic.

(Esselaar, Gillwald and
Stork, 2006; Southiseng
and Walsh, 2013;
Bouten and Hoozée,
2015; Ngwenya, 2017)

Manufactured capital

The increasing demand for telecommunications services in the world requires investment in the necessary
infrastructure. Noted investments are in fibre cabling, and masts. Capital expenditure is around 25% of
revenue in the sector, and this is necessary to remain responsive to changing technologies and market
expectations.

(KPMG, 20154;
Ngwenya, 2017)

Social and Relationship capital

The telecommunications and technology sector has made the dissemination of information to be rapid,
reaching large numbers of users. Previously unreachable people on fixed telephone lines are now reachable

(Bandias, 2009)

127



with mobile devices. This has empowered society, therefore, important to telecommunications is not only the

consumers but also the society at large, hence social and relationship capital is important for this sector.

Sector: Consumer Services

Intellectual capital (Kianto et al., 2010;
Intellectual capital in the consumer services sector is increasingly becoming a definer of competitive ;lgzrtiert & Arendse,
advantage. Reaching consumers through unique online platforms requires investment in knowledge systems )

that will enhance customer experience. Digitisation of processes has brought benefits to the sector, such as

reduction of space and losses on perishables as consumer demand is easier to manage with online ordering.

Human capital (Morris, 2015; Deloitte,
Human capital is becoming more crucial in the consumer services sector as improvements in service 2017)

channels require high levels of skill and cultural diversification in the quest to reach the global market. Human

capital efficiency was found to positively influence profitability.

Manufactured capital (Kianto et al., 2010;
With the increase in digital channels, manufactured capital, being tangible capital, may decline in significance ggzrtiert & Arendse,
as the physical infrastructure for customers to access goods and services gets reduced. )

The current study will examine the relationship between manufactured capital and JSE-listed companies'

value.

Social and Relationship capital (KPMG, 2015b)
Stakeholders are interested to know how organisations are enhancing social and relationship capital. In the

consumer services sector, social and relationship capital may manifest in how organisations facilitate the
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availability of basic commodities to communities, especially the vulnerable. Through networking with local

governments, access to basic goods may be increased.

The effect of social and relationship capital on JSE-listed companies' value will be evaluated in this study.

Sector: Financials and real estate

Intellectual capital (Mamun & Aktar, 2020;
Empirical research established that there is a positive correlation between intellectual capital and financial %‘;rle_vfju &&Nl\l/lsotrlm’
performance in the financial services sector. Using a weighted approach, intellectual capital had the highest Yild ’ r%‘zzz utiu
weight among the non-financial capitals in banks. tiairim, )
Human capital (Rahman & Akhter,
The financial services and real estate sector is highly competitive, and investment in human capital is \2(061; Arazs(.)gazMutlu
important as success will be defined by the high entrepreneurial skills of the business leaders. The digital and tairim, )
knowledge economy requires continuous skill development for employees to remain abreast with the

changing business environment.

Manufactured capital (Aras & Mutlu Yildirim,
With the increase in digitisation of banking processes (virtual banking), manufactured capital weight or 2022)

influence in the banking sector is reducing. Investments in tangibles are still necessary for equipment that is

required to support intellectual and human capital. Such assets include computer equipment (ATMS) and

communication hardware.

Social and Relationship capital (Aras & Mutlu Yildirim,
The financial services and real estate sector has an impact on the development of the other sectors of the 2022)

economy. This makes social and relationship capital important, with various stakeholder interests seeking to
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be satisfied. This capital came second to intellectual capital in a weighted approach to the non-financial
capitals for banks in Turkey.

Sector: Manufacturing and Industrials

Intellectual capital

The manufacturing and industrials sector comprises subsectors varying from food processing, and chemicals
to heavy metal processing. Intellectual capital in this sector is vital due to the stiff competition that forces
organisations to be cost and quality conscious, and one way of differentiation is through unique intellectual
capital points kept in trademarks, copyrights, and royalties.

(de Beer & Barnes,
2003; Wagiciengo &
Belal, 2012; Tarigan et
al., 2019; Xu & Li, 2020)

Human capital

With stiff competition in the global market, manufacturing companies have an opportunity for continuous
quality and cost improvement through growing a competent and efficient human capital base. The knowledge
residing in human capital should be timeously converted to intellectual capital so that it remains in the
company to mitigate the risk that comes with human capital fluidity.

(Kleynhans, 2006)

Manufactured capital

The manufacturing and industrials sector depend on physical infrastructure and raw materials to enable the
production of products. This tangible capital is used, in conjunction with the other capitals, for the production
of various goods. A study of its impact on company value will assist stakeholders in investment planning.

(Suttipun, 2017; Folajimi
et al., 2019)

Social and Relationship capital

Social and relationship capital in the manufacturing and industrials sector is underpinned by the host of
interest groups that companies have to network with to successfully create value. The value chain and the
regulators play important roles in this network, with consumerism and clean production being recognisable

(Thi Nguyen & Ha,
2020)
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forces. Assessing the effect of social and relationship capital in the manufacturing and industrials sector
becomes pertinent.

Sector: Healthcare

Intellectual capital

The intellectual capital capabilities of healthcare organisations were found to be more accommodated in the
skill and knowledge of practitioners than documented protocols and procedures. The healthcare sector has
research opportunities on how organisations in that sector can harness and document protocols, procedures
and processes that become unique for the organisation and not remain dependent on individuals.

(Veltri et al., 2011;
Terner & Halilovic,
2017; Torre et al., 2020;
Alfiero et al., 2021)

Human capital

Human capital is crucial in the healthcare sector as competitiveness is defined by the competency and skill
levels of personnel. Executive decision-makers require a deep understanding of the activities of the business,
given the sensitivity of health matters.

(Veltri et al., 2011,
Terner & Halilovic,
2017; Torre et al., 2020;
Alfiero et al., 2021)

Manufactured capital

With the need for the physical handling of patients, infrastructure in the form of wards, beds, and other
comfort requirements become important. Advances in technology have allowed the availability of
computerised diagnostic and therapeutic equipment, increasing the relevance of manufactured capital in the
sector.

(World Health
Organisation, 2011)

Social and Relationship capital

In the healthcare sector, as much as it may be a business for profit, its purview is to save lives. This attracts
social and relational relevance with communities, families and governments. The social and relationship
capital is cultivated by trust, communication, cooperation and social inclusion.

(Hofmeyer & Marck,
2008)

Source: Developed for this study, and the authors cited
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This study uses companies listed on the JSE to investigate the effect of non-financial
capitals on company value. In the researcher’s view, no study has investigated the
effect of the four (4) non-financial capitals on the value of JSE-listed companies all in
one study. This is critical in the formulation of a framework that will enhance
IR.RESEARCH INSTRUMENTS FOR DATA COLLECTION

This study utilises quantitative data. Data was collected from the IRESS database
(McGregor BFA, 2022). This database provides information extracted from published
audited financial statements of JSE-listed companies.

4.3.7 Documentary secondary data collection

Secondary data may be classified into three categories, documentary, survey and
multiple sources (Saunders et al., 2019). For this study, reliance is placed on
documentary secondary data. Examples of relevant documents to be used in
secondary data collection include organisations databases, organisations
communications and company reports. With the rapid expansion of internet-based
data archiving, obtaining data through searching companies and organisational
websites has become a viable research method (Johnston, 2014). In South Africa,
JSE-listed companies are required to publish annual Audited Financial Statements
(AFS) and Integrated Reports (CorporateContent, 2017). Companies load these

reports on their websites, allowing easy accessibility.

Data was collected from company AFS from 2010 to 2020 as loaded on the IRESS
database, giving data sets for 11 years.

4.4  DATA ANALYSIS

Analysis of data involves the transformation of collected data and information into
meaningful findings and conclusions. This study utilises the quantitative research
methodology for data analysis.

4.4.1 Descriptive statistics

Descriptive statistics are used to summarise data gathered on a sample. The data
analysis will reflect results about the sample and not necessarily about the population
from which generalisation is being sought (Vanlalhriati & Singh, 2015). Relevant data

for this study concerning the data to be collected from reports such as company sector
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and number of employees. Descriptive statistics applicable to this research are
measures of central tendency and measures of dispersion. The measures of central

tendency to be used in this study are the arithmetic mean, the median and the mode.

The measures of dispersion include the range, the interquartile range, the mean
deviation, the variance, and the standard deviation. The measures of dispersion are
important to highlight the reliability of the data set obtained for an observation. The
less variability between values, the higher the reliability of the data for the measured
criteria, and vice versa. For this study, the mean deviation, the variance, and the
standard deviation were used as the researcher considers them more robust than the
range and interquartile range, which are more general and not amenable to statistical

moderation (Manikandan, 2011).
4.4.2 Inferential statistics — Panel regression data analysis

This study utilised inferential statistics in the form of multiple regressions and
correlations. Multiple regressions and correlations measure the relationship between

a dependent variable and independent variables (Weiers, 2011).

This study used multiple regression equations where the main dependent variable is
the market value of the company while the independent variables are the capitals
under consideration; financial, intellectual, human, manufactured and social and
relationships capital. The independent variables are derived from proxies that are

identified and input into the panel regression models.

The equations for this study used generalised regression models where each capital

has equations that are analysed one at a time, using ordinary least squares, taking the

/ii\i

| .
+
W,

Where Y1, Y2 up to YM represent the company value dependent variable while X1,

form of the following stacked model (Greene, 2012):
Y, X, 0 . . . 0 B,
/n\ /0 X, . .. 0\/&\
] : -
= I

Y o 0 . .. XM/ By,

=Xp+ ¢

X2 up to XM are the independent variables.
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4.4.3 Regression models specification

Regression model specification is the process of determining the independent
variables to be included in the model (Allen, 2007). Model specification is an important
step in regression analysis that ensures that irrelevant variables are not included in

the model and that relevant variables are considered.

The strength of variables to be included in a model is based on theoretical foundations
and not necessarily on empirical evidence (empirical evidence is part of the study and
cannot be used before the study is actually carried out) (Allen, 2007). For this study,
the independent variables for each capital are determined from previous studies

(theories), as shown in Table 4.5.

The data collected for this study spanned over 11 years and aimed to measure the
relationships between company value and capitals. Using the Feltham-Ohlson model,
a panel econometric model, required panel regression data analysis using the EViews
software (Ozer & Cam, 2016; Schultz & Molele, 2019). There are three (3) models of
panel data analysis, which are Pooled Ordinary Least Squares (POLS), Fixed Effects
(FE) and Random Effects (RE).

POLS is a statistical regression model that utilises a dataset to find the line of best fit
to measure the strength of the relationships between the given data points (Singh &
Tandon, 2019). POLS uses the pooled data without consideration of the individual
characteristics of the entities that build up the data. This could be a shortfall where
econometricians are using data from various entities that have different

characteristics.

To overcome this seeming weakness of POLS mentioned above, panel data analysts
utilise the FE model. With the FE model, relationships between the dependent variable
and the independent variables are tested using regression analysis and the
characteristics of data across individual entities are considered (Singh & Tandon,
2019). FE modelling assumes that companies have different characteristics that

influence the dependent and independent variables.

Random Effects (RE) models assume a variation in the data sets for the individual
entities (random intercept).
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Table 4.4 summarises the three-panel data analysis models explained above.

Table 4-4: Summary of Panel data models

Pooled OLS model it = a + Xif3 + Uit Constant coefficients,
homogenous data
characteristics across the
entities

Fixed Effects model Yit = ai + Xit} + Uit The data characteristics
of the entities are
heterogeneous and
modelled by ai. assumed
to be correlated with
explanatory variables.

Random Effects model SE (yil xi, B = f (-xiB) B The data characteristics

Bxi of the entities are
Xij

heterogeneous and
Where it = ai + eit modelled by aj assumed

to be uncorrelated with

var (i = 0% + 0% and .
explanatory variables.

cov (Eit, ais) = 0%

Source: Molele (2018)

4.4.4 Panel regression model for this study

The selection of the appropriate model for this study follows the steps outlined in
Figure 4.2.
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Are the observations from a random
sample of the population?

Yes l No
Run both FE and
Use FE Model

Does the Hausman test show No Provisionally select the

significant differences in the RE model. Does a test
coefficients show the presence of
RE?

Yes
Use FE Model
Yes No
Use RE Model Use Pooled OLS
Model

Figure 4-2: Steps for choosing panel data model

Source: Dougherty (2007)

The model of choice for this study is the FE model due to the following:

The sample of the companies in the study was selected using a purposive
sampling approach. According to the choice steps explained by Dougherty
(2007) in Figure 4.2, the FE should be used if data was not randomly selected.
The companies under consideration are from different sectors, and their
characteristics are assumed to be heterogeneous. This leads to the FE model
having more explanatory power.

However, confirmation of the FE model also depended on the outcome of the
Hausman test. RE might only be utilised if the Hausman test result is insignificant.
If the Hausman test statistic is significant, the FE model will be used (Dougherty,
2007). The panel data analysis model chosen is expected to produce results that
confirm or dispute the explanatory power of the components of financial,

intellectual, and human capitals over the value of companies in the sample.
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45 RESEARCH VARIABLES
This section will outline the research variables as displayed in Table 4.5.

Table 4-5: Constructs and proxies for the study

Stakeholders (Social Employees Staff Costs as a percentage of revenue (Excluding | Harrison and Wicks
and Relationship directors' costs) (2013)
Capital)

Data source: Income statement lines 060 and 345
in published JSE financial statements recorded in
the IRESS database.

Customers Growth in sales (revenue) Harrison and Wicks
Change in sales over two periods expressed as a (2013)
percentage.
Data source:
Income statement revenue line 060 or line 095 for
financial services companies as recorded in the
IRESS database.
Lenders Debt to Equity Ratio Harrison and Wicks
(2013)

Data source: IRESS database Financial Ratios
report.
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Shareholders

Return on Equity

Data source: IRESS database Financial Ratios
report.

Harrison and Wicks
(2013)

Government/Community

Effective Tax rate

Data source: Income statement line 309 in
published JSE financial statements recorded in
IRESS database.

Harrison and Wicks
(2013)

Agency (Human
Capital)

Directors

Directors' Remuneration as a percentage of
revenue

Data source: Income statement lines 060 and 090
in published JSE financial statements recorded in
the IRESS database.

Debt to Equity

Data source: IRESS database Financial Ratios
report.

Ayaz et al. (2021)

Tangible assets
(Manufactured Capital)

Buildings, Plant and
Equipment

Value of Buildings, Plant and Equipment as
percentages of total assets

Tangible Assets to Total Noncurrent Assets

Data source: IRESS database Financial Ratios
reports

Saleh (2018)
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Intellectual Capital
(Intangible assets)

VAIC

Human Capital Efficiency (HCEit) and Structural
Capital Efficiency

Data source: calculated using values from IRESS
income statements and balance sheet reports.

Schultz and Molele
(2019)

Financial Capital
(Capital Structure)

Capital structure

Debt Capital to Equity Capital
Long-term Debt to Non-Currents Assets ratio
Total Debt to Total Assets ratio

Data source: calculated using values from IRESS
balance sheet reports.

Stern Value
Management (2016)

Integrated Company
Value

Financial and non-
financial capitals

Financial capital,

Intellectual Capital, -Human Capital,
Manufactured Capital,

Social and Relationship Capital

(Harrison & Wicks,
2013; Stern Value
Management, 2016;
Saleh, 2018; Schultz &
Molele, 2019; Ayaz et
al., 2021)

Source: Developed for this study, and the authors cited

139




(a) Usage of Debt/Equity on Stakeholders, Agency, and Financial capitals

The debt/Equity ratio has been used as a proxy for three capitals included in the study.
Under the Stakeholders, this ratio has been used as a proxy for lenders. To measure
the contribution of lenders compared to shareholders, the Debt/Equity ratio will reveal
the extent to which lenders add to value creation Harrison & Wicks (2013). Directors,
who are agents for the shareholders, have at their disposal the ability to achieve an
optimum level between debt and equity so that the company does not run into liquidity
challenges. This makes the Debt/Equity ratio an appropriate ratio to measure the value
creation by agency capital (Modigliani and Miller, 1963; Miller, 1977; Abor, 2005; Hull,
2005; Ratshikuni, 2009; Abata et al., 2017). In the context of financial capital, the pillars
of the statement of financial position are debt and equity, which are used to finance
the company’s assets. The Debt/Equity ratio becomes crucial in determining the value
addition by financial capital (Onaolapo and Kajola, 2010; Lazarides and Pitoska, 2011;
Stern Value Management, 2016; Abata et al., 2017).

(a) Usage of Total Debt-Total Assets

The Total Debt to Total Assets ratio (TD/TA) measures the extent to which total assets
are covered by total debt. The regression for this ratio to company value will show how
company value responds to changes in TD/TA. While LD/NCA looked at long-term
aspects of both debt and assets, TD/TA focuses on these financial positions in total

(that is, short-term and long-term).
4.6 PANEL REGRESSION MODELS

Below, the proposed panel regression models are laid out for each company value
measurement criteria. The background research questions (RQ), research objectives
(RO), and hypothesis (H) are given to show the linkage between them and the relevant
panel regression model. The below sections will be used as the basis for answering

the research questions.
4.6.1 Stakeholder (Social and Relationship) Capital
RQ1 (a): To what extent do stakeholders’ interests impact company value?

ROL1 (a): To investigate the effect of stakeholders’ interests on the company value of
JSE-listed companies.
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H1 (a) null: Stakeholders’ interests have no association with company value.
H1 (a) alternative: Stakeholders’ interests have an association with company value.

(a) Panel regression models for Stakeholder (Social and Relationship)

Capital
AYy = Bo + BijAX =1 X1 + Dug + & (1)
Expanded equation
AY1;: = Bo + BLAEM;:+ B, ACu; + B3ALuys + LLAShi: + BsAGo;: + Duy + € (2)
Where: Y1it= Company value = Market share price for the company i at time t
Bo = Constant of the data

Bij = Constant of the data for the variable X1;;

X1;; represents a vector of Stakeholder (Social Relationship) capital that is:

Emit= Employee costs variable (staff costs) for the company i at time t

B = Constant of the data for the employee variable

Cuit = Customer variable (sales) for the company i at time t

B> = Constant of the data for the customer variable

Luit = Lenders variable for the company i at time t

B3 = Constant of the data for the supplier variable

Shit =  Shareholder variable (return on equity) for the company i at time
t

B. = Constant of the data for the shareholder variable

Goit = Government variable (effective tax) for the company i at time t

Bs = Constant of the data for the government variable

Dut = Dummy variable, coronavirus impact in 2020. A value of 1 was

assigned to the year 2020 to neutralise the coronavirus effect on
the data.

it Error term

For testing of robustness of TobinQ, EVA and Share price at book value is used:

AYZl-t = ﬁO + ,BlAEmit+,82ACuit + ,BgALuit + ﬁ4AShit + .BSAGOit + Dut + Eit (3)
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Y2it= Company value = EVA for the company i at time t

AY 3, = Bo + B1AEM; +L,ACu; + B3ALuy + B4AShy + BsAGo; + Duy + €5 4)
Y3it= Company value = TobinQ for the company i at time t

AY4;: = Bo + BLAEM; 4+ B, ACu;; + B3ALu;: + LLAShiy + BsAGo;: + Duy + €4 (5)
Y4ir= Company value = Share price at book value at the company i at time t

4.6.2 Stakeholder (Agency) (Human) Capital

RQ1 (b): How do the stakeholders’ (Agents) interests impact company value?

RO1 (b): To investigate the effect of stakeholders’ (agents) interests on the company

value of JSE-listed companies.

H1 (b) Null: Agency costs (remuneration of directors) have no association with

company value

H1 (b) Alternative: Agency costs (remuneration of directors) have an association with

company value.
(a) Panel regression models for Stakeholder (Agency) (Human) Capital
AYy = Bo + BijAX =1 X2ij + Dug + & (6)
Expanded equation
AY1; = Bo + ﬂlADRit+ﬁ2A%it + Du, + & ©)

Where:

X2;; represents a vector of Agency (Human) capital that is:

DRit = Directors’ remuneration for the company i at time t

D/Eit = Debt to Equity ratio (as a measure of company size) for company
i attimet

Dut = Dummy variable, coronavirus impact in 2020. A value of 1 was

assigned to the year 2020 to neutralise the coronavirus effect on
the data.

Eit = Error term

142



To test the robustness of the agency capital model above, the following equations are

used.

AY2; = Bo + BlADRit+BZA%it + Duy + & (8)
AY3ie = fo + BIADR+BoA 7+ Du + & ()
AY4; = Bo + P1ADRy+B,AD /E; + Dug + & (10)

4.6.3 Tangible (Manufactured) Capital

RQ2: What is the relationship between a company’s tangible (manufactured) capital

and company value?

RO2: Establish the effects of tangible assets (manufactured capital) on the value of

JSE-listed companies.

H2 Null: A company’s tangible (manufactured) capital has no relationship with

company value.

H2 Alternative: A company’s tangible (manufactured) capital has a relationship with

company value.
(a) Panel regression models for Tangible (Manufactured) Capital
AV = o + BijAY =1 X3 + Dug + & (11)
Expanded equation

B3ATA
NCA

AYlit = ﬂo + ﬂlABdit-l-ﬁZAEqit + + Dut + git (12)

Where:

X3;; represent a vector of tangible capital that is:

Bdit = Buildings for the company i at time t

Eqit = Machinery and equipment for the company i at time t

TA/NCAit =  Tangible Assets to Total Noncurrent Assets for the company i at
time t

Dut = Dummy variable, coronavirus impact in 2020. A value of 1 was

assigned to the year 2020 to neutralise the coronavirus effect on
the data.
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Eit = Error term

EVA and the share price at book value will be used for the robustness of the above.

AYZit == ﬁo + ﬁlABdit+ﬁ2AEqit + ﬁ3ATA/NCAlt + Dut + Eit (13)
AYSit = ﬁo + ﬁlABdit+ﬁ2AEqit + ﬁ3ATA/NCAlt + Dut + Eit (14)
AY4it == ﬁo + ﬁlABdit+ﬁ2AEqit + ﬁ3ATA/NCAlt + Dut + Eit (15)

4.6.4 Intellectual Capital
RQ3: To what extent does Intellectual Capital impact company value?

RO3: Examine the impact of intellectual capital on the company value of JSE-listed

companies
H3 Null: Intellectual Capital has no link with company value.
H3 Alternative: Intellectual Capital has a link with company value.
(a) Panel regression models for Intellectual Capital
AY; = Bo + BijAX =1 X4ij + Dug + & (16)
Expanded equation
AY1; = By + BLVAIC;, + Duy, + &4 (17)
Where:

X4;; Represent the vector of intangible assets which are in VAIC it and its

components

Bij =  Constant of the data for X4;;

VAICit =  Value Added Intellectual Capital Coefficient for the company i at
time t

B =  Constant of the data for VAIC

Dut = Dummy variable, coronavirus impact in 2020

&it = Error term

VAICit =  Human Capital Efficiencyit (HCEit) + Structural Capital Efficiencyit
(SCE) it + Capital Employed Efficiency it (CEE) it

HCE; _ VAit

HCit
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Where:

VAit =  Value Added = Outputit - Inputit
Output is defined as Revenue, while Inputs are the operating costs, excluding staff
costs. Staff costs are considered human capital for VAIC modelling (Meles et al.,
2016).

ScCit

SCEi VAit

Where:

SC = Intangible assets such as organisation, licences, patents, image, standards, and
brand (Muhammad & Ismail, 2009; Schultz & Molele, 2019)

VAit

CEE: CEit

Where:

CE = Capital Employed = the sum of tangible assets and financial assets of the
company (intangible assets are excluded as they are already dealt with in structural
capital) (Muhammad & Ismail, 2009; Schultz & Molele, 2019)

For robustness of the above equation, EVA and the share price at book value are

used:

AY2; = Bo + B1VAIC;: + Duy + € (18)
AY3; = Bo + B1VAIC;: + Duyr + € (29)
AY4; = By + BLVAIC;: + Duyy + €t (20)

4.6.5 Financial Capital
RQ4: What impact does financial capital have on the company value?

RO4: Investigate the impact of financial capital on the company value of JSE-listed

companies.

H4 Null: Financial capital does not have an association with company value.

H4 Alternative: Financial capital has an association with company value.
(a) Panel regression models for Financial Capital

Ay = Bo + BijAY =1 X5 + Dug + & (21)
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Expanded equation

B1AD n B2ALD n B3ATD

AVLie = Bo+ Ei¢ NCjt TAjt

+ Du; + ¢ (22)

Where:

X5;; is the vector representing financial capital structure as follows:

D/Eit =  Debt Capital to Equity Capital of the company; at time ¢

B: = measures the responsiveness of company value to changes in
Debt Capital/Equity Capital

LD/NCit = Long-Term Debt/Non-Current Assets of the company ; at time t

B> =  measures the responsiveness of company value to changes in

Long-Term Debt/Non-Current Assets

_ Total Debt .
TD/TA” - Total Assets ratio

B3 = measures the responsiveness of company value to changes in
total Debt/Total Assets
Dut = Dummy variable, coronavirus impact in 2020. A value of 1 was
assigned to the year 2020 to neutralise the coronavirus effect on
the data.
Eit = Error term
The robustness of the above equation will be tested through EVA and the share price

at book value:

_ BiAD . B,ALD . BsATD .
AY3;, = By + P22 4 B2ALD | BslTD | 1y 4 gy, (24)

Eit NCjt TAjt

AY4, = B, + B1AD " B2ALD N B3ATD

Ejt NCi; TAi +Du + & (25)

4.6.6 Augmented Feltham-Ohlson model (Augmented Integrated Reporting
Model)

RQ5: How should companies measure and manage financial and non-financial

capitals to create value and reflect integrated company value?
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RO5: Develop an enhanced IR framework that can be used by practitioners,

academics, regulators, and corporate reporting standard setters.

H5 Null: The composite of Financial and non-financial capitals does not influence the

integrated company value.

H5: The composite of Financial and non-financial capitals influences integrated

company value.

(a) Panel regression models for the Augmented Feltham-Ohlson model

(Integrated Company Value Model)

AYye = Bo + B1AX 1 + By 2’3 AX2jit + Du; + & (26)
j=4
Where: Yit =  Company Value of the company iat time t
[ = identifier of the companies
Bo =  Constant of the data
Bi =  co-efficient for the i" capital
X1y = Financial Capital of the company  at time ¢
X2 = represents the vector of the non-financial capitals, that is;
Intellectual (IC), human (HC), Manufactured (MC), Social and
Relationship (SRC) of the company; at time ¢
Dut = 0 if no Covid and 1 if there is Covid
& = Error term

The expanded equation is as follows:

AY1; = Bo + B1AX 1 + B X2a; + B3X2bi + ByX2cir + BsX2d;: + Dugy + €4 (27)

Where:

Yii =
Yl =
Xl =
X2ait
X2bit
X2Cit
X2dit =

Company Value of the company  at time ¢

Company value = Market share price for the company i at time ¢
Financial Capital of the company  at time ¢

Intellectual Capital of the company ; at time ¢

Human Capital of the company ; at time ¢

Manufactured Capital of the company at time ¢

Social and Relationship Capital of the company at time ¢
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Dut = 0 if no Covid and 1 if there is Covid. Dummy variable used to
capture the effects of Covid-19 (the year 2020)
To improve the robustness of the company value equation above, the following
measures of company value will be employed with the same variables above. These
measures are Tobin Q (Y2), Economic Value Added (EVA) (Y3) and share price at
book value (BV) (Y4).

AYZit == ﬁo + ﬁlAXlit + ﬁzxzait + ﬁ3X2bit + ﬁél-XZCit + ﬁSXZdit + Dut + Eit (28)
AY?’it = ﬁo + ﬁlAXlit + ﬁzXZait + ﬁ3X2bit + ﬁél-XZCit + ﬁSXZdit + Dut + Eit (29)
AY4it - BO + BlAXlit + ﬁzxzait + ﬁ3X2bit + B4-X2Cit + BSXZdit + Dut + Eit (30)

4.7  ETHICAL CONSIDERATIONS

The study was guided by the School of Business Leadership (SBL)'s Research and
Ethics Committee policies of the University and the country’s statutes. The following

issues are considered:

e The study was carried out safely, without any harm, physical or otherwise,
to persons or nature since secondary data was used.

e The study used secondary data that is available and published by the
companies and organisations.

e The study was carried out for academic purposes, and no form of reward or

incentive was accepted by participants in the study.
4.8 VALIDITY AND RELIABILITY

Validity refers to the suitability of the research methodology used in delivering accurate
results that can be generalised (the research method is valid if its results are accurate
and can be generalised) (Saunders et al., 2019). Validity can be split into internal and
external validity. Internal validity occurs when the secondary data collected is sufficient
and can be analysed such that the research questions are answered, leading to the

establishment of a causal relationships between variables.

Risks that could threaten the internal validity of the study were identified. Table 4.6

summarises these risks and the mitigation measures taken.
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Table 4-6: Risks on internal validity

Past or recent
events

Secondary data in a report may
be affected by once-off effects,
which are not consistently
happening in the business or
general environment. For
example, the effects of COVID-
19 on organisations and the
world economy.

The researcher checked for
events that may compromise
the validity of the study. This
involves lengthening the time
of observation to ‘neutralise’
the impacts of the single
event. A dummy variable is
introduced in the regression
equations to address the
effects of Covid-19.

improvement, company results
may be the other way round
where employees feel
motivated if the company
results are achieved.

Testing Preparers of reports may The researcher ensured that
deliberately model the report to | the data used is already
satisfy the researcher if they are | existing and is not subject to
aware that the data will be used | bias as it is obtained from
in research. audited financial statements

and prepared according to the
Companies Act and IFRS.

Instrumentation | Comparability of results can be | The researcher avoided
affected by changes in the changing the research
research instruments in the instrument throughout the
different stages of the study. study.

Ambiguity The researcher may be unable | The variables being tested are

about the to correctly track cause and distinguishable so that the

causal effect. E.g., Employee reverse causality dilemma is
direction motivation results in minimised.

Source: Saunders et al. (2019)

External validity confirms the generalisability of the study's findings to other sectors or
groupings that did not form part of the sample. The outcome of a study should be
possible to use in formulating general strategies or policies without the risk of

inapplicability.

Validity can be assessed by confirming that the research instrument has

measurement, content, criterion-related (predictive) and construct validity (Saunders
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et al., 2019). Measurement validity refers to the ability of the research tool to measure
what it is intended to measure. The dilemma facing the researcher is how to declare
measurement validity before the research tool is used. For this study, this challenge
was managed through reference to similar studies that relied on secondary data in the
area of company valuations and IR (Phusavat et al., 2011a; Joshi et al., 2013; Nadeem
et al., 2017; Kheong et al., 2019; Schultz & Molele, 2019; Tlili et al., 2019; Cooray et
al., 2020).

The reliability of the data used in this research is based on the reputation of the IRESS
database, built by McGregor BFA, as a source of data gathered from audited financial
statements (UCT, 2022). The financial statements are audited according to the
Companies Act (2008), IFRS and King IV. IRESS is recognised by universities as a
reliable database (UCT, 2022; UNISA, 2022).

49 CHAPTER SUMMARY

This chapter covered the research methodology of this study. The research gap was
disclosed, indicating the lack of an agreed quantification and valuation model for
Integrated Reporting, which this study seeks to close. The study followed a
guantitative research methodology. Secondary data collection methods were used,
utilising archival and documentary review strategies. Collected data was analysed
mainly through Panel Regression Analysis. Suggested models to answer the research
guestions and test the hypotheses were covered. Ethical considerations and due
diligence that guided the study were discussed.

The next chapter will cover the presentation of the quantitative results giving insights
into the results of the data gathered using the research instruments discussed in
Chapter 4.
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CHAPTER 5: PRESENTATION, ANALYSIS AND DISCUSSION OF RESEARCH
RESULTS

5.1 INTRODUCTION

This chapter presents the research results obtained from utilising the research
methodology that was covered in Chapter 4. The research employed the quantitative
research approach underpinned by both descriptive and inferential statistics. The
descriptive statistical analysis used the mean as a measure of central tendency, while
the standard deviation was used to measure dispersion. The inferential statistics
aspect of the study used multiple regressions and correlations to measure the
relationship between the dependent variable (market share price) and the independent
variables. Panel data regression using EViews software was the data analysis
instrument. The study performed empirical analysis on data gathered from 91 JSE-
listed companies over 11 years (2010 to 2020). In the following sections, the data
analysis results for each individual capital will be presented, analysed and discussed
in preparation for submitting an Augmented Integrated Reporting Model (AIRM) in
Chapter 6.

5.2 DATA AND DESCRIPTIVE STATISTICS

In this section, the source and nature of data used are discussed, as well as the

summary presentation of the descriptive statistics.
5.2.1 Data characteristics

The data used in this study were mostly obtained from the IRESS database. For both
the dependent and independent variables, JSE-listed companies’ financial
statements, financial models, financial ratios, and price data as loaded on IRESS were
used. The dependent variable for the study is market share price. EVA, TobinQ and
Share Price at Book Value are also used as proxies of company value to test the
robustness of the share price variable. 1,001 observations were achieved from 91
companies and 11 years, covering 2010 to 2020. Fourteen regressors (independent
variables) were identified to be tested for correlation to the dependent variable. These
independent variables are identified in Section 5.2.2. The regression analysis was
performed using balanced panel data in EViews for the observation period. Using the

residuals function in EViews, residual outliers were detected. Minor outliers were
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detected in the years except for 2020, which showed a high shift due to the Covid-19
pandemic effects. The minor residual outliers in the data were cleared through the
autodetection, impulse and step shift indicator functions available in EViews. For the
Covid-19 effects detected in 2020, a dummy variable was introduced in the data where
a value of 1 was assigned to the year 2020 to neutralise the effects.

5.2.2 Descriptive statistics for panel data

This section presents summary statistics on the variables used in this research.
Utilising pooled estimations in EViews, 14 independent variables assumed to be
correlated to company value were assessed, and their descriptive statistics are
provided in Table 5.1.

Table 5-1: Summary statistics for company value and capitals measurement

variables
Variables Variables Description  Observations Mean Std. Dev. Maximum Minimum
Y1 Share Price as a proxy 1001 0.0540 0.3952 2.9128 -0.9750

of company value
Economic Value Added

Y2 (EVA) as a proxy of 1001 -0.0414 0.2865 2.4642 -0.8877
company value
Y3 TobinQ as a proxy of 1001 -0.0118 0.1967 0.8015 -0.8944

company value
Share price at book

Y4 value as a proxy of 1001 0.0655 0.1803 0.7926 -0.7593
company value

EM Employees _ 1001 0.0185 0.2701 1.8618 -1.7077
(stakeholder capital)

cu Customers , 1001 -0.2764 0.7409 1.9637 -1.9927
(stakeholder capital)

LU Lenders (stakeholder 1001 00169  0.2678 0.9596 -0.9762
capital)

SH Shareholders 1001 -0.0901 0.3706 1.0636 -2.1048
(stakeholder capital)

GO Government 1001 -0.0371 0.3088 1.0000 -1.0667
(stakeholder capital)

DU Dummy (Covid 19 year 1001 0.0909 0.2876 1.0000 0.0000
2020 effect

DR Directors’ Emoluments 1001 0.0210 1.0193 11.4671 -14.3665

(Agency/human capital)
Debt to Equity
(Agency/human capital,

D E . . 1001 -0.0169 0.2678 0.9596 -0.9762
- Lenders and Financial
capital)
Value Added
VAIC Intellectual Coefficient 1001 0.0096 0.4500 11.0816 -1.2681
(Intellectual capital)
BD Buildings 1001 -0.0094 0.2606 1.4735 -0.9996

(manufactured capital)
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Variables Variables Description  Observations Mean Std. Dev. Maximum Minimum

EQ Equipment : 1001 -0.0196 0.4747 8.5048 -1.3305
(manufactured capital)

Tangible assets/Non-

TA_NCA  current assets 1001 0.0009 0.2123 1.7246 -0.9872
(manufactured capital)
Long-Term Debt/Non-

LD_NC Current Assets 1001 -0.0299 0.3302 2.2888 -1.0000
(Financial Capital)

TD_TA Total Debt/Total Assets 1001 0.0423 0.5825 9.2587 -0.9950
(Financial Capital)

Source: Calculated for this study

Table 5.1 shows the mean, standard deviation, minimum and maximums for the
variables used in the study. The following sections discuss the summary statistics and
what they imply (mean).

5.2.2.1 Explanation of the summary statistics

The summary of the descriptive statistics shown in Table 5.1 is explained for the

variables.
(@) Company value proxies

Market share price returns have a mean of 0.0540 and the highest SD, indicating that
while it registered growth over the study period, it also had periods of volatility. The
growth in market share returns may be attributed to the stability of the JSE, probably
due to strong corporate governance frameworks in the form of the King codes (IloDSA,
2016). The results on market share price returns are consistent with the assertion by
Harvey (1995) and supported by Goetzmann and Jorion (1999), who stated that share
returns in emerging markets demonstrate positive returns and higher volatility. A 10-
year time series study of JSE shares indicated the same trend as found in this current
study (Mpofu, 2011). In a later study, Schultz and Molele (2019) calculated a 4.1%
mean on total share returns on JSE companies, aligning with the positive nature of

shares in emerging markets.

Share price at book value shows a positive mean of 0.0655, higher than the one for
market share price but has the lowest SD, signalling that it was the most stable of the
company value proxies. Share price at book value uses historical conventional
accounting data, which might be an explainer of its SD stability as it is not affected by
the temporary ups and downs of the market share price. Both EVA and TobinQ have

negative means implying that these two proxies’ negative returns on average are
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consistent with the decline in the South African economy over the study period. The
African Development Bank reports that the South African economy has experienced
slow growth since 2011, taking a downward trend with below 2% growth from 2014
(African Development Bank, 2019). The slow growth is attributed to the reduction of
non-mineral production going back to the early 1990s (Rodrik, 2008). The SDs of EVA
and TobinQ are lower than that of the market share price, supporting the notion that
they were less volatile over the study period. In a study on EVA and share returns from
2000 to 2013, Sauro and Tafirei (2016) found a positive EVA mean of 8.9%, albeit only
in the financial services sector. A comparison of the positive mean on EVA found by
Sauro and Tafirei (2016) and the negative mean in this study could reflect that the
profitability of companies worsened after 2013. Compared to market share returns,
EVA has a negative mean, indicating that it is a more sensitive short-term, profit-
centred measure that will react negatively to unfavourable economic cycle changes

(Stern Value Management, 2016).
(b) Stakeholder (social and relationship) capital proxies

Of the five (5) variables representing stakeholder capital, only the employee proxy
(staff costs) showed a positive mean. This reflects that, on average, staff costs
increased by 1.9% over the sampling period. Customers, Lenders, Shareholders, and
the Government as stakeholders have negative means. This signals that, on average,
companies on the JSE recorded negative returns on customer revenue (-2.76%),
Lenders (debt to equity ratio) (-1.7%), Shareholders' ROE (-9.01%) and Government
effective tax (-3.7%).

A negative mean on lenders (Debt-to-Equity) indicates that companies reduced their
borrowings over the period under investigation, probably due to the need to balance
debt exposure risks. Shareholders' ROE experienced negative mean returns over the
study period signalling that companies had negative profit growth trends as confirmed
by the negative mean on revenues (customers). The return on government effective
tax has a negative mean which implies that companies’ pursued tax reduction
strategies over the period. Such tax minimisation strategies are meant to retain more
cash flow within the business, however, this deprives the government’s potential to
add value to the business environment (through infrastructure, education, and health)

so that companies’ performance may improve. The return on government effective tax
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rate has a maximum of 1, indicating that some companies in the sample had a change
of 100% in their effective tax rate at some point in the period under investigation

showing the extent of the aggressive management of effective tax rates.

The customers’ proxy has the highest SD (0.7409), followed by the SD for the proxies
for shareholders (0.3706), government (0.3088), employees (0.2708) and lenders
(0.2678) consecutively. The high SD on customers indicates that revenues were the
most unstable compared with the other stakeholder measures over the period under
consideration. The maximums and minimums on these proxies are almost equal for
each, except for shareholders, with the lowest minimum of -2.1048. This means that
this proxy recorded the lowest returns at some point. The proxy for shareholders is
ROE, and its negative mean is a hint that shareholder value seems to be more market
share price based than real equity value growth. The market share price has a positive
mean while ROE is negative. This may indicate that investors put more emphasis on
the market share price than ROE. The market share price is readily available at the
stock exchange, while ROE can be calculated after AFS publication. For sustainable
company value creation outside of market speculation and temporary spikes,
companies should focus on having positive means on ROE. This brings relevance to
this study that the effect of ROE on company value be measured so that stakeholders

affected can make informed decisions.

The negative returns recorded on the stakeholder proxies above are in line with the
trends recorded in the South African economy, as explained above under company
value proxies. This highlights the importance of further measurement of the
stakeholder capital to assess its effect on company value so that areas of improvement
can be identified. For example, the role of the overall economy has implications on
stakeholders, which in turn would affect company values.

(c) Agency (human) capital proxies

The Agency capital proxy of directors’ emoluments has a positive mean of 2.1%,
indicating that rewards to directors increased on average. Debt to Equity as a proxy of
Agency capital has a negative mean implying that the directors (Agents) borrowing
discretion is reduced by 1.7% on average. The directors’ emoluments present the

highest SD (1.0193) compared to the other proxies. This indicates that this measure
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went through some volatile trends during the period being studied. The same finding
also appears on the minimum and maximum for this proxy, where these emerge as
the highest (11.47) and lowest (-14.37) compared with the other proxies in the study.
The observation that directors’ emoluments and share price both have positive means
while other stakeholder proxies have negative means poses a challenge to how
directors are compensated in South Africa. This status signals that executive directors
are probably compensated more based on share price growth — the executives claim
that share price growth was a result of their strategies and therefore claim monetary
benefits in line with what shareholders gained when share prices gave a positive return
(Bebchuk & Weisbach, 2010; IoDSA, 2021).

The negative mean on Debt/Equity of -0.0169 may be interpreted as a conscious act
by directors to keep gearing at low levels in the face of reduced economic growth, as
mentioned above (Rodrik, 2008; 10DSA, 2021). Growth in borrowing while the
economy is stagnant will result in solvency and liquidity challenges prompting the need
to keep debt at the optimum capital structure (Miller, 1977; Myers & Majluf, 1984). The
impact of debt, through actions of directors, on the JSE-listed companies’ value
therefore requires investigation through this study.

(d) Tangible (manufactured) capitals proxies

Buildings as a proxy of manufactured capital have a negative mean on returns of 0.9%,
indicating a marginal decrease in investment in buildings over the period under
consideration. The SD for buildings of 0.2606 is signalling that the returns were volatile
over the period under investigation. This could be a result of inconsistent patterns in
investments in buildings. The maximum of 1.1435 and minimum of -0.9996 indicate
that values were unstable (volatile), fluctuating between positives and negatives. This
tends to support the volatility that is showing in the SD.

Equipment shows a similar characteristic to buildings with a negative mean on returns
of 1.96%. This is a sign that there was a reduction in investment in equipment over the
period. The SD of 0.4747 shows that this variation from the mean was caused by the
high incidence of negative returns. Even though there was a maximum of 8.508, there

would have been more negatives for the mean returns to be a negative of 1.96%.
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As a whole, tangible assets as a percentage of total non-current assets give a marginal
positive mean on returns of 0.009%. While the mean shows an almost stagnant
average, the maximum and the minimum of 1.7246 and -0.9872 show that in between
these two extremes were values that led to dispersion, as indicated by the SD of
0.2123. The negative means on buildings and equipment show that tangible assets
and total non-current assets did not materially change over the period under
consideration, perhaps confirming the trend reported in the literature where companies
are investing less in tangibles preferring to invest more in intangible assets (Ocean
Tomo, 2021).

(e) Intellectual capital proxy

VAIC, as a measure of Intellectual capital, has a positive mean on returns of 0.96%.
This indicates the increase, on an average basis, in the importance of intellectual
capital in the face of a growing knowledge economy (Ocean Tomo, 2021). The SD for
VAIC was 0.45, which indicates moderate volatility compared to the other proxies. Its
maximum and minimum were 11.0816 and -1.2681. The difference between the
maximum and the minimum, and the positive mean shows that VAIC is on a favourable
growth trajectory. The positive mean on VAIC is in line with the findings of previous
studies that found the same trend (Firer & Williams, 2003; Firer & Stainbank, 2003;
Clarke et al., 2011; Phusavat et al., 2011b; Meles et al., 2016).

(f) Financial capital proxies

The Long-term debt to non-current assets ratio calculates a negative mean on returns
of 3%, reflecting that this proxy of financial capital is decreasing on an average basis.
The negative EVA of 4.1% explained earlier is an indicator of fewer profits available to
fund total assets, hence the reliance on debt. The maximum shows that returns on the
long-term debt to non-current assets reached a high of 2.2888. However, the negative
minimum of -1.0 and a negative mean of -3% beacons that more values were on the
negative side. This could indicate that companies were eager to reduce their reliance
on long-term debt to fund capital assets. This is consistent with the result recorded
under the agency proxy of debt to equity, where this ratio also had a negative mean.
The negative means on the two ratios may be an indication that companies planned

to reduce debt as a strategy to manage liquidity and to achieve optimum debt levels.
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Contrary to the other measures with debt as an input, the total debt to total assets ratio
has a positive mean of 4.2%. This reflects that companies would probably use debt to
fund both current and non-current assets as they seek to optimise their capital
structures (Miller, 1977; Cheng, Liu & Chien, 2010). A maximum of 9.2587 was
reached, showing how aggressively some companies may pursue debt to fund their

operations.

The above section reviewed the descriptive statistics for this study. The dependent
variable and the independent variables were identified, and their behaviours in terms
of the mean, the standard deviation, the maximum and the minimum were discussed.
These were linked to theory and empirical studies noting similarities and differences
with the current findings. The following section covers the regression method selection

procedure.
5.3 DIAGNOSTICS AND CHECKS FOR ROBUSTNESS

This section is used to summarise the diagnostics and checks for robustness. This
includes tests for collinearity, variance inflation factor (VIF), the Hausman (1978:1251),
specification test for heteroskedasticity, stationarity, and Durbin-Watson statistic

autocorrelation.
5.3.1 Correlations

The correlation test measures the collinearity among the dependent variables and
independent variables and vice versa (Hair et al., 2013). The correlations tested for
this study are indicated in Table 5.2. According to Hair Jr et al. (2010), collinearity is
not considerable if the coefficients are less than 0.9. Based on that threshold, the
coefficients in Table 5.2 are less than 0.9, therefore, the variables do not have a

considerable problem with collinearity.
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Table 5-2: Correlations of variables

Variables|Y1 2 \£] Y4 BD [ DE DR DU EM EQ GO IDNC |W SH  |[TANCA [TD_TA |VAIC
Y1 1.0000

\] 0.0350 [  1.0000

Y3 -0,0895***| 0,1018*** | 10000

Y4 - 0.0468| 00176 | 0,1569*** |  1.0000

BD - 00221} 00503 | 00759** | 00507 10000

U 0,0572* | 00435 |- 00015 0,0802** |- 0.0200] 1.0000

DE 0,1519*** |- 0.0026 [-  0.0490|- 0.0075 [-0,0902***| -0,0742** |  1.0000

DR 0,2443%** |- 0.0087 [- 00142 |- 0.0294| 00092 00031| 0.0336] 1.0000

DU -0,1985%** |- 0.0313 | 0,2047*** | 0,0891*** | 0,1609*** | -0,0600* |-0,1911***]-0,0660** | 10000

EM - 00493|- 0.0473| 0.0443| 00069 | 0,1312%** |- 0.0045 [-0,1112***|- 0.0068 |- 0.0207|  1.0000

EQ 0035 |- 00073 0.0284] 0.0048| 0.0413|- 00033| 00314 | 00315[- 0.0494| 0008 | 1.0000

GO 00010 [ 0.0207) 00680 0.0515| 00167 00186 |- 00047 [ 00521* | -0,0685** | 00108 0.0365| 1.0000

IDNC |- 00499 00339] 00718 00336] 00151 | 00194]-02373***|- 00378 | 0073*** |- 00233 | 0.0046| 0.0192| 10000

W 0,1519*** |- 0.0026 |- 0.0490 |- 0.0075 [-0,0902***| -0,0741** | 0.1952*** |  0.0336 [-0,1911*** |-0,1112***| ~ 0.0314 |- 0.0047 |-0,2373***| 10000

SH 0,1305%** | 0.0409 [-0,0855*** |  0.0034 | -0,0812** | 0,0874*** |- 00024 | 0,0722** |-0,1250*** | -0,0776** |- 0.0309 [ -0,0525% |-  0.0035 |-  0.0024 | 1.0000

TANCA |- 00072|- 00077 00487 | 00479 [ 02127***| 00100 [-0,1431%**|- 0.0082 | 0,1531*** |  0.0196| 0,0534* |- 0.0143 | 0,2474*** | -0,1431*** |-0.0315 | 1.0000

TD_TA | -00681** |- 00159 |- 00143] 00298 -0,059* |- 0.0203 [-0,1756***|- 0.0410 | 0,0772** 0.0292 | 0,2543*** |- 0.0161 | 0,0973*** | -0,1756*** |-0.0069 | 0.0208 | 1.0000
VAIC 0.0366 |- 0.0030) 00030 00033)- 00264[ 00330] 0,0779** [ 00183] -0,0562* |-0,3530***|- 0.0324| 0.0059 | 0.0290| 0,079** |-0.0271| 0.0270 |-0.0321 | 1.0000

Note: Robust Standard errors in parentheses and * p < 0.05, ** p <0.01, *** p < 0.001

Source: Calculated for this study

To further confirm that there is no problem of collinearity, a Variance Inflation Factor

(VIF) test was conducted. The test was based on the guideline adopted from Garcia

et al. (2015), who stated that an acceptable VIF should be at a level of 10 or below,

any values higher than that are a signal of a severe presence of multi-collinearity are

deemed to be over the threshold.

Table 5-3: VIF for all the variables used in this study are less than 10

C 0.000534 4.146397 NA

EM 0.002107 1.197332 1.191718
CU 0.000241 1.170394 1.027264
LU 0.002109 1.177354 1.172657
SH 0.000989 1.115577 1.053231
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GO 0.001374 1.029962 1.015281
DR 0.000127 1.022632 1.022196
VAIC 0.000741 1.163183 1.162658
BD 0.002097 1.105643 1.104211
EQ 0.000627 1.097053 1.095182
TA_NCA 0.003143 1.097924 1.097905
LD_NC 0.001288 1.097832 1.088910
TD_TA 0.000430 1.136388 1.130435
DU 0.002240 1.580414 1.436740

Source: Calculated for this study

The results in Table 5.3 show that the VIF for all the variables used in this study is less
than 10, indicating that there is no problem of collinearity among the independent

variables.
5.3.2 Other diagnostic statistics

Several tests were conducted on the pooled OLS, fixed effects and random effects
models. These included the Hausman (1978: 1251) test for the choice between
random and fixed effects, specification test for heteroskedasticity, Durbin Watson
statistic was employed to test for autocorrelation, Cross-sectional dependence and

stationarity were tested.
(a) Heteroskedasticity

The first test was to test for heteroskedasticity, and some of the models had a problem
with heteroskedasticity. Using EViews panel data software, the FE regression models
were run with Cross-section weights and White cross-section standard errors and
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covariance. To correct for heteroskedasticity and cross-sectional interdependence,

the white standard robust errors were used (White, 1980).
(b) Durbin Watson statistic and cross-sectional dependence tests

The second test carried out was the test of serial correlations using the Durbin-Watson
statistic, and the results showed that all the models had no problem with serial
autocorrelation. The third test carried out was cross-sectional dependence, and most
of the models showed some cross-sectional interdependence. Cross-sectional
dependence was addressed through the white standard robust errors that were used
(White, 1980).

(c) The F Test

The fourth test that was performed was the F Test. The models demonstrated
moderate R? of between 30% and 41%. Previous studies that used the Feltham-
Ohlson model recorded R? values of less than 40%, and the results were considered
acceptable because of the strength of the p values. Cooray et al. (2020) explained that
their R? of 36.1% was due to the accounting recognition lag when returns are used. In
this current study, returns on accounting data for the variables were used in the
regression models. In accounting data, it is observed that factors affecting the current
returns may not be the same over consecutive periods due to the application of
accounting principles such as reliability, prudence and accruals (Ota, 2005). Other
studies also used returns on accounting data and obtained R? of less than 40%
(Kothari & Zimmerman, 1995; Easton et al., 2000; Sutopo et al., 2018). In this current
study, accounting data is used, and the accounting recognition lag argument would be
relevant. The R? reported in the current study models was complimented by the F
statistic, whose p-values were all zero. The F statistic showed the elements which are
explained by the model and also the elements that explained the error. This assures
that there are associations between the dependent and predictor variables and that

the models are adequately strong for use (Greene, 2012; Riffenburgh, 2012).
(d) Hausman test

The fifth test that was applied was the Hausman (1978:1251) test, which was
employed to determine whether to select the fixed effects model or the random effects

model. The results from the Hausman test are presented but not discussed for brevity
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as the study focused on the fixed effects model given that study employed purposive
sampling (Dougherty, 2007). The diagnostic statistics are presented at the bottom of

the summary results from Tables 5.4 to 5.8.
(e) Stationarity test

The panel data was tested for stationarity using the Levin, Lin and Chu (2002) unit root
test. This test is important to establish if the mean, variance and covariance of the
panel data are independent of the time or not. If panel data is non-stationary, there is
a risk that the model results will be spurious (Van Greunen et al., 2014). The Levin,
Lin and Chu (2002) assumption was used, which states that if P < 0.05, then the panel
data is stationary. The stationarity test output from Eviews gave p values of zero,

meaning that the panel data is stationary at level (as shown in Appendix C).
54 PANEL REGRESSION METHOD SELECTION

The preceding section discussed the descriptive statistics of this study, where the
dependent variable and the regressors were identified. The descriptive statistics points
referred to include the mean, the standard deviation and the maximum and minimum
of the data for the various proxies for each variable. In this section, the econometric
panel regression method selection process will be covered, explaining the stages

involved until the most appropriate method is chosen.

The appropriate regression method was chosen using the steps outlined by Dougherty
(2007), as explained in Section 4.9.1 in Chapter 4. Pooled Effects (PE), Random
Effects (RE) and Fixed Effects (FE) were tested using the Hausman test to select the
model that had sufficient power. In this study, six regression equations are used, five
for the capitals and one being the ultimate model combining all the other five. Using
EViews panel data software, PE, RE and FE models were run for each equation.
Based on the results shown in Appendix A, FE showed more robustness than PE and
RE. This confirms the panel regression method selection criteria propounded by
Dougherty (2007), who states that FE is used if the sampling method is non-random.
This study used non-random purposive sampling so that companies with missing data
or delisted from the JSE were excluded. The Seemingly Unrelated Regression (SUR)
method was also tested and proved inferior to FE. The results of the SUR model are

shown in Appendix B.
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5.5 ECONOMETRIC PANEL REGRESSION MODEL RESULTS, DISCUSSION
AND ANALYSIS

The previous section explained the different regression methods used in panel data
analysis. FE was concluded as the appropriate method for this study. As explained in
Section 4.9.1.4, FE models are recommended where purposive sampling is used
(Dougherty, 2007).

In the process of building the Augmented Integrated Reporting Model (AIRM),
regression models for each of the IR capitals were performed. The regression models
were prepared in a manner that would confirm or dispel the hypothesis that was put
forward for each capital. In the following sections, regression results for each capital
are presented. Each capital has its proxies, and the regression models intend to exhibit
the relationship or otherwise of these proxies to the dependent variable. The main
dependent variable is market share price (Y1), while EVA (Y2), TobinQ (Y3) and the
share price at book value (Y4) are deployed to check the robustness of Y1 using the

same regressors.

The basis of the interpretation of the results is that the IR concept is based on the
premise that capitals can create, maintain or decrease company value (IIRC, 2021).
As such, if a proxy of a capital has a significant positive relationship to a company
value variable, it means that value was created. Where the result is insignificant, this
may mean that the proxy of the capital under consideration is not relevant or is just
sufficient to maintain company value. A negative result may indicate that the proxy of

the capital erodes company value.
5.5.1 Regression model for stakeholder capital (social and relationship capital)

The purpose of this regression model was to test the significance of the effect of
stakeholder capital on company value. The Research Question (RQ), Research

Objective (RO), and Hypothesis (H) are restated below:
RQ1 (a): To what extent do stakeholders’ interests impact company value?

ROL1 (a): To investigate the effect of stakeholders’ interests on the company value of
JSE-listed companies.

H1 (a) null: Stakeholders’ interests have no association with company value.
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H1 (a) alternative: Stakeholders’ interests have an association with company value.

The stakeholders’ interests in the model are represented by Employee interests (Em),

Customer interests (Cu), Lenders’ interests (Lu), Shareholders' interests (Sh) and

Government interests (Go).

The regression model is restated as follows:

AV, = Bo + BijAY =1 X1 + Dug + &

Expanded equation

AY1;; = Bo + BLAEM ;4 B, ACu;; + B3ALu;; + LLAShiy + BsAGo;: + Duy + €4
AY2;; = Bo + BLAEM i+ B, ACu;; + B3ALu;; + LLAShiy + BsAGo;: + Duy + €4
AY3;; = o + L1AEM;:+L,ACu; + B3ALuys + L4AShy + BsAGo; + Duy + €4

AY4it = BO + BlAEmit+ﬁ2ACuit + ﬁ3ALuit + B4AShit + ﬁSAGOit + Dut + Eit

(1)

(2)
3)
(4)
(5)

Table 5.4 summarises the FE regression results, which will be explained in detail in

the next sections.
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Table 5-4: Summary of results on the stakeholder capital measures

Variable Y1 Y2 Y3 Y4
Share price return EVA Tobin Q Share price@BV
C 0.250695***  -0.065992***  -0.074296*** 0.014218
(0.052155) (0.007937) (0.007692) (0.012061)
EM 0.004943 -0.045577** 0.009667 -0.006657
(0.031002) (0.017145) (0.017246) (0.01256)
cuU 0,018807* 0,004421 -0,0000681 0,002932
(0.009079) (0.009396) (0.006786) (0.003608)
LU 0.119994*** -0.020757 0.029175 0.002788
(0.03116) (0.018449) (0.016244) (0.009483)
SH 0.057707** 0.01436 -0.008698 -0.00494
(0.019224) (0.018891) (0.010636) (0.01347)
GO -0.01556 0.008506 0.032343* -0.002658
(0.028612) (0.021649) (0.014807) (0.008326)
DU -0.072642,  -0.083273*** 0.056512*** -0.013381
(0.040118) (0.016757) (0.009944) (0.010219)
Observations 1001 1001 1001 1001
R-squared 0.3644 0.1643 0.22186 0.3046
Adjusted R-squared 0.2961 0.0746 0.1379 0.2299
F-statistic 5.3371 1.8305 2.6496 4.0775
Prob(F-statistic) 0.0000 0.0000 0.0000 0.0000
Mean dependent var 0.06347 (0.04195) (0.02000) 0.10556
S,D, dependent var 0.4315 0.2944 0.2019 0.1997
Durbin-Watson stat 2.21805 2.159131 1.9297 1.91321
Hausman Stats 11,240776 0000 3,576237 0000
Heteroscedasticity 511,4109*** 348.4634*** 392.8255***| 593.3047***

Note: Robust Standard errors in parentheses and * p < 0.05, ** p < 0.01, ** p < 0.001

5.5.1.1 Effect of Employee interests on company value

Employee interests (EM) in the stakeholder regression model are represented by the

employee (staff) costs as an independent variable influencing company value. From

the summary results in Table 5.4, EM has a statistically insignificant positive

relationship with market share price as a proxy of company value. Ozer and Cam

(2016) used 84 companies over 11 years to study the effect of employee costs on the

company value (market value) of Turkish-listed companies and concluded that EM has

a significant positive effect on company value. Morris (2015) studied the effect of

employee capital on the company performance of 390 JSE-listed organisations over

a 10-year period. She concluded that employee capital has a positive impact on total

share price returns. Although this study produced an insignificant positive impact of

EM on market share price, it is important to note that the direction of the relationship

is consistent with the above studies cited and the IR framework, which advocates that
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capitals add, sustains or diminishes company value over time (IIRC, 2021). In this
case, EM has an insignificant positive impact which shows value sustenance. The
economic significance of employees to the value creation activities of the company will
remain relevant as employees contribute to business continuity. Based on the model
result, practitioners, standard setters, and report preparers of IR are encouraged to

use share price as a proxy of company value when assessing EM.

If EVA is used as a proxy for company value, EM returns a significant negative
relationship. EVA is a measure of company value based on NOPAT less cost of capital
(Stern Value Management, 2016). This profit focus of EVA indicates short-termism,
making it an unsuitable proxy for long-term company value measurement. IR is
focused on sustainable long-term value creation; hence EVA becomes inappropriate
for the EM proxy as future positive cash flows from the involvement of EM are ignored.
The depiction of short-termism by EVA may be addressed by adopting the IR concept
of long-term value creation by ensuring that organisations pursue strategies that
increase the value employees. The value of employees can be increased through
talent development, skill retention schemes, and share ownership schemes to foster

a sense of employee equity.

EM indicates an insignificant positive relationship to TobinQ. TobinQ is calculated
using the weight of a company’s assets as a percentage of its market value. The
current reporting frameworks do not consider EM as an asset but rather as an expense
(Liebowitz & Wright, 1999; Brazen, 2004; Dakhli & De Clercq, 2004; Fatoki, 2011,
Gamerschlag, 2013; Stanko et al.,, 2014; Redden, 2020). Based on the economic
significance of employees, the positive relationship (albeit statistically insignificant)
may render TobinQ relevant for use as a proxy of company value concerning the effect
of EM in an individual model. The situation can be improved if the tenets of Pulic (1998)
are adopted that employees should be considered assets and not expenses since they
are part of the company’s value-creation resources (Pulic, 1998, 2004). This will make
employees qualify for the assets category of the TobinQ formula. The Tobin Q formula
is Tobin Q = Market value of a company / Company assets' replacement cost. If Pulic
(1998)’s concept is taken into consideration that employees are an asset and not an

expense, then EM falls into the “company assets” category of the formula. The IR
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philosophy is in line with Pulic (1998), where EM is part of stakeholder capital (IIRC,
2021).

Share price at book value has an insignificant negative relationship with EM. Share
price at book value is based on conventional accounting calculation of (Total assets -
total liabilities) / number of shares outstanding. Conventional accounting considers EM
as an expense, making Share price at book value an inappropriate proxy of company
value when considering the effect of EM. Share price at book value is a historical
measure which ignores future value-creating cash flows and thus lacks the future
value-creating perspective of IR.

5.5.1.2 Effect of Customer interests on company value

Customer interests (CU) are measured through revenue returns in this study. The
purpose of having CU as a regressor is to assess if customer interests have a
significant relationship with company value. From the summary results in Table 5.4,
CU has a statistically significant positive relationship with the share price proxy of
company value at a p < 0.05 significance level. This means that an increase in CU will
increase company value. This can be a signal to companies that relationships with
customers are significant and should be maintained through offering quality products
and services as well as allowing customers to participate in product or service
continuous improvements. CU gives statistically insignificant positive relationships to
EVA and share price at book value. These two metrics of company value are profit
inclined and will reflect the positive influence of CU, as revenue is a relevant driver of
profitability. CU has a negative relationship with Tobin Q. Tobin Q is an asset-based

measure, and association with revenue will not be plausible hence this result.

The significant positive relationship between CU and market share price finding is
consistent with the results obtained by Chandra and Ro (2008), who studied the effect
of CU on company value for US companies using 390 738 observations. Their findings
indicated a significant positive effect of revenue on company value with share price
returns as a proxy. The observation was that the value relevance of CU lies more in
the revenue information than in the quantum of revenue. Companies that published
regular revenue results tended to have higher value returns. Hertina et al. 2022)

studied the impact of sales growth on the share price at the book value of 92 listed
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companies in Indonesia. The result of their study found that sales growth has no
influence on the share price at book value. This differs from the outcome of this study
and the one by Chandra and Ro (2008). The outcome of the study by Chandra and
Ro (2008) could have been affected by the short sampling period of four years,
whereas this current study has 11 years. Chandra and Ro (2008), however, admit that
their intuitive expectation was that revenue had a positive relationship with company
value. The outcome of this study is in line with the IR concept, which considers

customers as value-adding stakeholders.
5.5.1.3 Effect of Lenders' interests on company value

Lenders' interests (LU) are measured, in this study, through the Debt-to-Equity ratio.
The level of debt signifies the extent to which a company uses borrowings to fund the
acquisition of long-term assets and working capital. In this study, the Debt-to-Equity
ratio gives a statistically significant positive effect on company value. The significance
level is at p < 0.001. This reflects that an increase in debt results in an increase in
company value. In the context of JSE-listed companies, these results indicate that
these companies use debt for long-term assets that are used for the current and future
generation of cashflows. The positive behaviour of debt to the market share price

shows that investors view optimum debt as value-adding.

The regression model result is in alignment with findings in extant literature. In what is
referred to as Proposition 1l, Modigliani and Miller (1963) advanced the theory that
debt had value relevance to companies. They propounded that the cost of debt was
allowed for a tax deduction (tax shield) and, therefore, had a direct contribution to the
cash flow of a company and, ultimately, a positive effect on value. This proposition
concluded that higher debt levels attract more tax shields, resulting in higher company
values. Miller (1977) was to later amend this proposition by arguing that the efficacy
of the tax shield depends on the tax rate effect. Continuous borrowing will expose the
company to liquidity and bankruptcy risks. Miller (1977) then advised that companies

require an optimum capital structure of debt, equity and retained earnings.

The providers of debt capital are relevant stakeholders in the IR concept as they are
interested in the security of their interest payments and the actual repayment of the
principal debt (IIRC, 2021). This makes the findings of this study congruent with the
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IR framework. The finding is in line with other empirical studies. Abor (2005) studied
listed companies in Ghana and concluded that companies with high profitability had
high leverage levels. The relevance of Abor (2005) is based on the assumption that
companies with high profitability will have high market share prices as shareholders
anticipate improved cash flows and higher dividends. Abata et al. (2017) used a
sample of 136 JSE-listed companies and confirmed that the long-term debt to total
assets ratio had a positive relationship with company value, with Tobin Q as a proxy.
The theoretical assertions and empirical evidence on debt from the studies cannot be
discarded based on the contrary results found by some of the studies cited.(Zeitun &
Tian, 2007; Onaolapo & Kajola, 2010; Wenjuan et al., 2011).

LU indicates insignificant relationships with the other proxies for company value used
in the study, that is, EVA, TobinQ and Share price at book value. LU has an
insignificant negative relationship with EVA, signalling that the short-term profit-
centredness of EVA cannot be used to measure debt-related capital as debt is usually
raised for long-term investments. Therefore, in this case, EVA cannot be used to
measure the company value relationship with LU. Although LU has an insignificant
positive relationship with TobinQ, the direction of the relationship points to some
relevance. Tobin Q is an asset-focused metric, and debt used to fund assets would
lead to a positive relationship. Share price at book value has the smallest coefficient
indicating a weak positive relationship with LU. This positive relationship, albeit weak,
points to the right direction in value creation. The results on Tobin Q and the share
price at book value are in line with the value creation philosophy of the IR concept,

and they corroborate the market share price result.
5.5.1.4 Effect of Shareholders' interests on company value

Return on Equity (ROE) is used in this study as a proxy of Shareholders’ interest (SH)
in the measurement of SH effect on company value. SH revealed, at a p < 0.01 level,
a significant positive relationship with the share price. This means that an increase in

SH will increase the share price.

SH is arguably the most critical ratio investors consider when making decisions as it
directly indicates the extent of shareholder wealth growth as officially reported in the

financial statements (de Wet & du Toit, 2007). This perception is underpinned by the
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freedom of SH from the market fluctuations that come from short-term trading
speculative activities. ROE, as the proxy used for SH, is calculated based on the net
income + shareholder’s equity. The inputs into the ROE formula come from the income
statement and the statement of financial position and is, therefore, not influenced by
stock exchange fluctuations that tend to affect the market share price. SH provides
clear measurement value added to the shareholders in a particular period. When the
potential cash flow creation capacity of the company is released through high SH,
investors tend to express interest in buying the shares, and hence share price goes
up (Nurmalitasari et al., 2022). High SH, which points to high netincome by a company
through the use of low shareholders’ equity, makes the company more attractive to
investors as this results in more cash flow (dividends) being available for distribution

to shareholders.

In a study of 80 Indonesia Stock Exchange-listed companies over a sample period of
4 years, the results indicated a significant positive relationship between SH and share
price (Nurmalitasari et al., 2022). Ahsan (2012) investigated the effect of SH on
company value for listed companies in the USA using 37 years of data yielding a total
of 80370 firm-year observations. The study concluded that SH had a positive impact
on the share price returns. Ahsan's (2012) analysis revealed that portfolio managers

preferred to use high SH as an indicator of future abnormal share price returns.

In this study, SH, as expected, has a positive relationship with EVA, albeit at a
statistically insignificant level but with economic significance. Both SH and EVA are
accounting profit-oriented measures, hence the correlation. SH have insignificant
negative relationships to TobinQ and share price at book value. Tobin Q is an asset-
based metric, while share book price is centred on assets and liabilities. These two
measures do not use earnings or profit in their calculation, thus, a positive relationship
to SH cannot be established. Thus, Tobin Q and the share price at book value cannot
be used to measure company value when measuring its association with company

value.
5.5.1.5 Effect of Government interests on company value

The effect of Government interests (GO) in this study is calculated using the

company's effective tax rate as a regressor. GO reflects statistically insignificant
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negative relationships with Market share price and the share price at book value.
Although giving insignificant negative relationships, the regression results mean that
an increase in effective tax rate will result in a decrease in company value. A positive
relationship with GO emerges with EVA as a proxy of company value, albeit at an
insignificant level. GO, on the other hand, provides a statistically significant positive
relationship with TobinQ at the p < 0.05 level. This means that an increase in GO will

increase company value with TobinQ as the proxy.

The results indicated by both market share price and the share price at book value are
consistent with the findings of Fedaa and Thamer (2021), who studied Iraqi listed
companies and concluded that tax increases have an inverse effect on company
value. This principle emanates from tax minimisation as a strategy to increase
profitability, earnings and, resultantly, company value (Dauchy & Martinez, 2005).
Based on this result, the current study shows that JSE-listed companies in South
Africa are probably in the tax minimisation mode, hence the negative relationship. This
result and its implications signal that the IR approach of considering the government

as a value-adding stakeholder is still immature in South Africa.

The IR philosophy is that the government, as a representative of the community,
contributes to company value by creating an enabling environment for businesses to
thrive. This is done through providing infrastructural support, education, and health
services, as well as trade relations with other countries. For the government to
function, it requires funding partly generated from taxation. Companies that practise
tax minimisation strategies through aggressive tax planning will be acting contrary to
the aspirations of IR as this deprives the government of the means to play its role in
promoting its value-adding role for companies. In South Africa, taxes play a pivotal
role in national development. For the fiscal year 2017/2018, taxation contributed
25.9% of the GDP (Statistics South Africa, 2018).

5.5.1.6 Effect of Covid-19 on company value

For this study, Covid-19 was considered as the dummy variable (DU) that is expected
to affect company value. The Covid-19 pandemic became apparent in South Africa in

2020, leading to the country going into national lockdown to manage its impact on
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public health. Since 2020 is part of the time series of the study, it is appropriate that

Covid-19 be introduced as a dummy variable.

Consistent with the intuitive expectation, DU has a negative relationship to the
company value proxies of market share price, EVA and share price at book value.
While market share price and the share price at book value have insignificant negative
relationships with DU, EVA shows a statistically significant negative relationship. This
is a confirmation of the susceptibility of EVA to short-term disruptions that impact
company profitability. These results are in alignment with the findings of Marozva and
Magwedere (2021), who concluded that Covid-19 had a significant negative
correlation with company values. Their finding concurs with the earlier works, which
indicated company value was affected by market negative sensitivity due to global
pandemics and disruptions (Ederington & Lee, 1996; Capponi et al., 2019; Al-Awadhi
et al., 2020).

Interesting to note that DU returned a statistically significant positive relationship to
Tobin Q. One may interpret this as an indication of the resilience of TobinQ, that it is
not sensitive to short-term market disturbances but has a long-term outlook ahead of
the other proxies. Fu et al. (2017) studied the relationship between TobinQ and the
future operating performance of companies in the USA, and they concluded that
companies with higher TobinQ ratios had higher operating performance in the long
term. Short-term is referred to as a period of four quarters (one year), while long-term
means periods of more than one year and beyond (Kaiser & Maravall, 1999).

5.5.1.7 Conclusion on the research question, research objective and

hypothesis

The study has demonstrated that stakeholders influence company value, answering
the research question. The objective to investigate the effect of stakeholder interests
on company value was successfully achieved. The results indicate that the Null

hypothesis is not supported.
5.5.2 Regression model for Agency capital (human capital)

The regression model for Agency capital, a part of human capital, was done to test the
impact of agency interests on company value. The model will assist in answering the

research question and obtaining an opinion on whether the hypothesis can be

172



accepted or rejected. The research question, research objective and hypothesis, as

well as the regression equation, are as follows:
RQ1 (b): How do the stakeholders’ (Agents) interests impact company value?

RO1 (b): To investigate the effect of stakeholders’ (agents) interests on the company

value of JSE-listed companies.

H1 (b) Null: Agency costs (remuneration of directors) have no association with

company value

H1 (b) Alternative: Agency costs (remuneration of directors) have an association with

company value.

In the Agency model, the predictor variables are represented by Directors’
remuneration (DR) and Debt to Equity (D/E)

(a) Panel regression models are restated below for Agency (Human) Capital
AY; = Bo + BijAX =1 X2ij + Dug + & (6)

Expanded equations

AY1; = Bo + B1ADR;+B,AD/Eir + Duy + & (7)
AY2y = Bo + p1ADR;+B,AD /Eyr + Duy + & (8)
AY3; = Bo + p1ADR;+B,AD /Eir + Duy + & 9)
AY4; = By + B1ADR;+S,AD/E;y + Duy + €4 (20)

Table 5.5 summarises the FE results of the regression calculation.
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Table 5-5: Summary of results on the Agency stakeholder capital measures

\Variable Y1 Y4
Share price return EVA Tobin Q Share price@BV

(o] 0.223848*** -0.066681*** -0.073697*** 0.012258
(0.046825) (0.008495) (0.007351) (0.012344)
DR 0.085208** -0.002575 0.000332 0.001207
(0.027791) (0.011171) (0.003559) (0.001913)
D_E 0,101447*** -0,0201 0,031294 0,002896
(0.030469) (0.018021) (0.017767) (0.009825)
DU -0.084105* -0.083744*** 0.050908*** -0.012241
(0.035352) (0.016368) (0.009497) (0.008772)
Observations 1001 1001 1001 1001
R-squared 0.410979 0.159998 0.209429 0.303064
Adjusted R-squared 0.349866 0.072845 0.127406 0.230755
F-statistic 6.724939 1.835837 2.553275 4.191236
Prob(F-statistic) - 0.000007 0 0
Mean dependent var 0.063305 -0.042347 -0.019698 0.104482
S,D, dependent var 0.441288 0.294563 0.201187 0.198079
Durbin-Watson stat 2.175759 2.157405 1.928142 1.914422
Hausman Stats 0000 4255144 0000 0000
Heteroscedasticity 529.2103*** 347,2809*** 402,2108*** 603.0972***

Note: Robust Standard errors in parentheses and * p < 0.05, ** p < 0.01, ** p < 0.001

The following sections discuss each variable in more detail.

5521

Impact of Directors' Remuneration on company value

The directors of companies are at the centre of the corporate governance pillar of the

organisation and are regarded as representing the shareholders’ interests in the

management of the business. They play the agent role for the shareholders in creating

value on their behalf. The directors' reward is in the remuneration that they get paid.

This study aims to test the impact of directors’ remuneration (DR) on company value.

The results in Table 5.5 show that DR has a statistically significant positive impact on

the market share price. This means that an increase in DR will increase the market

share price. DR has insignificant impacts on the other proxies of company value, such

as EVA, TobinQ and the share price at book value and is, therefore, not considered

strong enough proxies to warrant further discussion as insignificant relationships show
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that value addition by this proxy is negligible (only maintaining company value at the

same level).

The findings using market share price, where DR has a positive significant relationship
which company value, are in line with a neo-classical theory where agent remuneration
became a method of aligning the shareholders’ expectations and the strategies that
directors will employ to increase shareholders' wealth (Dalton et al., 2007; Palia &
Porter, 2007; Bendickson et al., 2016; Panda & Leepsa, 2017; Wolloch, 2020). The
compensation paid to the directors is then assumed to be not only a reward for the
business management effort but perhaps a purchase of loyalty to avoid the agency
problem (Bebchuk & Weisbach, 2010).

Empirical evidence from previous studies in the developed markets of the USA and
the UK confirmed a positive relationship between DR and company performance or
share price returns (Coughlan & Schmidt, 1985; Murphy, 1985; Conyon et al., 2000).
Studies in South Africa that took samples from the JSE established that DR impacted
share price and company performance (Scholtz & Smit, 2012; de Wet, 2013). The
studies were, however, not aimed at solving the IR problem of measurement and
reporting of capitals which this study is solving. The current study confirms a
statistically significant relationship between DR and company value, contributing to
solving the IR measurement and reporting for agency influence on company value.
Some studies, however, obtained contrary conclusions where a weak or no
relationship could be found between DR and company value (Brick et al., 2006; Bussin
& Modau, 2015).

5.5.2.2 Impact of Debt to Equity on company value

In the regression equation for agency capital, the Debt to Equity (D/E) is used to
measure the impact of directors’ influence on company value. Directors influence the
capital structure of a company through their ability to tilt the capital structure of the
company through the use of debt aggravation (Lazarides & Pitoska, 2011). Thriving
on the tenets of Modigliani and Miller (1963), which state that debt increases firm
value, directors may minimise equity market funding in favour of debt. Where directors’
compensation is based on share returns, the preference of debt capital over equity

may be predisposed by the reward expectation.
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The regression results in Table 5.5 indicate that D/E has a statistically significant
impact on the market share price at the p < 0.001 level. Insignificant relationships are
shown if EVA, TobinQ and share price at book value are used as the dependent
variables, meaning that, for the Agency capital model, these cannot be used as proxies
of company value when D/E is the independent variable. The impact of Covid-19,
captured through DU, shows negative results for all the company value proxies except
for TobinQ. Aligned with the observation of the stakeholder model in Section 5.5.1,
TobinQ demonstrates its long-term outlook by remaining positive in the face of short-

term market disruptions.

The results obtained in the Agency regression model are in line with the Modigliani
and Miller (1963) theory and the later clarification by Miller (1977) in his work on “Debt
and Taxes”. Miller (1977) improved Modigliani and Miller's (1963) proposition by
stating that debt concentration will increase the company's value but only to a certain
optimum level. Debt beyond the optimum level opens the company to bankruptcy and

liquidity risks.

The study by Hull (2005) indicated that Australian energy companies used different
debt levels to maximise company values. Ratshikuni (2009) studied 97 JSE-listed
companies with panel data of 22 years and concluded that companies used D/E to
steer company value. These results are consistent with the findings already mentioned
in section 5.5.1.3 (Abor, 2005; Abata et al., 2017). These previous studies corroborate
the findings of this current study, where a significant positive impact of D/E on
company value is recorded. These previous studies were, however, not done to
develop a model for Integrated Reporting, and their findings cannot be used for that

purpose, hence the need for this current study.

Karani (2009) investigated the impact of D/E on company values for firms listed on the
Nairobi Stock Exchange and found no evidence of D/E influencing share price returns.
This result coincides with the findings of Zeitun and Tian (2007) and Onaolapo and
Kajola (2010), who also concluded that there is no relationship between D/E and
company value. These findings may be due to different market profiles where the JSE
(formed 1887) is arguably considered more mature than the Jordanian (formed 1978),
Kenyan (formed in the 1920s) and Nigerian (formed 1958) markets where the studies
were done (Ngugi, 2003; Petri and Saadi-Sedik, 2006; Ifeanyi et al., 2015).
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5.5.2.3 Conclusion on the research question, research objective and
hypothesis

The independent variables of the Agency models, i.e., Directors’ Remuneration and
Debt to Equity, both have a statistically significant positive impact on company value,
using the market share price, thereby assisting in answering the research question

and achieving the research objective. The Null hypothesis is therefore rejected.
5.5.3 Regression model for Tangible (Manufactured) Capital

The regression model on manufactured capital intends to measure the relationship
between company value and tangible assets.

The Research Question, Research Objective and Hypothesis (H) are captioned below:

RQ2: What is the relationship between a company’s tangible (manufactured) capital

and company value?

RO2: Establish the effects of tangible assets (manufactured capital) on the value of

JSE-listed companies.

H2 Null: A company’s tangible (manufactured) capital has no relationship with

company value.

H2 Alternative: A company’s tangible (manufactured) capital has a relationship with

company value.

The manufactured capital proxies used in this study consist of buildings (BD),
machinery and equipment (Eq) and Tangible Assets to Non-Current Assets ratio
(TA/NCA).

(@) Panel regression models for Tangible (Manufactured) Capital are restated

below
AYe = Bo + BijAY =1 X3 + Dug + & (11)

Expanded equations

AY1;; = By + B1ABd;1+L,AEq;: + B3ATA/NCA;; + Du; + € (22)
AY2;; = Bo + B1ABd;1+L,AEq;: + B3ATA/NCA;; + Du; + € (13)
AY3it = ﬁO + ﬁlABdit-l_ﬁZAECIit + 33ATA/NCA,_LL + Dut + Eit (14)
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AY4; = By + 1ABd; +5,AEq; + B3ATA/NCA;; + Du, + €

(15)

The results of the FE regression for manufactured capital are presented in Table 5.6.

Table 5-6: Summary of results on tangible (manufactured) capital measures

\Variable Y1 Y2 Y3 Y4
Share price return EVA Tobin Q@ Share price@BV

C 0.246416*** -0.067572*** -0.072509*** 0.012764
(0.049761) (0.007412) (0.006478) (0.012895)
BD -0.006558 -0.005958 0.000642 0.002838
(0.029926) (0.01726) (0.015682) (0.005838)
EQ 0.001815 0.003713 0.010695 -0.008352
(0.016248) (0.010189) (0.01152) (0.007941)
TA_NCA 0.003188 0.011869 0.010147 0.020675
(0.025678) (0.02511) (0.013018) (0.012193)
DU -0.105436* -0.082723*** 0.046693*** -0.014112
(0.041977) (0.017813) (0.011193) (0.009201)
Observations 1001 1001 1001 1001
R-squared 0.348165 0.159734 0.206901 0.304394
Adjusted R-squared 0.279741 0.071529 0.123647 0.231374
F-statistic 5.088302 1.810943 2.485188 4.16867
Prob(F-statistic) 0.00000 0.00001 0.00000 0.00000
Mean dependent var 0.064143 -0.042215 -0.019567 0.104274
S,D, dependent var 0.431369 0.294356 0.200446 0.197473
Durbin-Watson stat 2.175916 2.156476 1.945111 1.90893
Hausman Stats 0000 0000 0000 0000
Heteroscedasticity 515.4593*** 343.5321*** 397,8827*** 595,9996***

Note: Robust Standard errors in parentheses and * p < 0.05, ** p < 0.01, *** p < 0.001

Buildings comprise the physical infrastructure (excluding machinery and equipment)
that belongs to the company. The IR framework states that buildings are part of
manufactured capital that is important in the value creation processes (lIRC, 2021).
This assumption implies a positive relationship between buildings and company value.
However, the regression results present a contradictory picture. Buildings have
insignificant relationships with all the proxies of company value in the model. Buildings
have an insignificant but negative correlation to Market share price and EVA, while
correlations with TobinQ and share price at book value are insignificant but positive.
The insignificant relationship relationships between buildings and company value
proxies could be an indicator that buildings have lost value relevance in terms of value

creation, although their economic significance remains critical for going concern
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purposes. Buildings are fixed installations that cannot respond to changes in business
needs, such as the requirement to change location. The insignificant relationships
mean that buildings are neither creating nor eroding value but are maintaining
company value. Machinery and equipment weakly correlate positively to market share
price, EVA and TobinQ. An insignificant negative correlation is shown with the share
price at book value. Although giving insignificant positive correlations across all the
proxies of company value in this study, the Tangible Assets to Non-Current Assets
ratio (TA/NCA) has more explanatory power than buildings, machinery, and
equipment. This signifies that if the weight of tangible assets is increased in the pool
of non-current assets, a positive effect on company value is registered, albeit at an

insignificant level.

The insignificant correlations of manufactured capital to all measures of company
value in this study are in line with the findings of previous studies. Saleh (2018) studied
the effect of tangible assets on company value for Indonesian entities and found a
negative relationship to company value. This was attributed to the cash flow impact of
investing in tangible assets and the depreciation charge effect on profits. In another
Indonesian study, Khan et al. (2018) found weak explanatory power on tangible
assets. Pratheepan and Banda (2016) studied a sample of Sri Lankan companies, and
their findings showed that tangible assets had an insignificant influence on company

performance.

While the current study and the other empirical evidence cited above point to the
insignificance of tangible assets as an explainer of company value, some
investigations yielded contrary results. iltas and Demirgiines (2020) investigated the
effect of tangible assets on manufacturing companies in Turkey and concluded that
there was a significant relationship with company value, pointing out that firms with
high tangibles had better access to debt due to loan collateral capacities. This works
back to Modigliani and Miller (1963) and Miller (1977), who advocate for debt as having
the capability to improve company value. Studying the effect of tangibles on Ethiopian
insurance companies, Mehari and Aemiro (2013) confirmed that tangible assets had
a positive relationship with company value. Due to the taxation regime that is
favourable to investments in tangible assets, companies in China indicated a positive

relationship between company value and tangible assets (Dong, Leung and Cai,
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2012). Nigerian banks with higher fixed asset bases indicated more capacity to
generate profits (Olatunji et al., 2014).

(b) Conclusion on the research question, research objective and hypothesis

The study has established that tangible (manufactured) capital model variables of
Buildings, Machinery and Equipment and Tangible Assets to Non-Current Assets ratio
have a positive relationship with company value. Although the relationship is
statistically insignificant, the economic significance of tangible assets on value creation
remains important as company value must be maintained if businesses are to remain
as going concerns. This confirms that the research question has been answered and
the objective achieved. In consideration of the economic significance, the Null

hypothesis is rejected.
5.5.4 Regression model for Intellectual Capital

The purpose of this regression model is to establish a positive relationship or otherwise
between intellectual capital and company value. The equation uses the Value Added
Intellectual Coefficient (VAIC) as the independent variable while the market share
price is complemented by EVA, TobinQ and share price at book value as dependent
variables. The Dummy variable (Du) is the regressor representing the effects of Covid
19 for the year 2020. The model is used to address the Research Question (RQ),
Research Objective (RO) and hypothesis (H). They are listed below;

RQ3: To what extent does Intellectual Capital impact company value?

RO3: Examine the impact of intellectual capital on the company value of JSE-listed

companies

H3 Null: Intellectual Capital has no link with company value.

H3 Alternative: Intellectual Capital has a link with company value.

(@) Panel regression models for Intellectual Capital are restated below

AV = o + BijAY =1 X4 + Duy + & (16)

Expanded equation

AY1; = By + BLVAIC;: + Duy + €t a7

AY2; = By + BLVAIC;: + Duy + €t (18)
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AY3lt = BO + ﬁlVAIClt + Dult + git

AY4lt = BO + ﬁlVAIClt + Dult + git

The VAIC regressor was built using the Pulic (1998) approach;

(19)

(20)

Human Capital Efficiency it (HCEit) + Structural Capital Efficiency it (SCE) it + Capital
Employed Efficiency it (CEE) it.

The results of the regression model are exhibited in Table 5.7.

Table 5-7: Summary of results on the Intellectual capital measures

Variable Y1 Y2 Y3 Y4
Sepice | e | Toomg | Shwe
C 0.2452347% 0.0692].93*** 0.0732].53*** 0.013406
(0.049202) (0.008264) | (0.006276) (0.012305)
@TREND -0.036478*** 0.007002** | 0.011317*** 0.010591***
(0.007725) (0.002232) | (0.001357) | (0.001973)
VAIC 0.043012* 0.016161** | 0.018207*** 0.010793
(0.018669) (0.003016) | (0.003976) (0.008531)
bU -0.101381* 0.081489+ | 0:050129%* | -0.010763
(-0.101381) (-0.081489) | (0.050129) | (-0.010763)
Observations 1001 1001 1001 1001
R-squared 0.351588 0.162425 0.20962 0.301079
Adjusted R-squared 0.285102 0.076544 0.128578 0.229414
S, E, of regression 0.365967 0.285165 | 0.186946 0.163442
F-statistic 5.288189 1.891276 2.586549 4.201223
Prob(F-statistic) - 0.000003 - -
Mean dependent var 0.063401 -0.042422 -0.019618 0.106016
S, D, dependent var 0.432780 0.29468 0.201117 0.199448
Sum squared resid 121.476300 73.75662 | 31.69852 24.229
Durbin-Watson stat 2.171719 2.15112 1.93654 1.914392

Note: Robust Standard errors in parentheses and * p < 0.05, ** p < 0.01, ** p < 0.001

in Table 5.7

relationships between VAIC and the company value proxies of market share price,

The regression results indicate statistically significant positive
EVA and TobinQ. This means an increase in VAIC is expected to create value in
companies. The results imply that intellectual capital has value-creation potential and
that the knowledge economy is becoming more relevant to JSE-listed companies.

Investments in intellectual capital may therefore be considered prudent. VAIC has an
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insignificant positive correlation with share price at book value, signalling that the
traditional accounting methods used to derive share price at book value do not

sufficiently capture intangible assets such as intellectual capital.

The results obtained in the regression model are congruent with the theory of
intellectual capital. Classical scholars of intellectual capital that, include Taylor (1911),
Robinson (1934), Chamberlin (1947), Schumpeter (1934), Moore and Penrose (1960)
and Polanyi (1966) identified that employee skill, knowledge and experience were vital
for a company in the creation of competitive advantage. Patents, trademarks and
brands became the symbols of intellectual capital whose value remained in the
company even if skilled employees are fluid as they can leave the company (Robinson,
1934; Chamberlin, 1947). Pulic (1998) modernised the classical assertions through
the VAIC model, where he demonstrated that intellectual capital is central to the
contemporary knowledge-based economy. It is one of the assumptions of VAIC that
there is a positive relationship between increasing intellectual capital and increasing

company value (Pulic, 1998).

Various empirical studies are in tally with the findings of the current study. Bornemann
(1999) concluded that there was a positive relationship between company
performance and value with intellectual capital in a study of Austrian firms. VAIC was
used to investigate the relationship between intellectual capital and company value in
Thailand manufacturing companies, and the result concurred with the VAIC theory
(Phusavat et al., 2011). Meles et al. (2016) studied 5 500 banks in the USA using data
over eight years and affirmed that intellectual capital and company value had a positive
relationship. In an investigation of 390 JSE-listed companies using 12-year panel data,
Morris (2015) established a strong positive relationship between intellectual capital
and company value. Similar results were achieved in other studies, thus strengthening
the VAIC assumption (Chen et al., 2005; Clarke, Seng & Whiting, 2011; Alhassan &
Asare, 2016).

While the above empirical pieces of evidence support the current study, other studies,
however, came with contrasting findings. Firer and Stainbank (2003) studied 75 JSE-
listed companies and concluded that there was a small positive correlation between
VAIC and the share price. This was, however, limited to only one year’s data (2001).
Taking a longer series of data, that is, from 2001 to 2017, Schultz and Molele (2019)
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used VAIC to investigate the influence of intellectual capital efficiency on company
performance among 43 companies listed on the JSE. Their findings indicated no
significant associations between intellectual and company value. Intellectual capital
recognition in company balance sheets is still a growing phenomenon, with
accountants grappling with the valuation of intangibles such as brand value, patents,
goodwill and trademarks (Moro Visconti, 2019; Yasyshena, 2019). The current study,
using a bigger sample of 91 JSE-listed companies being more recent (2020), found

that VAIC has a statistically significant influence on company value.

As reported by Ocean Tomo (2021), intellectual capital has grown in the USA from
17% of total assets in 1975 to 90% in 2015. Based on this trajectory, one may state
that by the time Firer and Stainbank (2003) and Schultz and Molele (2019) did their
investigations on JSE companies, intellectual capital had not matured to the level it is
in South African companies at the time of this study.

(b) Conclusion on the research question, research objective and hypothesis

In consideration of the above, the Intellectual capital model confirms that there is a
linear relationship between Intellectual capital and company value. With this
conclusion, one may mention that the research question was answered, and the
research objective was achieved. The evidence of the study indicates that there is

support for the Alternative hypothesis.
5.5.5 Regression model for Financial Capital

The regression model for financial capital is to measure the impact of this capital on
company value. The regression model is based on FE and is designed to answer the
Research Question (RQ) and prove or disprove the Hypothesis (H). The RQ, Research
Objective (RO) and H are stated below:

RQ4: What impact does financial capital have on company value?

RO4: Investigate the impact of financial capital on the company value of JSE-listed

companies.
H4 Null: Financial capital does not have an association with company value.
H4 Alternative: Financial capital has an association with company value.

(@) Panel regression models for Financial Capital are restated below
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The equations use market share price (Y1) as the main dependent variable for market
value while EVA (Y2), TobinQ (Y3) and the share price at book value (Y4) are

additional dependent variables to check the robustness of Y1. The regressors are Debt

to Equity ratio (D/E), Long-term debt to Non-current assets ratio (LD/NC) and Total
Debt to Total Assets ratio (TD/TA). The Dummy variable (Du) stands for the effects of

Covid-19 in 2020.

Ay = Bo + BijAX =1 X5 + Dug + &

Expanded equations

B3ATD

+

B2ALD

TAj;

B3ATD

AY1, = By + 222 4
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AY2 = f, + 2222 4
Ejt

TAjt

B3ATD

AY3; = By + 2222 4
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Table 5.8 summarises the results of the FE regression model.

Table 5-8: Summary of results on the Financial capital measures

— V1 v2 v3 Y4
arianie ;

stwomie | ey | romo | e

c 0-243814™ | g 067849+ | 0.072600%+ | 0-012704
(0.049656) | (0.007639) | (0.007241) | (0.012519)
@TREND :0.035743** | 0.006663* | 0.011545+* | 0.010732**
(0.007965) | (0.002275) | (0.00142) | (0.002006)

DE 0107637 | -0.02194 | 0031888 | 0.00592
} (0.028546) | (0.01923) | (0.018039) | (0.008962)
LD_NC 0.005805 10.009093 | 0.019187 | 0.002023
j (0.025384) | (0.015804) | (0.012666) | (0.010031)
TD_TA 10.023101** | 0.003275 | -0.006756 | 0.008713
} (0.006027) | (0.011002) | (0.005478) | (0.006398)
o0 0.088971F | ot .., | 0.048867" | -0.011963
(0.041495) | (0.016722) | (0.009126) | (0.009081)

A 1001 1001 1001 1001
R-squared 0.364229 0160333 | 02121 | 0.304758
Adjusted R_squared 0.297491 0.072191 0.129392 0.231776
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Variab| Y1 Y2 Y3 Y4
ariable -
Metum | EBvA | mobina | iRy
S, E, of regression 0.364411 0.285091 | 0.186788 0.163118
., 5.457566 1.819029 | 2.564451 4.175834
Prob(F-statistic) 0.00000 0.000009 0.00000 0.00000
Mean dependent var 0.063079 -0.042486 -0.019864 0.105022
S, D, dependent var 0.434691 0.293917 0.201135 0.198765
Sum Sduared resid 120.179600 73.55578 31.57535 24.07975
Durbin-Watson stat 2.187902 2.153582 1.932264 1.92423

Note: Robust Standard errors in parentheses and * p < 0.05, ** p < 0.01, *** p < 0.001

5.5.5.1 Debt to Equity ratio

The results in Table 5.8 indicate that D/E has a statistically significant positive
relationship to the market share price proxy of company value. This means that an
increase in D/E correlates with an increase in market share price. D/E has insignificant
relationships with the other proxies of company value, with EVA having a negative
relationship, while TobinQ and the share price at book value have weak positive
relationships. D/E has a negative relationship with EVA, perhaps because of EVA’s
short-term outlook, where the remnant effects of the 2007 to 2009 financial crises
lingered on, as well as the effects of the Covid-19 pandemic. For fear of liquidity and
bankruptcy risks, these events could have ignited some debt reduction actions in the

short term.

The significant positive correlation between D/E and market share price can be
interpreted to mean that companies listed on the JSE rely on debt to raise financial
requirements ahead of equity. This indicates that JSE-listed companies can pursue
debt funding strategies to finance projects with positive net present values, however,
being cognisant of the liquidity risks that come with over-exposure to borrowings. The
result showing a significant positive relationship between D/E and market share price
is in line with both theory and some empirical studies. In Section 5.5.1.3, the study
results indicated a statistically significant positive relationship between lenders’
interests and market share price. The findings discussed in Section 5.5.2.2 are in line
with the results above, where D/E as a proxy of directors’ influence on company value
was also significantly positively related to the market share price. These results further

affirm the view that an increase in debt results in an increase in company value up to
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a certain optimum level. The theoretical and empirical studies have been covered in
the previous sections of 5.5.1.3 and 5.5.2.2 (Modigliani & Miller, 1963; Miller, 1977;
Abor, 2005; Hull, 2005; Zeitun & Tian, 2007; Ratshikuni, 2009; Onaolapo & Kajola,
2010; Wenjuan et al., 2011; Abata et al., 2017).

In terms of capital structure dynamics, companies listed on the JSE may choose debt
financing because the directors, using their corporate governance mandate and
wishing to dilute equity concentration, may resort to debt (Lazarides & Pitoska, 2011).
Companies that have thin retained earnings and risk-averse investors that are not
willing to put in more equity will use debt to address their capital requirements. Some

companies may invoke debt to achieve the desired optimum D/E ratio.
5.5.5.2 Long-term debt to Non-current assets ratio effect on company value

The long-term debt to Non-current assets ratio (LD/NCA) measures the weight of the
long-term debt (LD) compared to non-current assets (NCA), the underlying
assumption being that LD is usually raised to fund NCA. The result of the regression
calculation reflects weak associations between LD/NCA and company value across
all the proxies used in this study. This means that movement in LD/NCA had no
meaningful impact on company value during the period. LD/NCA has positive
associations with Market share price, TobinQ and share price at book value, although

statistically insignificant. LD/NCA has an insignificant negative correlation to EVA.

The state of the LD/NCA to company value may reflect the difference in the lengths of
time allocated to LD and NCA. The number of years allocated for the repayment of LD
may not be the same as the amortisation period assigned on NCA. The mismatch of
these time frames may weaken the intended meaning of the ratio. The weak
correlation between LD/NCA may be an indicator that the two inputs, that is, LD and
NCA, are not growing. This is also reflected in the negative mean that was discussed
in Section 5.5.2. which one may interpret to mean that companies were eager to
reduce debt levels. A relook at the South African GDP growth during the study period
reveals negative or stunted growth (Statistics South Africa, 2018). Without strong
economic growth, companies may have responded by stagnating or reducing

borrowing and reducing investments in NCA.
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With financial prudence, which the South African market has become recognised for,
companies may have remained with flat LD/NCA to maintain sustainable D/E ratios,
therefore, less appetite to borrow (Ezeoha & Botha, 2012). This perhaps led
companies to use other funding sources, such as releasing retained income.
Companies may be using debt to fund working capital operations and not necessarily

NCA, causing the weakening of the LD/NCA impact on company value.
5.5.5.3 Total debt to Total assets ratio effect on company value

The regression model results in Table 5.8 show that TD/TA has a statistically
significant negative relationship with the market share price. This means that an
increase in TD/TA results in a decrease in market share price. TD is a sum of both
current and non-current liabilities, while TA is a combination of current assets and non-

current assets.

It is important to note that the LD/NCA discussed in Section 5.5.5.2 showed a
statistically positive relation to the market share price. The contrast between the
negative relationship results on TD/TA to market share price and the positive
relationship of LD/NCA suggests that the introduction of current liabilities and current
assets in TD/TA has a negative impact. This means that current liabilities and current
assets have a negative impact on market share price because, without them, LD/NCA
gives a positive relationship. To bring alignment between LD/NCA and TD/TA, current
assets should be funded by cash generated from operations and less from short-term
debt. TD/TA has statistically weak associations with the other company value proxies
of EVA, TobinQ and the share price at book value, and these proxies are not discussed

further as they have weak explanatory power.

5.5.5.4 Conclusion on the research question, research objective and
hypothesis

The results show that financial capital influences company value. This can be used to
conclude that the research question at hand has been answered and the research
objective was achieved. The Alternative hypothesis is supported by the evidence from

the study.
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5.6 CHAPTER SUMMARY

This chapter covered the presentation, analysis and discussion of the research
findings. The descriptive statistics were tabled, and the mean, standard deviation and
maximum and minimum for the variables were disclosed. The selection of the panel
data regression method was discussed, and Fixed Effects (FE) was chosen due to its
appropriateness when the sample used was purposefully determined. Individual
econometric models were presented and discussed for each of the capitals in this
study. Figure 5.1 shows the outcome of each variable per model with market share
price as the dependent variable for company value.
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Figure 5-1: Variables results for market share price

Source: Developed for this study

As indicated in Figure 5.1, only three variables gave negative relationships, while the
rest were positive, although with different levels of significance. Lenders (LU),
Shareholders (Sh), Directors’ Remuneration (DR), Equipment and Machinery (Eq),

Tangible Assets to Non-current Assets ratio (TA/NCA) and Covid-19 (Du) have a
significant positive effect on company value.
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The following Chapter will present the final model of this study that the researcher will
submit to fulfil the development of A framework to enhance Integrated Reporting

through the quantification and valuation of non-financial capitals.
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CHAPTER 6: FINAL MODEL PRESENTATION AND DISCUSSION
6.1 INTRODUCTION

The preceding chapter covered the regression models for each of the capitals that are
included in this study, viz, stakeholder, agency, manufactured, intellectual and
financial. The models were run using FE regressions, and results for each were
presented. In this chapter, a combined regression model for all the capitals in the study
is presented, and the results are analysed. The combined model uses an augmented
Feltham-Ohlson model (AFOM) or Augmented Integrated Reporting Model (AIRM),
where the independent variables from the different regression models for the capitals
are brought together to obtain an integrated view of the relationship between these
regressors and company value. This chapter will indicate whether the research
guestion is answered, the research objective achieved, and the outcome of the
hypothesis test will be given.

6.2 THE RESEARCH QUESTION, RESEARCH OBJECTIVE, HYPOTHESES
AND REGRESSION MODEL

The Research Question (RQ), Research Objective (RO) and Hypothesis (H) for this

model are given below:

RQ5: How should companies measure and manage financial and non-financial

capitals to create value and reflect integrated company value?

RO5: Develop an enhanced IR framework that can be used by practitioners,
academics, regulators, and corporate reporting standard setters.

H5 Null: The composite of financial and non-financial capitals does not influence the

integrated company value.

H5 Alternative: The composite of financial and non-financial capitals influences

integrated company value.

(@) Panel regression models for the Augmented Feltham-Ohlson model

(Augmented Integrated Reporting Model)

AYye = Bo + B1AX 1 + ,Bij IiV=1 AX2jie + Duy + & (26)
t=1
j=4

AY1;: = Bo + B1AX 1 + B X2a;: + B3X2biy + BaX2ciy + BsX2d;: + Du; + €4 (27)
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AYZl-t = ,30 + :BlAX]-it + ,BZXZaL-t + ,83X2bit + ,84X2Cl't + ,BSXZdl't + Dut + Eit (28)

AY3it = ,30 + :BlAX]-it + ,BZXZaL-t + ,83X2bit + ,84X2Cl't + ,BSXZdl't + Dut + Eit (29)
AY4it = ,30 + :BlAX]-it + ,BZXZaL-t + ,83X2bit + ,84X2Cl't + ,BSXZdl't + Dut + Eit (30)
Where:

Yii = Company Value of the company at time ¢

X1l = Financial Capital of the company ; at time ¢

X2ai = Intellectual Capital of the company ; at time ¢

X2bit = Agency (Human) Capital of the company  at time ¢

X2¢it = Manufactured Capital of the company at time ¢

X2dit = Stakeholder (Social and Relationship Capital) of the company; at

time ¢
0 if no Covid and 1 if there is Covid. Dummy variable used to

Dut
capture the effects of Covid-19 (the year 2020)

Y1 is the company value proxy using market share price, Y2 uses EVA, Y3 is based
on Tobin Q, and Y4 represents share price at book value. The AIRM used the
individual proxies that were present in each capital, and the regression results are
presented in Table 6.1. An exception is on Debt/Equity that was previously used, in
Chapter 5, in the individual models for stakeholders, agency and financial capital. For
the AIRM, Debt/Equity is used as a proxy for the Lenders under stakeholders’ capital.
Although Debt/Equity indicated a statistically strong relationship to the market share
price in all three instances, Lenders demonstrated the highest explanatory power

hence the choice to use it as a proxy for lenders.
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Table 6-1: Summary of results on the AIRM measures

Fixed effects Model Y1 Fixed effects Model Y2 Fixed effects Model Y3 Fixed effects Model Y4

Variables Share Price EVA TobinQ Share Price at Book Value
Cc 0,081864% -0.035128 -0,020798** 0,06223***
(0,03487 (0.008787) (0,006764) (0,007308
EM 0,028732 -0.031303 0,015096 -0,012345
(0,028124) (0.017827) (0,017307) (0,014193)
cu 0,006725 0.003486 -0,000369 0,005712
(0,013787 (0.011009) (0,008436) (0,004342
LU or DIE 0,131228*1 -0.020029 0,009519 0,00268
(0.045009) (0.021307) (0.018353) (0.012165)
SH 0,061472**4 0.012454 -0,015258 -0,014997
(0,017928 (0.017985) (0,01143) (0,012714
GO -0,023939 0.0008086 0,018482 -0,01288
(0,022952) (0.021981) (0,014125) (0,009323)
DR 0,101137**4 -0.007696 -0,002383 -0,000885
(0,028215 (0.011567) (0,003789) (0,002091
VAIC 0,03660¢ 0.010893 0,016734* 0,011505
(0,019191) (0.005318) (0,00572) (0,0133786)
BED -0,03247¢9 -0.007722 -0,007025 0,00905
(0,031175 (0.019070) (0,014555) (0,008767
EQ 0,032514% 0.002591 0,016262 -0,008543
(0,015908) (0.015642) (0,012059) (0,006195)
TA_NCA 0,007763*1 0.006143*" -0,006658* 0,011609*"
(0,036625 (0.025800) (0,009791) (0,015929
LD _NC 0,003638 -0.016484 0,011776 0,001582
(0,028801) (0.018639) (0,012098) (0,011448)
TD_TA -0,025995 0.001415 -0,015623* 0,006718
(0,010078 (0.016840) (0,007285) (0,0048864
DU -0,22626** -0.049168 0,101317*** 0,031457**
(0,036544) (0.012559) (0,008982) (0,008907)

Observations 1001 1001 1001 1001
R-squared 0.325903 0.167657 0.148184 0.244085
Adjusted R-squared 0.248498 0.072081 0.050372 0.157285
F-statistic 4.210373 1.754182 1.514988 2.812045
Prob(F-statistic) 0 0.000017 0.001287 0
Mean dependentvar 0.059901 -0.041147 -0.017773 0.108417
S,D, dependentvar 0.4232 0.294056 0.195698 0.201848
Durbin-Watson stat 2.054788 2.144792 1.910927 1.880043
Hausman Stats 22,9723944 11,174917 9,693759 0
Heteroscedasticity 509,8498** 3526179 414,1509*** 443,1215"

Note: Robust Standard errors in parentheses and * p < 0.05, ** p < 0.01, ** p < 0.001

The results displayed in Table 6.1 show that some of the variables have a statistically

significant association with company value while others have weak relationships. From

the previous models covered, market share price became the dominant company

value proxy. Out of the 13 predictor variables in this model, ten variables have a

positive influence on market share price, with six of them having statistically strong

relationships while the other four have weak associations.

6.2.1 Effect of stakeholder interests (social and relationship capital) on

integrated company value

The stakeholders identified in this study consist of employees, customers, lenders,

shareholders, and the government. The effects of these individual stakeholders were
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reported and discussed under section 5.5.1 in Chapter 5. In this section, a combined
view of the effect of stakeholder interests on company value is assessed at the total
AIRM level. As reflected in Table 6.1, the regression results on stakeholder capital
have varying effects on the proxies of company value. Company value proxies
involved are market share price, EVA, TobinQ and share price at book value. Table 6.2

summarises the Stakeholder effects on the different company value proxies.

Table 6-2: Stakeholder capital results for AIRM

Employees Positive and weak Negative and weak Positive and weak Negative and weak
Customers Positive and weak Positive and weak Negative and weak Positive and weak
Lenders Positive and . . .
- Negative and weak Positive and weak Positive and weak
significant
Shareholders Positive and . . )
o Positive and weak Negative and weak Negative and weak
significant
Government Negative and weak Positive and weak Positive and weak Negative and weak
No. of positives 4 3 3 2
No. of negatives 1 2 2 3

Source: Developed for this study

As indicated in Table 6.2, stakeholders demonstrate a positive relationship with the
market share price. This might be an indicator that stakeholders probably depend on
the readily available market share price information to make decisions on their value-
adding activities with the company. The market share price is determined by both
company and market activities. The company's stakeholders can influence its
activities, while market activities may be beyond their control. This finding is in line
with the IR concept and the empirical studies that used market share price as a
company value proxy to measure the effect of stakeholders. Borgers et al., 2013
studied the effect of stakeholder relations on US companies for the period 1992 to
2009 and found that they have a positive association with the market share price. This

193



result aligns with the findings of this current study showing the applicability of
stakeholder influence on company value across different markets. A study conducted
in India on the effect of corporate social responsibility (CSR) on company financial
performance and, consequently, company value concluded that CSR positively
impacted company performance (Magbool, Rasool & Ahmad, 2018). The findings of
this study are applicable to the current study in the context of the effect of stakeholder
influence on company value in emerging economies. Mason and Vracheva (2015)
utilised market share price as a proxy of company value and found a positive but
statistically weak relationship to stakeholder management. Stakeholders’ effect of

EVA is positive, thus supporting the outcome on the market share price.

Stakeholders also have a positive association with Tobin Q, and this result ties in with
both the IR concept and empirical evidence (Mason & Vracheva, 2015; Wang &
Sengupta, 2016; Cremers et al., 2019; IIRC, 2021). Dzomonda (2020) used TobinQ
to investigate the effect of stakeholders on company value, and the result was that of

a positive, statistically insignificant association.

Share price at book value has a negative result on stakeholders’ interests probably
because it is based on historical metrics, which stakeholders are perhaps not
interested in if current data is available, opting for forward-looking value-adding
proxies such as market share price, EVA and TobinQ. This result is contrary to Mason
and Vracheva (2015), who found a positive relationship between share price at book
value and stakeholders.

6.2.2 Impact of agency (human) capital on integrated company value

In this study, for the AIRM, Agency (human) capital is measured through directors’

remuneration, as shown in Table 6.3.

Table 6-3: Agency (human) capital results for AIRM

Directors Positive and
remuneration significant

Negative and weak Negative and weak Negative and weak

Source: Developed for this study
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From the first equation, under the Agency model, as discussed in section 5.5.2 in
Chapter 5, DR produced a significant positive relationship with company value. DR
had a coefficient of 0.09 and a significance level of p < 0.01. The explanatory power
of DR increases in AIRM where the coefficient increases to 0.10 and a higher
significance level of p < 0.001. This means that DR is a relevant predictor variable at
both the agency capital level and the AIRM level. DR gives negative insignificant

relationships to EVA, TobinQ and share price at book value.

The positive statistically significant relationship found between agency capital and
market share price in this study agrees with the model expectations as well as
literature and empirical evidence. Directors actively pursuing their mandate of
increasing shareholder value will need incentives to effectively deliver these
expectations (Dalton et al., 2007; Palia & Porter, 2007; Bendickson et al., 2016; Panda
& Leepsa, 2017; Wolloch, 2020). Directors can influence company value through
higher dividends, ROE or market share price returns by releasing market information
that is attractive to investors. The market share price finding aligns with the IR concept,
which posits that the capitals of the IR framework should create value. Empirical
studies that used agency capital found that it has a positive significant association with
market share price as a proxy of company value (Murphy, 1985; Conyon, Peck &
Sadler, 2000; Scholtz & Smit, 2012; de Wet, 2013). However, Ozkan (2011) also used
share price as a proxy of company value and found a positive but insignificant
relationship with agency capital. Kirsten and du Toit (2018) found no direct link

between directors’ remuneration and company value.

EVA, Tobin Q and the share price in the book all have negative statistically insignificant
relationships with agency capital, contrary to the result on the market share price. This
shows that under market share price, directors and shareholders probably have a
consensus on the directors’ earnings. This may be an indication that shareholders are
satisfied with the growth in share price and thus allow the reward to the directors,
perhaps ignoring the impact of this on the other stakeholders. This indicates that
market share price is insufficient to measure agency influence on company value but
that TobinQ gives a longer-term approach which addresses the interests of the other
stakeholders. South Africa is noted as the most unequal society in the world hence the

need for equal treatment of stakeholders becomes pertinent (van Zyl & Mans-Kemp,
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2022). For purposes of contracting with directors, TobinQ should possibly be used in
addition to the market share price so that other stakeholders are included, which aligns

with stakeholder theory.

6.2.3 Relationship between manufactured (tangible) capital and integrated

company value

The manufactured capital independent variables used in the AIRM are buildings,

equipment and machinery and tangible assets to non-current assets ratio (TA/NCA).

Table 6-4: manufactured (tangible) capital results for AIRM

- Negative and Negative and Negative and Positive and
Buildings
weak weak weak weak
Equipment and Positive and Positive and o Negative and
) L Positive and weak
machinery significant weak weak
Tangible Positive and Positive and Negative and Positive and
assets/Non-current L L S L
) significant significant significant significant
assets ratio
No. of positives 2 2 1 2
No. of negatives 1 1 2 1

Source: Developed for this study

Based on the results from Table 6.1, Table 6.4 summarises the direction of the
relationships per each manufactured capital proxy to the proxies of company value
and the dominating effect is shown at the bottom of the table.

Manufactured capital has a positive relationship with market share price except for
buildings. This may indicate that share price is responsive to the acquisition of new
assets, especially equipment and machinery meant for the fulfilment of projects that
have a positive net present value. Shareholders and investors will look at this as a
potential for higher returns in the future. EVA corroborates with market share price
indicating that company assets are necessary in the creation of value. Buildings and
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tangible assets/non-current assets have negative relationships to Tobin Q. This could
be an indicator that investors who use Tobin Q as a proxy of company value do not
consider these two measures as value-adding. Equipment and machinery have a
positive but weak relationship with Tobin Q. This may mean that equipment and
machinery are considered marginally adding to company value (Tobin Q). Buildings
have a positive and weak relationship with the Share price at book value. Being a
historical measure, share price at book value may have this positive and weak
relationship with buildings due to the recognition of the contribution of buildings to
company value emanating from buildings being assets that have a longer life span
and therefore, lower depreciation charge impact. A negative and weak relationship is
shown between equipment and machinery and the share price at book value, arguably
indicating that the depreciation cost of equipment and machinery affects the value
adding if future cash flows are not considered (as is the case with the share price at
book value) (Saleh, 2018). Tangible assets/non-current assets and the Share price at
book value have a positive and significant relationship, perhaps showing that the share
price at book value considers tangible assets/non-current assets as critical in value
creation. Share price at book value is a historical measure that will assumably consider
tangible assets, and non-current assets are part of the metrics that strengthen the
statement of financial position. Manufactured capital is losing its importance in
company value, as per the findings of Ocean Tomo (2021), who concluded that
intellectual capital is overtaking tangible assets in the knowledge economy.

6.2.4 Relationship between intellectual capital and integrated company value

In this study, intellectual capital is measured through the VAIC model as propounded
by Pulic (1998). When analysed as a single model, intellectual capital displayed a
significantly positive relationship with market share price, as indicated in Section 5.5.4

in Chapter 5.
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Table 6-5: Intellectual capital results for AIRM

Positive and Positive and Positive and Positive and
weak weak significant weak

VAIC

Source: Developed for this study

As shown in Table 6.5, when VAIC is brought into the total that combines the various
capitals in the AIRM, it loses its explanatory power, getting reduced to an insignificant
relationship, nonetheless still sustaining the positivity of the association. This means
that VAIC if considered separately in the intellectual capital model, has explanatory
power on company value. However, other capitals are superior to it if considered in
the total AIRM. It is interesting to note that VAIC maintains a significantly positive
relationship with TobinQ as a proxy of company value. VAIC also indicates positive
relationships to EVA and share price at book value. The demonstration of a significant
positive relationship gives credence to the proposition that TobinQ is a long-term
focused metric which tends to endure the short-term events that seem to affect the

other company value proxies.

The positive association found between VAIC and market share price, although weak,
ties to the model expectation, theory, and other studies. The positive association is a
signal that intellectual capital has value creation potential, and companies should
invest in it to benefit more from the seemingly growing knowledge economy (Ocean
Tomo, 2021). Intellectual capital has its foundations in the assertion that product
competitiveness lies in the ability to use skill, knowledge and experience to
differentiate. This gets consolidated into patents, trademarks, brands and company
secrets (Taylor, 1911; Robinson, 1934; Schumpeter, 1934; Chamberlin, 1947; Moore
& Penrose, 1960; Polanyi, 1966). Pulic (1998) refined the intellectual capital approach
and devised the VAIC model, which showed that intellectual capital is a combination
of the efficiencies of human capital, structural capital and capital employed. The VAIC
model asserts that intellectual capital is the driver of company value in the modern
knowledge-based economy.
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Empirical studies have supported that intellectual capital positively associates with
company value. Studies that used market share price as a proxy for company value
found that intellectual capital has a positive impact on company value (Swartz, Swartz
& Firer, 2006; Morris, 2015; Nuryaman, 2015). The results on EVA, TobinQ and share
price at book value are all consistent with the result on market share price, thereby
supporting its robustness. The finding is in line with the outcomes of previous studies
that found intellectual capital to have a positive relationship with company value (Chen,
Cheng & Hwang, 2005; Phusavat et al., 2011; Alhassan & Asare, 2016).

The growth of intellectual capital is underpinned by the increase in the knowledge
economy, hence the strength of this metric is on a progressive basis, as indicated by

its increase over the years in the Ocean Tomo (2021) study summarised in Figure 2.6.
6.2.5 Relationship between financial capital and integrated company value

The financial capital proxies used in AIRM consist of Debt to Equity ratio (D/E), Long-
term Debt to Non-current Assets ratio (LD/NC) and Total Debt to Total Assets ratio
(TDI/TA).

Table 6-6: Financial capital results for AIRM

Debt to Equity ratio I?os_lt_lve and Negative and Positive and weak Positive and
significant weak weak

Long-Term Positive and Negative and Positive and
Debt/Non-Current 9 Positive and weak

. weak weak weak
Assets ratio
Total Debt/Total Negative and Positive and Negative and Positive and
Assets weak weak significant weak

Source: Developed for this study
As shown in Table 6.6, financial capital has a positive association to market share
price, TobinQ and share price at book value. The positive result on these proxies may
mean that South African companies respond affirmatively to the propositions of
Modigliani and Miller (1963) and Miller (1977), who propounded that debt, due to the
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tax shield effect, resulted in an increase in company value. The debt-to-equity ratio
has a positive and statistically significant relationship with market share price giving
credence to the Modigliani and Miller (1963) and Miller (1977) assertions mentioned
above, which state that debt results in improved company value. The long-term debt
to non-current assets ratio has a positive relationship to market share price, albeit at
a weak level. The positive relationship is an important indicator of the economic
significance of this metric which shows the extent to which debt is used to fund the
acquisition of non-current assets. The weak statistical significance may signal that
JSE-listed companies are not strongly relying on debt to acquire non-current assets.
This could be a result of companies slowing down on investing in new assets due to
liquidity prudence considerations. Total debt to total assets has a negative, weak
relationship to the market share price. This may indicate that the inclusion of current
assets and current liabilities into this solvency metric further weakens the outcome
found on the long-term debt to non-current assets (positive but weak relationship to
market share price). The inclusion of the current assets and current liabilities seem to
suggest that these two measures are short term and are not expected to have a
significant impact on market share price. EVA is an earnings-based measure of
company value and would consider interest costs on debt, in the short-term, as value

eroding expenses hence the dominating negative correlation.
6.2.6 The effect of the Dummy variable on integrated company value

Covid 19 effect on the year 2020 is the dummy (Du) independent variable in this study.
As anticipated for the models, Du provided a negative association with the market
share price for all the models of the study. The Du results are in line with theory and
empirical evidence. Earlier studies concluded that pandemics cause the loss of value
in companies as resources get shifted to address the crises and the market disruption
associated with that (Ederington & Lee, 1996; Capponi et al., 2019). In South Africa,
the country responded to the threat of Covid 19 through the introduction of tough
measures, including a prolonged national lockdown covering the year parts 2020 and
2021. The pandemic created a fundamental disruption to both public and private
sectors leading to a loss of market share prices (Al-Awadhi et al., 2020; Marozva &
Magwedere, 2021).

200



6.3

INTEGRATED REPORTING MODEL

SUMMARY OF VARIABLES TO ADOPT FOR THE FINAL AUGMENTED

The preceding sections presented and analysed the study's findings on each of the

independent variables (the measures of the capitals), measuring their relationship to

the proxies of company value (market share price, EVA, TobinQ and share price at

book value). The results of the regression model showed various outcomes, ranging

from significant relationships to insignificant relationships. This section will discuss

these outcomes per each independent variable and the corresponding company value

proxies, indicating the strength and direction of the relationship.

Table 6.7 summarises the variables, indicating the strength of their explanatory power

and the direction of their relationship to company value.

Table 6-7: Summary of variables relationships strengths

Fixed effects Fixed effects Fixed effects F|>'\</Ieod d(:;fszts
Variables Variable description  |Model Y1 Share Model Y3 .
: Model Y2 EVA : Share Price at
Price TobinQ
Book Value
Employees (stakeholder Positive and Negative and |Positive and Negative and
EM .
capital) (X2d) weak weak weak weak
Customers (stakeholder Positive and Positive and | Negative and | Positive and
CuU ;
capital) (X2d) weak weak weak weak
Len_ders (Stakeholde_r Positive and Negative and |Positive and Positive and
LU or D/E capital), Agency Capital and | . ..
. 4 . significant weak weak weak
Financial Capital
Shareholders (stakeholder | Positive and Positive and | Negative and | Negative and
SH : L
capital) (X2d) significant weak weak weak
Government (stakeholder  |Negative and  |Positive and  |Positive and Negative and
GO .
capital) (X2d) weak weak weak weak
DR Agency (Directors as Positive and Negative and | Negative and | Negative and
stakeholders) (X2b) significant weak weak weak
Value_ Added Intellectual Positive and Positive and Positive and  |Positive and
VAIC Coefficient (Intellectual L
: weak weak significant weak
capital) (X2a)
Buildings (manufactured Negative and | Negative and | Negative and | Positive and
BD X
capital) (X2c) weak weak weak weak
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Fixed effects Fixed effects Fixed effects Flaeod di‘;fszts
Variables Variable description Model Y1 Share Model Y3 .
: Model Y2 EVA : Share Price at
Price TobinQ
Book Value
EQ Equipment (manufactured | Positive and Positive and  |Positive and Negative and
capital) (X2c) significant weak weak weak
Ml N eSS Positive and Positive and | Negative and | Positive and
raites e EE R significant significant significant significant
capital) (X2c) 9 9 9 9
Long-Term Debt/Non- - : . .
LDINC Current Assets (Financial Positive and Negative and |Positive and Positive and
. weak weak weak weak
Capital) (X1)
TD/ITA Total Debt/Total Assets Negative and | Positive and | Negative and | Positive and
(Financial Capital) (X1) weak weak significant weak
Dummy (covid 19_year Negative and  [Negative and | Positive and Positive and
DU e Lo o
2020 effect significant weak significant significant
No of _S|g_n|f|cant 6 1 4
associations
No of po§|t|ve 9 7 7
associations
No of _ne_gatlve 4 6 6
associations

Source: Developed for this study

From Table 6.7, it is noticed that market share price has the most significant
associations (6) with the various regressors. Out of the 13 variables listed in the table,
the market share price has the highest positive associations (9). A comparison of the
R? shows that the market share price has the highest value, thus giving it more strength
compared to the other company value proxies. The F-statistic (coefficient) for the
market share price is also significantly higher than that of the other measures of
company value. In consideration of the above, the researcher recommends that, for
this study, the market share price can be used as the company value proxy in AIRM.
The other proxies of company value, i.e., EVA, Tobin Q and the share price at book
value, have instances where they individually have value relevance, and users of
AIRM must continuously reflect on the type of stakeholder being analysed. For
example, the results show that Lenders have a favourable relationship with market

share price, Tobin Q and Share Price at book value. Lenders are interested in the
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business’s ability to pay the interest and principal amount. Market share price is an
indicator of investor interest in the company hence it is relevant to lenders. TobinQ
uses Market value/Total assets. Total assets are funded by debt hence relevant to
lenders. Share price at book value represents the historical assets probably financed
by debt as it is derived from the assets and liabilities stated in the company’s statement
of financial position. In the study results, it can be noticed that the independent
variables have varying relationship strengths with the company value proxies. This
assists previous studies which relied on a single proxy of company value and could
not get deeper insights into alternative outcomes. An example is that of Dube (2017),
who used market share price only and concluded that there was no association

between IR quality and company value.

The above section reviewed the variables and company value proxies to select the
most suitable for the AIRM. The review reflected that market share price had the most
value in explaining relationships and will be used to form the final AIRM. The following
section will present the final AIRM, which is this study’s main contribution to the body
of knowledge.

6.4 THE FINAL AUGMENTED INTEGRATED REPORTING MODEL

As covered in section 6.3, the market share price and the independent variables listed
will be used to build the AIRM. This fulfils the main objective of this research which is
to produce an enhanced IR framework that reflects the influence of non-financial

capitals on company value.

Figure 6.1 shows how the different capitals can be expanded into components, and a

measurement proxy gets attached to each.
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Capitals Components Measurement Proxy

Equity —— DebtTo Equity —
Financial —— Debt —)—— LongTem Debt »
—+— Total DebtToTotal Assets —b—/

0 V) "c omes Manufactured Tangible Assets
Of Previous

P ri Human Capital Eficiency
. AT e I o socesmetecil Integrated
l' Capital Employed Efficiency I. Com pany

Opening
_y— DebtTo Equity
In l‘eg ra 1e d fuman — - “*— Director Remuneration V < I He
Com pany Employees —}— Employees Cost
Vv QI ve Customers —)— Revenve

Social & Relationship Shareholders —)—— Return On Equity
Lenders —— DebtTo Equity
Government —— Effective Tax Rate

Figure 6-1: The Augmented Integrated Reporting Model
Source: Developed for this study and IIRC (2013, 2021)

6.4.1 Main outcomes of AIRM

Figure 6.1 demonstrates that the model starts with an opening integrated company
value balance, and the capitals get deployed into the company’s value-adding
activities during a certain period. Using the different measurement proxies for the
components of the capitals, the value created during the period is measured and
evaluated. Adding the value created during the period to the opening balance will
result in the (closing) integrated company value. It should be noted that there are
circumstances where capital will cause a decrease in company value if its activities
harm the business. For example, government, which is a component of social and
relationship capital and whose measurement proxy is the effective tax rate, gave a
negative correlation to company value under market share price as the dependent
variable. In the context of this model, a negative relationship between government and
market share price is viewed as reducing company value. The model is in line with the
IR concept, which states that the capitals should be viewed as stocks of value that
organisations transform, increase or decrease through various business activities
(IIRC, 2021). The following sections provide more details on the main outcomes or
implications of AIRM.
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6.4.1.1 Stakeholder reporting requirements addressed

One of the criticisms levelled against the existing IR framework is that the IR reports
do not address the information requirements of the various stakeholders (du Toit,
2017). The stakeholders’ contribution to value creation is not adequately reported, and
the IR reporting principles are not implemented (Flower, 2015; Ruiz-Lozano & Tirado-
Valencia, 2016).

The AIRM developed through this study has addressed the issues observed by the
above scholars. The model has identified the various stakeholders involved in the
value-creation activities of the company and the measurement proxies defined.

Through regression equations, the impact of each stakeholder was assessed.
6.4.1.2 Existing reporting improved

The current reporting frameworks still concentrate on measuring the effects of financial
capital (Atkins, 2020). The AIRM produced by this study has looked at a total of five
capitals, which are; financial, manufactured, intellectual, human and social and
relationship capitals. The model provides measurement proxies for each of the
capitals, making it possible to measure their impact on company value over some time.
This is a potential solution to the problem created by the IR framework where it stated
that it was not the intention of IR reporting to quantify or monetise the value of the
company, the value it has created, preserved or eroded over some time, or its

utilisation of or effects on the capitals (IIRC, 2021).
6.4.1.3 More importance given to other providers of capital

The existing IR framework gives more importance to providers of financial capital to
explain how an organisation creates, preserves or erodes value (Eccles &
Spiesshofer, 2016; Herbert & Graham, 2018; IIRC, 2021). Companies still require
enlightenment on the premise that financial capital is not the only capital that adds
value to the company (Adams et al., 2016; de Villiers & Sharma, 2016; du Toit, 2017;
King, 2018).

Although scholars have highlighted the shortcomings of the IR framework, they have
not provided a holistic solution. The current study has provided a solution by providing

a model that brings integrated company value as a summation of various capitals. The
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model, therefore, gives relevance to the other providers of capital. Reporting the
impact of the other capitals allows the providers of these capitals to know their value
addition or otherwise, making it possible to make informed decisions about future

company involvement.
6.4.1.4 Model can be used

The main objective of this research was to produce an enhanced IR framework that
reflects the influence of non-financial capitals on company value. The AIRM that has
been produced by this study fulfils the main objective of this study. The model can be
used by practitioners, academics, regulators, and corporate reporting standard

setters.
6.5 CHAPTER SUMMARY

In this Chapter, the final model of this study, the Augmented Integrated Reporting
Model, AIRM, was presented. The model was built out of the study's findings on the
relationships, impacts, effects and influences of the various capitals on company
value. In the chapter, it was revealed that out of the four proxies of company value,
market share price presented the most robust results, leading the researcher to use it
in the AIRM. Although the other proxies of company value have value relevance, they
cannot be used in an integrated model but can still be used in individual variable

analysis where they have power.

The effect of the independent variables used in AIRM was assessed, and the results
indicated that each variable has an association with company value. This makes the
Alternative hypotheses of the study obtain support. The chapter showed the main
outcomes of the study, indicating that the research problem was resolved, the
research questions answered, the study objectives achieved, and the hypothesis

conclusion was made.

The following Chapter 7, the final chapter of this research, will provide the summary,

conclusions, and recommendations for future studies and the study's limitations.
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CHAPTER 7: SUMMARY, CONCLUSIONS, RECOMMENDATIONS FOR FUTURE
STUDY AND LIMITATIONS OF THIS STUDY

7.1  INTRODUCTION

The previous chapter presented the final model of this study, the Augmented
Integrated Reporting Model (AIRM). In this chapter, which is the final chapter of this
study, the main aspects of this research are summarised. The theoretical and
empirical basis of the AIRM is revisited, leading to a summary of the model research
results. This is followed by a review of this study’s contributions to the body of
knowledge and the associated policy recommendations. The chapter also gives the
study's outcomes, giving an overview of the research problem, the research questions,
the research objectives and conclusions on the hypotheses. Limitations of this

research and recommendations for future studies are provided.

7.2 SUMMARY OF THE THEORETICAL BASIS OF THE AUGMENTED
INTEGRATED REPORTING MODEL

The AIRM has its foundation in Integrated Reporting (IR) theory, which advocates that
companies should provide holistic reports that explain how a company creates or
diminish value over some time (IIRC, 2021). Whereas, according to this researcher,
no agreed framework currently provides an integrated measurement mechanism of
how the value of a company was added or diminished over some time, the AIRM is
intended to resolve the seeming gap. The IIRC, which recently (in 2022) changed to
the Value Reporting Foundation, contradicts itself by stating that the Integrated Report
is not there to report on how a company created or reduced value (IIRC, 2021). This
statement opened an opportunity to resolve the problem that faces different

stakeholders and IR reporters, and users, hence AIRM.

The underpinning IR concept is that value creation is not only limited to the
participation of financial capital but that the other non-financial capitals of
manufactured, intellectual, human and social and relationship capital also play a
critical role (IIRC, 2013, 2021; Adams et al., 2016; Daraban, 2016; Eccles &
Spiesshofer, 2016; du Toit, Van Zyl & Schitte, 2017; King, 2018). Each of the capitals
has a theoretical basis which was brought into this study.
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In the foundation of financial capital is the assertion that for a company to function, it
requires a capital structure made up of equity (including retained income) and debt
(Modigliani & Miller, 1958, 1963; Miller, 1977; Myers & Majluf, 1984). Manufactured
capital represents the physical infrastructure, such as buildings, equipment and
machinery (Eckaus & Lefeber, 1961). How management utilises, these is critical in
value creation (Irungu et al.,, 2018). The manufactured capital theory has, in
contemporary times starting from the 2000s, been linked to the relevance of tangible
assets to value creation in the face of the knowledge economy (Stern, 1997; Hoyos et
al.,, 2010; Ocean Tomo, 2021). The intellectual capital theory has its classical
foundation in that value creation begins with knowledge. Knowledge consists of ideas,
formulae, secrets, skill and experience (Taylor, 1911; Robinson, 1934; Schumpeter,
1934; Chamberlin, 1947; Moore & Penrose, 1960; Polanyi, 1966; Radjenovi¢ & Krsti¢,
2017). Measurement of intellectual capital was arguably a challenge until Pulic (1998)

came up with the Value Addition Intellectual Coefficient (VAIC) model.

The human capital theory is epitomised by how the shareholders of the company
engage directors (agents) to manage the value-creation processes of the business
(Panda & Leepsa, 2017). The bedrock of human capital, in this case, becomes the
agency theory which advocates for the continuous management of the agency
problem where conflict of interest between shareholders and directors should be
minimised (Dalton et al., 2007; Snippert et al., 2015; Achim et al., 2016; Bendickson
et al., 2016). Social and relationship capital is backed up by the stakeholder theory,
which maintains that the company does not belong to shareholders alone but that
other stakeholders have an interest and a claim in the value creation and outputs of
the company (Berle & Means,1932; Mendelow, 1981; Freeman & McVea, 2001;
Jensen, 2001; Parmar et al., 2010; Harrison & Wicks, 2013; McGrath & Whitty, 2017).

Based on the above theories, AIRM is a model that integrates them into a single
framework that allows the measurement of the capitals and how they contribute to the

value of a company.
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7.3 SUMMARY OF THE EMPIRICAL BASIS OF THE AUGMENTED
INTEGRATED REPORTING MODEL

Various studies have been conducted around the impact of the different capitals on
company value. However, according to the literature reviewed by this researcher, the
studies did not look at the capitals in an integrated manner but rather as individual
capitals or a smaller cluster of the capitals, not covering the number of capitals that
this study has done. Some of the studies carried out on the capitals will be given

summary reviews to show the insights gained from them.

The empirical studies done on financial capital tested its impact on company value.
Studies in different markets showed a significant positive correlation between financial
capital and company value (Abor, 2005; Cuong, 2014). Some studies however found
contrary results where debt to equity did not influence company value or it gave
negative associations (Zeitun & Tian, 2007; Abata et al., 2017). Studies on
manufactured capital confirmed that tangible assets had a significant positive
correlation to company value (Mehari and Aemiro, 2013; Birhan, 2017; ILTAS and
DEMIRGUNES, 2020). Studies by Saleh (2018) and Pratheepan and Banda (2016)
concluded that manufactured capital negatively affected company value. Empirical
investigations were carried out on intellectual capital, and it was found that this capital
had a positive impact on company value (Chen et al., 2005; Clarke et al., 2011,
Phusavat et al., 2011a; Morris, 2015; Alhassan & Asare, 2016; Meles et al., 2016).
Weak relationships between intellectual capital and company were found in some
studies (Firer & Stainbank, 2003; Schultz & Molele, 2019).

Human capital, also referred to as agency capital in this study, has been found to have
a significant association with company value (Jiraporn & Liu, 2008; Ayaz, Mohamed
Zabri & Ahmad, 2021). Research by Naik et al. (2020). and Dawar (2014) established
negative or weak influences of agency capital on company value. For this study, social
and relationship capital is also called stakeholder capital. Studies carried out in
different jurisdictions confirmed that there is a relationship between stakeholder capital
and company value (Wolmarans & Sartorius, 2009; Harrison & Wicks, 2013; Garcia-
Merino et al., 2014; Mason & Vracheva, 2015; Weber, 2017; Magbool et al., 2018;
Dzomonda, 2020).
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Boukattaya and Omri (2021), however, found a contradicting result and concluded that

there was a negative correlation between stakeholder influence and company value.

Considering the empirical studies reviewed and how findings were not always
congruent, it was therefore important for this researcher to gather evidence on the
effect of these capitals on company value using a sample obtained from JSE-listed

companies. In the following section, the findings of this study are summarised.

7.4 RESEARCH CONCLUSIONS ON THE IMPACTS OF NON-FINANCIAL
CAPITALS ON COMPANY VALUE

The preceding section dealt with the summary of empirical evidence from previous
studies on the different capitals that form company value. In this section, the findings
of the AIRM are summarised. The AIRM shows the impact of the different capitals on

company value.

In the study, the relationship of non-financial capitals to company value was done, with
financial capital being included for completeness of the AIRM. In this section, the
nature of the relationships between the non-financial capitals and company value will
be discussed. Table 7.1 provides an overview of the capitals and the relationship or
impact they have on the different proxies of company value. Where positives outweigh
negatives in a particular capital’s relationship to company value proxies, then the

“positive” relationship prevails. The same is applied to negative relationships as well.

Table 7-1: Overall conclusion regarding the impacts of non-financial capital on

company value

g?;?£0|der (Social and Relationship) Positive Positive Positive Negative
Agency (Human) Capital Positive Negative Negative Negative
Intellectual Capital Positive Positive Positive Positive
Tangible (Manufactured) Capital Positive Positive Positive Positive

Source: Developed for this study
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7.4.1 Stakeholder (Social and Relationship) Capital: Research Objective 1(a) -
Investigate the effect of stakeholders' interests on company value of JSE-

listed companies

Using market share price, stakeholders’ proxies have positive relationships to
company value except for the government, which has a negative but weak association.
Based on these results, stakeholder capital largely has a positive relationship with
company value. EVA and Tobin Q each have three positive relationships and two
negatives thus, the results are more positive on the positive side. Share price at book
value, however, has three negative relationships and two positives hence this
relationship leans towards negative. Considering that three proxies have positive
relationships to stakeholder capital, the researcher is of the view that there is support
for the positive relationship conclusion. Share price at book value is historical, and
stakeholders may not consider it critical in decision-making, hence this proxy is
unsuitable for measuring the relationship between stakeholder capital and company
value. The positive relationship outcome aligns with stakeholder and IR concepts
which mention that stakeholders influence company value (Berle & Means, 1932;
Mendelow, 1981; Freeman & McVea, 2001; Parmar et al., 2010; Garcia-Merino et al.,
2014; Mason & Vracheva, 2015; Weber, 2017; Magbool et al. 2018; Dzomonda, 2020).

7.4.2 Agency (Human) Capital: Research objective 1(b) - Investigate the effect
of agency costs on company value of JSE-listed companies

Agency capital, epitomised by the company's directors, indicates a positive and
statistically significant relationship with market share price as a proxy of company
value. This positive relationship aligns with agency and IR concepts which state that
directors have the mandate from the shareholders to increase company value
(Coughlan & Schmidt, 1985; Murphy, 1985; Conyon, Peck & Sadler, 2000; Scholtz &
Smit, 2012; de Wet, 2013; Kirsten & du Toit, 2018; IIRC, 2021). The other proxies of
company value, i.e. agency capital, have negative statistically insignificant
relationships to EVA, Tobin Q and share price at book value. The negative
relationships demonstrate that directors’ remuneration, the agency proxy in this study,
is viewed as value-reducing, although at an insignificant level. In the value-based and
conventional accounting metrics of EVA and share price at book value, respectively,

directors’ remuneration is considered an expense hence the negative relationship.
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Tobin Q has market value and assets in its calculation. A negative relationship
between Agency and Tobin Q might signal that the directors’ remuneration increased
while company value per Tobin Q reduced. This brings the possibility of an agency
problem where directors pursue their interests (higher remuneration) at the expense
of investments that will generate future cash flows (Bebchuk & Weisbach, 2010;
IoDSA, 2021). The negative result on the relationship between agency capital and
EVA, Tobin Q and the share price at book value points to the seemingly favourable
treatment directors receive in South African companies to the detriment of other
stakeholders (van Zyl & Mans-Kemp, 2022). To counteract this imbalance, van Zyl and
Mans-Kemp, (2022) advocate using value addition measurement on the six capitals
per the IR framework. The AIRM becomes relevant in providing measurement metrics

on non-financial capitals.

7.4.3 Manufactured Capital: Research Objective 2 - Examine the impact of

manufactured capital on company value of JSE-listed companies

Manufactured capital, represented by buildings, equipment and machinery and
Tangible Assets/Non-current assets (TA/NCA). This capital has a predominantly
positive relationship to company value using market share price as a proxy. The
predictor variables have positive and statistically significant associations with
company value, except for buildings with a negative but weak relationship. The results
mean that the negative, weak result of buildings cannot offset the two positives and
significant relationships on the other variables, thus, the relationship is mostly positive.
It is important to note that the other proxies of company value, EVA, Tobin Q and the
share price at book value, each have two variables with positive relationships and one
negative weak association. These positives outweigh the negatives hence the
relationships are mostly positive. These outcomes are supported by capital theory and
IR concept as well as empirical studies (Eckaus & Lefeber, 1961; Stern, 1997; Hoyos
et al., 2010; Mehari & Aemiro, 2013; Olatunji, Toyin & Adegbite, 2014; iltas &
Demirglnes, 2020; Abbas et al., 2021; IIRC, 2021).
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7.4.4 Intellectual Capital: Research Objective 3 - Establish the effects of

intellectual capital on the value of JSE-listed companies

Intellectual capital, through VAIC as a proxy, has positive relationships, although
weak, across all the proxies of company value used in the study. The positive direction
of the relationship between intellectual capital and company value is important as it
aligns with the model expectations, intellectual capital theory, IR concept and the
developments around the knowledge economy (Pulic, 1998; Bornemann, 1999; Chen,
Cheng & Hwang, 2005; Firer & Stainbank, 2003; Clarke, Seng & Whiting, 2011,
Phusavat et al., 2011b; Morris, 2015; Alhassan & Asare, 2016; Meles et al., 2016;
Schultz & Molele, 2019; Ocean Tomo, 2021).

7.5 CONTRIBUTIONS TO THE BODY OF KNOWLEDGE

The previous section covered the summary of findings for the AIRM. In this section,
the study's contribution to the body of knowledge will be summarised.

The AIRM shows different levels of relationships between company values and the
selected measurement proxies. The positive or negative relationships obtained on the
relationships serve to confirm that the model findings are supported by the IR concept,
which states that the capitals may add (positive relationship) or erode (negative
relationship) or sustain (positive insignificant relationship) company value over some
time (IIRC, 2021). The model has demonstrated that financial capital is not capable of
creating company value alone but requires to be combined with other capitals. AIRM
has contributed to the solving of the dilemma that has faced IR reporters on what
metrics to use to measure how the capitals could have created or eroded value over

time.

This study’s main contribution to the body of knowledge is that the AIRM has been
produced, which different stakeholders can use to maximise their participation in value
creation. The relationships between company value and the different capitals have
been explained, making clear the capitals that require the attention of stakeholders.
Positive relationships are interpreted to indicate value adding, while negative
relationships show value erosion. The clarifying of these relationships in this study will
assist users of AIRM to check and act on the variables that require to be worked on to

increase value creation and correct or mitigate value erosion. The AIRM is a tool now
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available to IR reporters, remuneration experts, trade unions, investors, lenders,
government, directors and executives, academics and policymakers. IR reporters will
be able to measure the value creation by the capitals in a particular period.
Remuneration experts can assess different scenarios on directors’ compensation
effects on company value to reach an optimum level. Trade unions can negotiate for
their members with a clear view of the value addition of employees to company value.
Investors will be able to identify companies that have the value addition profile that is
aligned to their investing strategy. Lenders are interested in knowing whether the
companies will be able to honour their debt obligations. AIRM gives lenders a tool to
assess the extent to which companies are adding value through debt finance provided.
The government may use AIRM to assess the extent of its participation in the value
creation by companies and thereby extending this to the economy. Directors and
executives oversee company strategies for value creation. The AIRM will provide them
with a means to assess the different capitals and where interventions are required.
Academics and policymakers can use AIRM to measure value addition by the different
capitals and perform future research for the betterment of value creation by

organisations.
The contribution to knowledge for each of the capitals is given below;
(@) Stakeholder (social and relationship) capital

The contribution to the body of knowledge for stakeholder capital is summarised
below;

e Based on market share price, the positive relationships demonstrated by the
stakeholders (except for the government with negative) supports the theoretical
and empirical base that stakeholders are critical in the value creation processes of
companies. This means that companies should pursue stakeholder management
strategies to obtain maximum value from them.

e The negative result on government means that perhaps investor perception of
taxation is that it is value eroding as it reduces their earnings potential. However,
the IR concept posits that government is a value-adding stakeholder through the

provision of infrastructure, health, education and facilitation of trade.
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If EVA and Tobin Q are adopted as proxies of company value, the government
adds value as indicated by its positive association with company value. This is in
line with model expectations and the IR concept. The IR concept postulates that
the capitals should be value-adding. EVA is earnings based and is derived after
taxation is already considered, while Tobin Q is market share value and assets
based hence has a long-term outlook where infrastructure funded by the
government becomes important for business continuity. A short-term view of
government taxation may consider it as value reduction due to its reduction of
profits. However, in the long-term view, the government should be value-adding as
companies benefit from government spending on infrastructure such as roads,
water reticulation, education and health provision.

The AIRM model makes it possible to rank the stakeholders according to their

value-adding results so that companies can identify improvement potentials.

(b) Agency (human) capital

e Directors’ remuneration is a relevant predictor variable at both the stakeholder
level and at the AIRM level.

e Directors’ remuneration has a positive statistically significant relationship with
market share price, indicating that directors’ rewards and company value
correlate and align with agency theory and Integrated reporting framework
(Scholtz & Smit, 2012; de Wet, 2013; Kirsten & du Toit, 2018). This signals that
directors’ influence is strong and requires to be managed to minimise the
agency problem (Bebchuk & Weisbach, 2010; IoDSA, 2021). Directors will put
in place measures to increase company performance if their remuneration is
based on that. This is in line with the IR concept, which considers directors as
value-adding decision-makers. However, directors’ remuneration is a focal
point of corporate governance in South Africa, with stakeholders arguing that
directors are treated favourably compared to others (van Zyl & Mans-Kemp,
2022).

Directors’ remuneration has remained having a positive impact on market share

price across different business cycles in South Africa.
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(c) Tangible (manufactured) capital

(d)

(€)

The outcome of AIRM shows that Equipment and machinery, as well as the
Tangible Assets to Non-Current Assets ratio, has a positive statistically
significant to the market share price. This means that these two proxies of
manufactured capital are value-adding, and the result is in line with the IR
concept.
Intellectual capital
The outcome of AIRM shows that Equipment and machinery, as well as the
Tangible Assets to Non-Current Assets ratio, has a positive statistically
significant to the market share price. This means that these two proxies of
manufactured capital are value-adding, and the result is in line with the IR
concept.
Financial capital

Looking at the negative relationship between Total Debt to Total Assets ratio
and company value if using market share price and TobinQ, one may conclude
that Total Debt to Total Assets ratio demonstrates value erosion traits over the
study period. A negative relationship shown by Total Debt to Total Assets ratio
shows that this ratio was not value-adding, meaning that companies did not rely
on total debt to fund total assets in efforts to improve market share price.
Companies may be closely monitoring their liquidity positions, hence the
negative change in the metric over the study period. The positive relationships
displayed by EVA and the share price at book value are weak to explain a
significant impact.

Compared to the long-term debt to non-current assets ratio, which had a
positive association with company value, the negative relationship of the Total
Debt to Total Assets ratio shows that it is the current portion of both assets and
liabilities that have caused the negative result. This strengthens the argument
that debt is not a recommended source of funding for current assets such as
inventory. Companies are encouraged to rely on cash generated from

operations to fund current assets.

216



751 Summaries of contribution to knowledge

The above section gave detailed discussions on the variables used and how their
results could be used as contributions to the body of knowledge. In this section, a

summarized view is given, identifying the main contributions to knowledge.
7.5.1.1 The AIRM

The study sought to develop a model that would contribute to resolving the problem of
measurement and valuation of capitals and how they create, erode or maintain
company value. As presented in Chapter 6, this study has managed to develop the
AIRM, which can be used as a tool by report preparers, analysts, academics and other

relevant users of IR.
7.5.1.2 Stakeholder considerations

The study has revealed how different stakeholders influence company value. This is
a vital contribution to knowledge as companies can now rank their stakeholders
according to their value-creation strengths. Strategies can then be mapped on how

each stakeholder can be managed to maximise value creation by each.
7.5.1.3 Agency considerations

The study has shown that agency capital, represented by directors, has an influence
on company value. This creates a platform for companies and remuneration
committees to identify appropriate key performance indicators that can steer directors'

influence towards more value creation and minimize the agency problem.
7.5.1.4 Manufactured capital considerations

The study results have shown that machinery and equipment have value relevance.
This informs companies that continuous investment in modern machinery and
equipment will create value for the organizations. This may shift the mindset of
companies that were probably avoiding capital expenditure on new equipment opting

for repair and maintenance.
7.5.1.5 Intellectual capital considerations

The outcome on intellectual capital for JSE-listed companies demonstrated that there

is a movement towards the knowledge economy. This result, coupled with the
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demonstrable benefits of intellectual capital growth in the other markets as expounded
in the extant literature, companies in South Africa can embark on more investments in

skills and innovation development.
7.5.1.6 Financial capital considerations

The models in the study have shown that financial capital and non-financial capitals
both play important roles in value creation by companies. The study results provide a
paradigm shift from traditional approaches that perhaps considered financial capital
the most important reportable contributor to value creation. Companies may now rank
their capitals, both financial and non-financial, to focus on how each of the capitals

can be mobilized more effectively for value creation.
7.6 POLICY RECOMMENDATIONS

The findings of the study have revealed insights that are of benefit to listed companies
that utilise integrated reporting.

e The recognition of employees as capital will benefit companies as they carry
out their value-adding activities. The weak relationship between employees and
company value exhibited in the study is a pointer that the current environment
does not consider employees as critical in the formation, increase and
sustenance of company value. Companies, corporate governance
practitioners, the government and trade unions are encouraged to make policy
interventions to change the current situation. The repercussions of the
exclusion of employees as stakeholders are manifested through strikes and the
general mistrust between employees and directors. This is a signal that policies
and interventions are required to make employee participation as stakeholders
recognised. Employee share schemes, where employees become part of the
ownership structure, will improve their value-adding drive as this directly refers
to the increase of their wealth. The involvement of employee bodies in company
strategy formulation and performance monitoring will create a sense of
ownership of the value-adding activities agreed upon. Industrial relations can
be improved with increased employee participation, as employees will consider

the well-being of the business as a measure of their success.
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Customer interests, represented by revenue in this study, have a positive but
statistically weak correlation with company value. This calls for companies,
government, and other stakeholders to improve this status. Revenue growth is
arguably the foremost driver of cash flow generation and, consequently,
company value. Revenue growth can be improved through the production of
market-relevant and competitive goods and services that consumers will be
prepared to pay for higher values. The beneficiation of raw materials, such as
timber and minerals, before export, will enable these products to attract higher
prices, hence an increase in revenue. Beneficiation of raw materials will result
in the production of higher-value finished products that will fetch higher prices
hence increasing company revenues. The government can put in place policies
that will increase GDP, as the study has shown that the weak economy resulted
in reduced revenues. Government interventions to improve GDP may include
deregulation in high-growth sectors and investing in infrastructure to spur
company purchases. Solving the energy crises and creation of jobs will assist
in improving revenue. Increased revenue directly benefits the government
through the collection of taxes.

The Debt to Equity ratio emerged as the most robust variable as it retained its
positive significant relationship with market share price through three individual
capital models and in AIRM. These are the stakeholder (Lenders), agency and
financial capitals models. Companies, financial institutions, and government
agencies responsible for business growth should implement policies that
promote debt capital available to businesses. Collateral requirements should
be relooked at against the potential growth possibilities of companies.
Shareholders’ interests have shown a positive statistically significant
relationship with company value. Through AIRM, it has been seen that
shareholders do not have absolute control over the company's value but that
other stakeholders have relevance. Shareholders are advised to look at the
other value-adding stakeholders and consider how they can partner holistically
to increase company value. Stakeholders that have value relevance in AIRM
that shareholders may consider include lenders and customers. Lenders

participate in value creation by providing debt finance for projects with positive
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net present values. Customers can participate in value creation by being the
consumer base for companies’ products and services and providing essential
feedback on products and services quality which can result in improved
offerings by companies.

The government, with effective tax as a proxy, gave a negative, statistically
insignificant relationship to the market share price. This means that in South
African listed companies, the government is probably viewed as a value-
eroding stakeholder. For IR philosophy to thrive, this assumed perception must
be changed so that government becomes a value-adding enabler for
companies. The usage of tax revenues to fund public capital projects that make
business possible is one way. The government can invest in clean energy
solutions, improve communication infrastructure, and facilitate more skills
development.

Directors’ remuneration as a proxy for Agency capital emerged with a positive
statistically significant relationship to the market share price. This indicates the
importance of directors’ interests in company value. There is a risk that directors
will abuse their influence for personal gain to the detriment of other
stakeholders. Corporate governance practitioners should strengthen ethics
codes to continue minimising the agency problem.

Manufactured capital is represented by buildings, equipment and machinery
and tangible assets to non-current assets ratio in this study. The positive
significant association demonstrated by equipment and machinery and the
tangible assets to non-current assets ratio shows the value relevance of
manufactured capital in integrated company value. Companies and
governments should implement the modernisation of equipment and machinery
through localised research and development and funding innovation initiatives.
Importation of equipment and machinery is expensive, hence the
recommendation for local solutions that match the country’s requirements.
Intellectual capital has shown a positive impact on company value. As disclosed
through literature review and empirical evidence from other jurisdictions, the
influence of intellectual in company value is on an upward trend. This is

facilitated by the growth in the knowledge economy, where innovation is vital.
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An example of how intellectual capital opportunities were forfeited is that of
Telkom SA, which lagged innovation and is now third in mobile market share,
yet it is the oldest telecommunications company in South Africa (Telkom SA
SOC Ltd, 2022; ICASA, 2021).

Companies, government, and other stakeholders should promote intellectual
capital by offering incentives for research and development in areas that will
result in the improvement of processes, productivity and quality of goods and
services. Investment in skills development becomes relevant for the
furtherance of intellectual capital development.

Financial capital has Debt to Equity ratio, Long-term Debt to Non-current Assets
ratio and Total Debt to Total Assets ratio as proxies. The Debt to Equity ratio
has been covered in the earlier paragraph. Long-term Debt to Non-current
Assets indicated a positive statistically weak correlation to the market share
price in AIRM. This requires improvement by making debt facilities available for
the funding of non-current assets that are associated with positive future cash
flows. Total Debt to Total Assets has a negative association with company
value, indicating that value is eroded if the debt is used to fund all business
operations, including current assets. Debt providers should carefully assess the
purpose of debt so that value can be preserved or increased rather than lost
because of liquidity or bankruptcy risks.

The dummy variable for this study was the Covid-19 pandemic effect which
affected the year 2020. It is recommended that valuation specialists, CFOs, IR
practitioners and academics consider the impact of macroeconomic shocks
(including global pandemics) on company performance and, consequently,
company value. It is, therefore, advisable to capture such effects in valuation
models.

The study, through the AIRM, has revealed that it is possible to quantify and
evaluate the effect of both financial and non-financial capitals on company
value. It is recommended that the VRF, standard setter, IR practitioners and
accounting firms use AIRM in preparation for IR. The accounting firms, notably
EY and PwC, release annual reports that mostly cover IR quality and progress

without providing a model of how value addition, erosion or maintenance has
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changed from one period to another. AIRM provides the measurement solution
on how each capital added, eroded or sustained value, giving users an

opportunity to make informed decisions on the capitals.
The above section provided a summary of policy recommendations from this study.
7.7 WAS THE RESEARCH PROBLEM SOLVED?

The research problem that led to this study emanated from the inadequacy of the IR
framework (2021:12), which states that the integrated report is not intended to
guantify or monetize the value of the organisation at a point in time, the value it creates
preserves or erodes over a period, or its uses of the capitals or effects on all the
capitals. This statement from the IR framework leaves a gap where stakeholders are
left with no transparent explanation of how a company’s value changes over time. The
current reporting frameworks tend to concentrate on the reporting of financial capital,
whereas the IR framework argues that companies create value through the

combination of the six capitals and not financial capital alone (King, 2018; IIRC, 2021).

Legislative and corporate reporting bodies have not come up with a framework or
standards which companies can use to measure the impact of non-financial capitals

on company value within the context of the IR framework.
The research problem for this study is;

According to the researcher, there are no agreed models/techniques in literature within
the IR framework for the quantification and valuation of non-financial capitals to

measure their value creation impact.

According to the researcher, this study has managed to resolve the research problem.
Through the AIRM, measurement proxies for the capitals have been proposed and
tested through the regression models that have been run, leading to the final AIRM
that has been presented in Section 6.4 of Chapter 6. The value creation impact or
otherwise has been measured as shown by the relationships between the independent

variables and company value showing that the research problem has been solved.
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7.8 ARE THE RESEARCH QUESTIONS ANSWERED, AND THE RESEARCH
OBJECTIVES ACHIEVED?

This study sought to answer the five research questions that were put up as follow-
ups to the research problem. Each research question had an associated research
objective. The study results and analysis done indicate that relationships between the
non-financial capitals and company value are established, measurement metrics
suggested, and the AIRM to be used has been presented. This confirms that the

research questions were answered and the objectives achieved.

7.9 HYPOTHESES CONCLUSIONS

The study was based on a set of hypotheses that were tested. The findings of the
study confirm that there is support for the Alternative hypothesis for each of the

capitals.

The following section will cover the limitations of this study and recommendations for

future studies.
7.10 STUDY LIMITATIONS AND RECOMMENDATIONS FOR FUTURE STUDIES

This study was limited to JSE-listed companies. This left out privately owned
companies and State-Owned Entities (SOEs). The researcher believes that with
various sectors included in this study, the impact of this limitation may be minimised.
Separate studies are recommended where the effect of the capitals on company
values for private companies and SOEs can be assessed. The implementation of IR
in private companies can benefit such companies, however, this can be done after
empirical evidence supports the viability of IR in such companies. A study, potentially
using a survey approach, is recommended where the benefits of the AIRM are tested
for companies in the private sector and SOEs.

The IR framework has six capitals which include natural capital. This study looked at
five capitals, and natural capital was excluded due to the lack of a suitable proxy for
its measurement that would cover all the sectors of the JSE-listed companies. A future
study is recommended where the impact of natural capital is included in the AIRM.

Other future studies recommended are listed below:
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7.11

A study of the impact of non-financial capitals by sector for JSE-listed
companies. This study will be important to gather more insights by sector.
Sectors may have different weights on the utilisation of the capitals used in this
study, hence, it would be beneficial to study each sector so that sector-specific
strategies may be brought forward.

Intellectual capital concentration by sector so that more understanding can be
established. The intensity of intellectual capital may vary across different
sectors. Some sectors may be heavily dependent on intangible assets
compared to others, which must be empirically tested.

How intellectual capital has grown in South Africa over the years. Studies in
other markets, especially Ocean Tomo (2021) in the USA, have shown how
intellectual capital has grown, overtaking tangible assets. Such a study in South
Africa may benefit companies and scholars to ascertain the extent of intellectual
capital growth in South Africa and how this can be improved in the face of the
knowledge economy.

A perception enquiry into the importance of stakeholders in particular sectors
may be a research opportunity. Sectors may have different stakeholder
dominances, and as such, stakeholder management strategies must be
relevantly determined.

The impact of macro-economic performance on stakeholder value creation in
companies. The success in value creation by some of the stakeholders
identified in this study may be dependent on macroeconomic factors. A study
to check the impact of value creation by some stakeholders may add to the
body of knowledge. For example, the impact of interest rates on the value
creation of lenders.

The stakeholder management strategies that companies may pursue to

enhance company value creation by different stakeholders in the IR context.

CONCLUSION

The study has shown the impact of non-financial capitals on company value. An AIRM

was produced and is recommended as a tool that can be used for the measurement

and reporting of the influence of the capitals on company value. The research gap has

been closed through AIRM, making it possible for various stakeholders to have
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relevant information on how each non-financial capital could have added, sustained

or eroded company value over a period of time.
7.12 CHAPTER SUMMARY

This chapter served as the final chapter of this study and provided summaries on the
theoretical and empirical basis of the AIRM. Summaries of the research findings,
contributions to the body of knowledge and conclusions on the research problem,
guestions, objectives and hypotheses were given. Using the study results, the chapter
gave policy recommendations to various stakeholders. The study’s limitations were

given, as well as recommendations for future studies.
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APPENDIX A — POOLED EFFECTS, RANDOM EFFECTS AND FIXED
EFFECTS OF THE AUGUMENTED INTEGRATED REPORTING MODEL

Models Fixed effects Model  Pooled Effects Model Pooled Effects Model Pooled Effects Model Pooled Effects Model | Random Effects Efects Effects Effects Model " Fixed effects Model ~ Fixed effects Model  Fixed effects Model
\Variables Y1 = Share price return Y1 = Share price retur Y2 = EVA Y3= Tobin Q Y4 = Share price@BV ] Y1 = Share price retur Y2 = EVA Y3=Tobin Q Y4 = Share price@BV B8 Y2 = EVA Y3= Tobin Q Y4 = Share price@BV/|
C 0,081864* 0,091694** -0,034378 -0,02312"* 0,067192+ 0,091694+ -0,034378 -0,02312 0,066492* -0.035128 -0,020798* 0,06223"*
(0,03487) (0,013527) (0,010415) (0,006946) (0,006489) (0,013464) (0.010422) (0,007009) (0,006649) (0.008767)  (0,006764) (0,007306)
EM 0,028732 -0,044887 -0,053633 0,039492 -0,004932 -0,044887 -0,053633 0,039492 -0,005996 -0.031303 0,015096 -0,012345
(0,028124) (0,047604) (0,036653) (0.024444) (0,022835) (0,047383) (0.036677) (0,024668) (0,02217) (0.017827) 0,017307) (0,014193)
CU 0,006725 0,025584 0,014043 0,004536 0,021495+ 0,025584 0,014043 0,004536 0,020046+ 0.003486 -0,000369 0,005712
(0,013787) (0,016085) (0,012385) (0,008259) (0,007716) (0,016011) (0,012393) (0,008335) (0,007487) (0.011009) (0,008436) (0,004342)
LU 0,131228* 0,167658"* -0,023156 0,001715 0,007446 0,167658* -0,023156 0,001715 0,005551 -0.020029 0,009519 0,00268
(0,131228) (0.047519) (0.036588) (0.0244) (0.022795) (0.047299) (0.036612) (0.024624) (0.022104) (0.020029)  (0,009519) (0,00268)
SH 0,061472+ 0,097486* 0,020693 0,025394 0,007845. 0,097486+ 0,020693 -0,025394 0,004983 0.012454 -0,015258 -0,014997
(0,017928) (0,032558) (0,025068) (0,016718) (0,015618) (0,032407) (0,025085) (0,016871) (0,015158) (0.017985) (0,01143) (0,012714)
GO -0,023939 -0,021017 -0,016498 0,048307* 0,036213* -0,021017 -0,016498 0,048307* 0,032733 0.000906 0,018482 -0,01288
(0,022952) (0,03846) (0,029612) (0,019748) (0,018449) (0,038281) (0.029632) (0,019929) (0,017952) (0021981)  (0,014125) (0,009323)
DR 0,101137++ 0,08711%* -0,003368 0,000115 -0,004999 0,087117+* -0,003368 0,000115 -0,005679 -0.007696 -0,002383 -0,000885
(0,028215) (0,011652) (0,008972) (0,005983) (0,00559) (0,011598) (0,008978) (0,006038) (0,005421) (0.011567) (0,003789) (0,002092)
VAIC 0,036609 0,00431 -0,013722 0,013499 0,003543 0,00431 -0,013722 0,013499 0,004534 0.010893 0,016734+ 0,011505
(0,019191) (0.028241) (0,021744) (0,014501) (0,013547) (0,02811) (0.021759) (0.014634) (0013144 (0005318) (000572 (0,013376)
BD -0,032479 0,019088 -0,045251 0,019234 0,038461 0,019088 -0,045251 0,019234 0,035313 0.007722 -0,007025 0,00905
(0,031175) (0,047516) (0,036585) (0,024398) (0,022793) (0,047296) (0,036609) (0024622) (0022134 (0.019070) (0,014555) (0,008767)
EQ 0,032514* 0,035363 -0,000924 0,018837 0,000173 0,035363 -0,000924 0,018837 -0,000445 0.002591 0,016262 -0,008543
(0,015908) (0,02598) (0,020003) (0,01334) (0,012462) (0,025859) (0,020016) (0,013462) (0,012085) (0.015642) (0,012059) (0,006195)
ITA_NCA 0,007763* 0,060228* 0,012137** -0,000858+* -0,058713* 0,060228"* 0,012137 -0,000858" -0,056486* 0006143 -0,006658 0,011609*
(0,036625) (0,058156) (0,044777) (0,029862) (0,027897) (0,057886) (0,044807) (0,030135) (0,027065) (0.025800)  (0,009791) (0,015929)
LD_NC 0,003638 0,001023 -0,030849 0,031189 -0,020247 0,001023 -0,030849 0,031189 -0,01959 -0.016484 0,011776 0,001582
(0,028801) (0,037243) (0,028675) (0,029123) (0,017865) (0,037071) (0,028694) (0,019299) (0,01735) (0.018639) (0,012098) (0,011448)
ITD_TA -0,025995 -0,024231 -0,007645 -0,015196 0,010525 -0,024231 -0,007645 -0,015196 0,020452 0.001415 -0,015623* 0,006718
(0,010076) (0,021509) (0,016561) (0,011044) (0,010318) (0,021409) (0.016572) (0011145 (0,010001) (0.016840)  (0,007285) (0,004864)
DU -0,22626"* -0,207964** -0,023899 0,146627 0,065354+* -0,207964 -0,023899 0,146627+** 0,064071** -0.049168 0,101317+ 0031457+
(0,036544) (0,043469) (0,033469) (0,02232) (0,020852) (0,043268) (0,033491) (0,022525) (0,020124) (0.012559) (0,008982) (0,008907)
Observations 1001 1001 1001 1001 1001 1001 1001 1001 1001 1001 1001 1001
R-squared 0,325903 0,12194 0,009874 0,06522 0,028849 0,12194 0,009874 0,06522 0,026903 0.167657 0,148184 0,244085
F-statistic 4,210373* 137,239 81,29059* 36,15377 31,55312 10,54377++* 0,757127 5,207199** 2,099059* 1754182 1,514988 2,812045*
Durbin-Watson stat 2,054788 0,946633 0,423779 -0,38647 0,522519 1,883944 2,0086 1,623238 1,437888 2.144792 1,910927 1,880043
Hausman Stats 22,972394" 22,972394* 22,972394* 22,972394* 22,972394* 22,972394* 22,972394* 22,972394* 22,972394* 11,174917 9,693759 o
Heteroskedasticity 509,8498+* 509,8498* 509,8498* 509,8498+ 509,8498+ 509,8498+ 509,8498+* 509,8498+* 509,8498* 352,679 414,1509 43,1215
CSD Test
Breusch-Pagan LM 6156,437 6156,437* 6156,437 6156,437 6156,437 6156,437 6156,437** 6156,437+ 6156,437* 4573,213 4882,488* 5330,994+
Pesaran scaled LM 22,7866 22,77866"* 22,7866 22,77866 22,77866 22,77866 22,77866"* 22,77866"* 22,77866"* 5,284204"* 8,701654"* 13,6576
Pesaran CD 38,16197++ 38,16197 38,16197+ 38,16197 38,16197 38,16197 38,16197+* 38,16197+ 38,16197 1,608121 10,33698* 24,3101
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APPENDIX B — SEEMINGLY UNRELATED REGRESSION MODEL (SUR)

System: UNTITLED

Estimation Method: Seemingly Unrelated Regression
Date: 09/02/22 Time: 06:22

Sample: 2010 2020

Included observations: 1001

Total system (balanced) observations 4004

Linear estimation after one-step weighting matrix

Coefficient Std. Error t-Statistic Prob.
Cc@@ 0.057365 0.012411 4.621999 0.0000
Cc () 0.017536 0.015591 1.124793 0.2607
c (3 0.015668 0.005278 2.968610 0.0030
c@ 0.009350 0.003823 2.445435 0.0145
[e1¢5)) 0.040448 0.014263 2.835902 0.0046
Cc(6) -0.003664 0.015620 -0.234548 0.8146
C(7) 0.010612 0.008524 1.244943 0.2132
Cc(38) 0.024465 0.012619 1.938716 0.0526
Cc(9) -0.002877 0.012220 -0.235436 0.8139
Cc((10) 0.022931 0.015592 1.470678 0.1415
[eof@ D) 0.011548 0.010683 1.080960 0.2798
c(@a22) -0.014106 0.019082 -0.739240 0.4598
c(13) -0.004886 0.007057 -0.692334 0.4888
c@aa) 0.004215 0.009266 0.454892 0.6492
Cc((15) -0.038109 0.009335 -4.082299 0.0000
c(16) -0.008512 0.006701 -1.270366 0.2040
c(@a7) 0.068814 0.006162 11.16686 0.0000
Determinant residual covariance 1.49E-05

Equation: Y1 = C(1) + C(2)*BD + C(3)*CU + C(4)*DR + C(5)*DU + C(6)*EM
+ C(7)*EQ + C(8)*GO + C(9)*LD_ NC + C(10)*LU + C(11)*SH + C(12)
*TA_NCA + C(13)*TD_TA + C(14)*VAIC

Observations: 1001

R-squared 0.010378 Mean dependent var 0.054038
Adjusted R-squared -0.002657 S.D. dependent var 0.395180
S.E. of regression 0.395704 Sum squared resid 154.5463
Durbin-Watson stat 1.793812

Equation: Y2 = C(15) + C(2)*BD + C(3)*CU + C(4)*DR + C(5)*DU + C(6)*EM
+ C(7)*EQ + C(8)*GO + C(9)*LD_ NC + C(10)*LU + C(11)*SH + C(12)
*TA_NCA + C(13)*TD_TA + C(14)*VAIC

Observations: 1001

R-squared -0.006132 Mean dependent var -0.041436
Adjusted R-squared -0.019384 S.D. dependent var 0.286533
S.E. of regression 0.289297 Sum squared resid 82.60471
Durbin-Watson stat 1.976658

Equation: Y3 = C(16) + C(2)*BD + C(3)*CU + C(4)*DR + C(5)*DU + C(6)*EM
+ C(7)*EQ + C(8)*GO + C(9)*LD_ NC + C(10)*LU + C(11)*SH + C(12)
*TA_NCA + C(13)*TD_TA + C(14)*VAIC

Observations: 1001

R-squared 0.013067 Mean dependent var -0.011839
Adjusted R-squared 0.000068 S.D. dependent var 0.196663
S.E. of regression 0.196656 Sum squared resid 38.17088
Durbin-Watson stat 1.734747

Equation: Y4 = C(17) + C(2)*BD + C(3)*CU + C(4)*DR + C(5)*DU + C(6)*EM
+ C(7)*EQ + C(8)*GO + C(9)*LD_ NC + C(10)*LU + C(11)*SH + C(12)
*TA_NCA + C(13)*TD_TA + C(14)*VAIC

Observations: 1001

R-squared 0.012327 Mean dependent var 0.065487
Adjusted R-squared -0.000682 S.D. dependent var 0.180251
S.E. of regression 0.180312 Sum squared resid 32.08991
Durbin-Watson stat 1.479243

Equation Symbols

C1/C15/C16/C17 |C Constant

c2 BD Buildings (manufactured capital)

c3 cu Customers (stakeholder capital)

c4 DR Agency (Directors as stakeholders)

C5 DU Dummy (covid 19_year 2020 effect

6 EM Employees (stakeholder capital)

c7 EQ Equipment (manufactured capital)

Cc8 GO Government (stakeholder capital)}

o] LD_NC  |Long-Term Debt/Non-Current Assets (Financial Capital)
c10 LU Lenders (stakeholder capital)

c12 SH Shareholders (stakeholder capital)

Cc12 TA_NCA ([Tangible assets/Non current assets (manufactured capital)
C13 TD_TA  [Total Debt/Total Assets (Financial Capital)

Cc14 VAIC Value Added Intellectual Coefficient (Intellectual capital)
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APPENDIX C - LEVIN, LIN AND CHU (2002) TESTS OF STATIONARITY

Null Hypothesis : Panel data is non-stationary (has unit root) , Fail to reject Null

hypotthesis where P>0.05

Alt Hypothesis: Panel data is stationary (has no unit root)

1. Unit root test for Y1 = Market Share Price and the independent variables

FPanel unit root test: Summany

Series: ¥

Date: 11/23/22 Time: 22:39

Sample: 2010 2020

Exogenous variables: Individual effects

User-specified lags: 1

rMewey-WWest autormatic bandwidth selection and Bartlett kerneal
Balanced cbhservations for each test

Cross-—

Method Statistic Prob == sections O b=
rull: Lnit roct (assumes comimon unit root process)
Lewvin, Lin & Chu t= 242545 o000 =21 S19

2. Unit root test for Y2 = EVA and the independent variables

FPanel unit root test: SuMmmMmarnry

Series: w2

Drate: 114/22/22 Time: 22:43

Sample: 2010 2020

Exogenous variables: Individual effects

User-specified lags: 1

MNeweaey-West automatic bandwidth selection and Bartlett kermel
Balanced observations for each test

Cross—
Method Statistic Prob == sections Obs
Full: Linit root (assumes common unit root process)
Lewin, Lin & Chu t~ -9.0F7OoTFTZ2 00000 f= | =19

3. Unitroot test for Y3 = TobinQ and the independent variables

FPanel unit root test: SuMmmMmarnry

Series: W3

Drate: 1142222 Time: 22:46

Sample: 2010 2020

Exogenous variables: Individual effects

User-specified lags: 1

MNeweaey-West automatic bandwidth selection and Bartlett kermel
Balanced observations for each test

Cross—
Method Statistic ProQ. == sections (o] =3
MNMull: Unit root (assumes common unit root process)
Lewin, Lin & Chua t= -10. 0786 o.oo000 21 819

4. Unit root test for Y4 = Share price at book value and the
variables

FPane=l unit root test: SummMmary

Series: W4

Drate: 11522022 Time: 22243

Samplae: 2010 Z2020

Exogenous variables: Individual effects

User-specified lags: 1

MNewey-WWest automatic bandwidth selection anmnd Bartlett kermel
Balanced cbservations Tor each test

Cross—
Method Statistic Prokb ** sections (o] o =3
FNull: Unit root fassumes common unit root process)
Lewim, Lin & Chu t* -12. 8326 O 0000 a1 219

Conclusion

independent

Reject the null hypothesis since P<0.05, signifying that the time series is stationary.
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