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ABSTRACT

The implementation of governance in the public sector is essential for various
reasons; for example, it promotes accountability, enhances service delivery, and
results in sound financial management. Therefore, great efforts should be made to
ensure that good governance is consistently achieved in the public sector. One of
the issues that received a tremendous amount of attention over the years in South
Africa is the government’s failure to implement governance at the local government
level effectively. Given the central importance of governance, much work remains to
be done in ensuring effective governance implementation in order to improve public

service delivery and restore public confidence and trust.

The purpose of this study was to establish whether governance influences the
financial performance of local municipalities in Gauteng. The study identified and
studied various components such as council size, frequency of audit committee
meetings, and audit committee size as measures of corporate governance. The
study also identified return on assets, net operating surplus margin, and current ratio

as measures of financial performance.

Published secondary data for a period of ten years commencing from 2011/12 to
2020/21 financial year was gathered from municipal websites and municipalities of
South Africa websites. The secondary data comprised the audited annual financial
statements and annual reports of local municipalities. In collecting the secondary
data, Microsoft Excel was used. The study sample comprised five local municipalities
in Gauteng. A multi-linear regression analysis method was employed using SPSS
version 26 to analyse the relationship between the different variables in the study,

and the data analysed is presented in the form of tables.

The study established that the frequency of audit committee meetings and audit
committee size have a positive relationship with financial performance. The study
also found that a negative relationship exists between council size and financial

performance. These findings were found to correspond with previous studies.
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mcoetz
Highlight


The implementation of the recommendation of the study would assist local
municipalities in reducing council costs and enhancing their current ratio, net
operating surplus, and revenue, thereby ensuring sound governance and improved

financial performance.

KEY TERMS
Local municipalities, local government, governance, financial performance, council,
audit committee, accountability, corruption, quantitative, current ratio, and net

operating surplus margin.

KGUTSUFATSO
Ho kenngwa tshebetsong ha puso lekaleng la setjhaba ho bohlokwa ka mabaka a
fapaneng. Ka mohlala, e kgothalletsa boikarabelo, e matlafatsa phano ya
ditshebeletso mme e fella ka tsamaiso e ntle ya ditjhelete. Ka hona, matsapa a
maholo a lokela ho etswa ho netefatsa hore puso e ntle e fihlelwa ka dinako tsohle
lekaleng la setjhaba. E nngwe ya dintlha tse ileng tsa hlokomelwa haholo ka dilemo
tse ngata Afrika Borwa ke ho hloleha ha mmuso ho phethahatsa puso ka katleho
boemong ba mebuso ya dibaka. Ha ho nahanwa ka bohlokwa bo boholo ba puso,
mosebetsi o mongata o sa ntsane o lokela ho etswa ho netefatsa hore puso e
phethahatswa ka katleho ho ntlafatsa phano ya ditshebeletso tsa setjhaba le ho

kgutlisa boitshepo le tshepo ya setjhaba.

Sepheo sa thuto ena e ne e le ho fumana hore na puso e susumetsa tshebetso ya
ditjhelete ya bomasepala ba lehae la Gauteng. Boithuto bona bo ile ba supa dikarolo
tse fapaneng jwalo ka boholo ba lekgotla, makgetlo a dikopano tsa komiti ya
hlahlobo ya matlotlo, le boholo ba komiti ya hlahlobo ya matlotlo e le mehato ya taolo
ya khampani. Boithuto bona bo boetse bo tsebahaditse poelo ya thepa, letshwao la
masalla a tshebetso, le karolelano ya hajwale e le mehato ya tshebetso ya ditjhelete.
Dintlha tse phatlaladitsweng tsa bobedi tsa dilemo tse leshome ho tloha ka 2011/12
ho isa selemong sa ditjhelete sa 2020/21 di ile tsa bokellwa ho tswa diwebosaeteng
tsa masepala le diwebosaete tsa bomasepala ba Afrika Borwa. Dintlha tsa bobedi di
na le ditlaleho tse hlahlobilweng tsa ditjhelete tsa selemo le ditlaleho tsa selemo le

selemo tsa bomasepala ba lehae. Mohlala wa boithuto o kenyeleditse bomasepala
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ba lehae ba bahlano Gauteng. Mekgwa e mengata ya ho kgutlela morao e ile ya
kenngwa tshebetsong ka tsela ya ho sebedisa SPSS ya phetolelo ya 26 ho
sekaseka kamano pakeng tsa mefuta e fapaneng ya thuto, mme data e

sekasekilweng e hlahiswa ka mokgwa wa ditafole.

Boithuto bona bo bontshitse hore kgafetsa diboka tsa komiti ya hlahlobo ya matlotlo
le boholo ba komiti ya hlahlobo ya matlotlo di na le kamano e ntle le tshebetso ya
ditjhelete. Phuputso e boetse e fumane kamano e mpe pakeng tsa boholo ba
lekgotla le tshebetso ya ditjhelete. Diphuputso tsena di ile tsa fumanwa di dumellana
le dithuto tse fetileng. Ho kenngwa tshebetsong ha ditshisinyo tsa phuputso ho tla
thusa bomasepala ba lehae ho fokotsa ditieho tsa khansele le ho hodisa karolelano
ya bona ya hajwale, letshwao la masalla a tshebetso, le lekeno, ka hoo ho netefatsa

puso e nepahetseng le tshebetso e ntlafetseng ya ditjhelete.

MANTSWE A BOHLOKWA
Masepala wa selehae, mmuso wa lehae, puso, tshebetso ya ditjhelete, lekgotla,
komiti ya ditjhelete, boikarabello, bobodu, palo, karolelano ya jwale, letshwao la

masala a tshebetso.

OKUCASHUNIWE
Ukugaliswa kokubusa emkhakheni kahulumeni kubalulekile ngenxa yezizathu
ezihlukahlukene. Isibonelo, kukhuthaza ukuziphendulela, kuthuthukisa ukulethwa
kwezinsizakalo futhi kuphumelele ekuphathweni kahle kwezimali. Ngakho-ke,
kufanele kwenziwe umzamo omkhulu wokuginisekisa ukuthi ukubusa okuhle
kutholakala ngokungaguquki emkhakheni kahulumeni. Enye yezindaba ezithole
ukunakwa okukhulu eminyakeni edlule eNingizimu Afrika ukwehluleka kukahulumeni
ukusebenzisa ngempumelelo ukubusa ezingeni lohulumeni basekhaya. Uma
kubhekwa ukubaluleka okubalulekile kokubusa, usemkhulu umsebenzi okusamele
wenziwe ukuze kuqinisekiswe ukuqaliswa kokubusa ngendlela efanele ukuze
kuthuthukiswe ukuhlinzekwa kwezidingo zomphakathi kanye nokubuyisela
ukuzethemba nokwethenjwa komphakathi. Inhloso yalolu cwaningo bekuwukuthola
ukuthi ngabe ukubusa kunomthelela ekusebenzeni kwezimali komasipala basekhaya
eGauteng. Ucwaningo luhlonze izingxenye ezehlukene njengobukhulu bomkhandlu,

izikhathi zemihlangano yekomidi lokucwaninga amabhuku, nobukhulu bekomidi
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locwaningomabhuku njengezinyathelo zokuphatha ibhizinisi. Ucwaningo luphinde
lwahlonza imbuyiselo ezimpahleni, isamba semali esalayo yokusebenza,
nesilinganiso samanje njengezilinganiso zokusebenza kwezimali. Imininingwane
yesibili eshicilelwe yeminyaka eyishumi kusukela ngo-2011/12 kuya onyakeni
wezimali ka-2020/21 yaqogwa kuzizindalwazi zomasipala kanye nakuzizindalwazi
zomasipala baseNingizimu Afrika. Imininingwane yesibili ihlanganisa izitatimende
zezezimali zonyaka ezicwaningiwe kanye nemibiko yonyaka yomasipala basekhaya.
Isampula yocwaningo ibihlanganisa omasipala basekhaya abahlanu eGauteng.
Kusetshenziswe indlela yokuhlaziya esebenzisa okuguquguqukayo okuzimele okubili
noma ngaphezulu kusetshenziswa inguqulo ye-SPSS 26 ukuze kuhlaziywe
ubudlelwano phakathi kwezinto eziguquguqukayo ezihlukene ocwaningweni, futhi

imininingwane ehlaziywe yethulwa ngendlela yamathebula.

Ucwaningo Iwathola ukuthi izikhathi eziningi zemihlangano yekomidi lokucwaninga
amabhuku kanye nobukhulu bekomidi locwaningomabhuku kunobudlelwano obuhle
nokusebenza kwezimali. Ucwaningo luphinde Iwathola ubudlelwano obungebuhle
phakathi kobukhulu bomkhandlu nokusebenza kwezimali. Lokhu okutholakele
kutholwe  ukuthi  kuhambisana nezifundo zangaphambilini.  Ukuqaliswa
kweziphakamiso zocwaningo kuzosiza omasipala basekhaya ekwehliseni izindleko
zomkhandlu futhi bathuthukise isilinganiso sabo samanje, isamba esisalayo
sokusebenza, kanye nenzuzo, ngaleyo ndlela kuginisekiswe ukubusa okuphusile

kanye nokwenza ngcono ukusebenza kwezimali.

AMAGAMA ASEMQOKA
Local municipalities
Omasipala basekhaya
Local government
Uhulumeni wasekhaya
Governance

Ukubusa

Financial performance
Ukusebenza kwezezimali
Council

Umkhandlu



Audit committee

Ikomidi lokucwaningomabhuku
Accountability
Ukuziphendulela

Corruption

Inkohlakalo

Quantitative

Inani

Current ratio

Isilinganiso samanje

Net operating surplus margin

Isamba semali esisalayo yokusebenza



ABBREVIATIONS

ACS Audit committee size

AFS(s) Annual financial statements(s)
AGSA Auditor-General of South Africa
CEO Chief Executive Officer

CPI Consumer price index

CR Current ratio

CS Council Size

COGTA Cooperative Governance and Traditional Affairs

Covid-19 Coronavirus disease

DPME Department of Planning, Monitoring and Evaluation
ERM Enterprise risk management

FACM Frequency of audit committee meetings
IDP Integrated development planning

IMF International Monetary Fund

MEC Member of the Executive Council

MFMA Municipal Finance Management Act

MIG Municipal Infrastructure Grant

NPM Net profit margin

NOSM Net operating surplus margin

SPSS Statistical Package for the Social Sciences
ROA Return on assets

ROE Return on equity

VBS Venda Building Society
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CHAPTER 1

INTRODUCTION TO THE STUDY

1.1 INTRODUCTION

The current study sought to investigate the impact of governance on the financial
performance of local municipalities in Gauteng. Masegare (2016) describes
corporate governance as a relationship whereby senior managers, shareholders,
and the board work together to establish the direction and performance of a firm.
Previous studies show that effective implementation of governance is paramount to
organisational success. According to Motubatse, Ngwakwe and Sebola (2017),
effective governance can enhance operational efficiency in government
organisations. The study by Peters and Bagshaw (2014) says that properly governed
organisations achieve high levels of performance. This implies that performance

could suffer in poorly governed organisations.

There is extensive research aimed at analysing whether governance influences
financial performance. For instance, a study by Kyere and Ausloos (2021) revealed
that numerous research projects undertaken to investigate the relationship between
governance and financial governance reported a positive association, while others
found a negative relationship between the two variables. Although for years on end,
several studies investigated the relationship between governance and financial
performance, most studies focused their investigation on the private sector. Given
this backdrop, there is no doubt that much more research is needed to generate an
in-depth understanding of the relationship between governance and financial
performance in the public sector. Therefore, the current study focused on the public

sector, in particular, the local government.

The current study employed a quantitative approach and obtained secondary data
from five Gauteng local municipalities covering ten years. The study adopted
deductive and positivist philosophical approaches. A multi-linear regression analysis
method was used for analysing the relationship between the dependent and

independent variables identified in the study.



This chapter provides a background to the current study, the problem statement, the
research objectives, and the significance of the study. It also provides an overview of
the scope and demarcation and summarises the strengths and limitations of the
study. Lastly, the chapter concludes by highlighting how the study was structured.
1.2 BACKGROUND TO THE STUDY

In the ever-changing and complex corporate environment of today, sound corporate
governance is essential for promoting growth, long-run sustainability, economic
growth, and attracting investments (Moyo, 2016). Corporate governance goes
beyond business administration, and it encompasses various components, among
others, efficiency, fairness, and administrative transparency to achieve clearly
defined goals (Amba, 2014). According to Buallay, Hamdan and Zureigat (2017:80),
‘the impact of corporate governance is expected to affect the firm's performance,
which is one of the main issues for the stakeholders as it helps them to identify the
factors that affect the performance and to consider those factors as indicators for
firm's success or failure’. The study by Moyo (2016) points out that the public and
private sectors should consistently promote and implement corporate governance.
Therefore, the local government in South Africa needs to ensure the effective

implementation of good corporate governance practices.

In South Africa, the implementation of good governance, or rather the lack thereof, at
the local government level continues to be a growing topic of concern. The calls for
the local government to take action in addressing governance gaps appear to have
not affected improving governance in various municipalities. For instance, a report
published by the Auditor-General of South Africa (AGSA) (2018) points out that
governance and accountability challenges emphasised through the years at the local
government level remain unchanged. In support, a study by Masegare (2016)
reveals that Operation Clean Audit efforts aimed at remedying poor governance in
municipalities were deemed ineffectual. This brought undesirable audit opinions, as

municipalities failed to achieve clean audits.

On the contrary, a summary of governance attainments in a report titled Twenty Year
Review South Africa 1994-2014 indicates that through a variety of governance
concerns, remarkable achievements were made concerning governance-related
matters (DPME, n.d.). More recently, however, a report issued by AGSA (2022)

2



indicates that ineffective governance, accountability failure, poor service delivery,
uncertainty, and flaws in institutional capacity characterise the local government. The
repeated concerns raised by the AGSA on governance show that very little work has
been done over the years to address governance challenges at the local government

level.

Although works of literature on the successful implementation of good governance
practices exist, the number of governance failure cases reported in various countries
following the Enron scandal of fabricating financial records is alarming, as corporate
scandals that revolve around the collapse of governance continue to emerge. In
Germany, for example, details surrounding the Siemens corruption scandal, which
implicated government officials, surfaced after the collapse of Enron. According to a
study by Primbs and Wang (2016), the greatest economic scandal uncovered in
German history is thought to be the Siemens corruption scandal. Locally, in a
statement issued by the Department of Cooperative Governance and Traditional
Affairs (COGTA) (2018), it has been reported that a total of 87 dysfunctional
municipalities require urgent support to address challenges concerning governance,
delivery of services, and financial management. In the recent report by AGSA
(2022), COGTA revealed that a total of 64 local municipalities in 2021 were deemed
dysfunctional. The latest figure of 64 shows a slight improvement compared with the
87 reported by COGTA in 2018. However, the number remains undesirably high.
With such large numbers of municipalities reported as dysfunctional through the
years, it is concerning that governance implementation remains a challenge for both
the public and private sectors despite highly publicised information about the
collapse of governance in various organisations at the local and international levels.
Though financial management is listed among the key challenges in municipalities
that are regarded as dysfunctional, the statement issued by COGTA (2018) does not

suggest that failure to implement governance affects financial performance.

The local government in South Africa is made up of three kinds of municipalities,
namely metropolitan, local, and district. The South African 1996 Constitution
classifies these municipalities as Category A, B, and C (s.155(1)). The Constitution
describes category A (metropolitan) as a municipality that consists of a sole

municipal executive and legislative authority within its territory (s.155 (1) (a)). A



category B municipality (local) has a joint legislative authority and municipal
executive with a category C (district) municipality within its region (s.155 (1) (b)).
Category C is referred to as a municipality with legislative authority and municipal

executive within a region that comprises more than one municipality (s.155 (1) (c)).

The South African 1996 Constitution (s.152 (1):74) sets forth the objectives of local
government, which include, but are not limited to the following: ‘(a) to provide a
democratic and accountable government for local communities, and (e) to ensure the
provision of services to communities in a sustainable manner’. For the local
government to realise these objectives successfully, it is essential to implement
measures necessary for achieving good governance. A study by Moyo (2016)
suggests that the private or public sector should at all times ensure that business
success is achieved and maintained through the implementation of good

governance.

Governance is described as how an institution organises structures and processes to
perform its functions, make decisions, and monitor progress (Masegare, 2016).
According to Chakanika (2013:4), corporate governance is ‘the appropriate board
structures, processes, and values to cope with the rapidly changing demands of both
shareholders in and around their enterprises’. Yet another study defines corporate
governance as a series of standards, policies, business processes, rules and
regulations intended to ensure accountability and to direct the relationship between
management and its stakeholders (Dibra, 2016). Although multiple definitions of
corporate governance exist, the description by Moyo (2016), which states that all
systems of corporate governance enhance organisational performance and
accountability by way of attracting human and financial resources and preventing
business failure, is a suitable description for the current study as it centres around

governance and performance.

The current study investigates the impact of governance on the financial
performance of five South African local municipalities in Gauteng province. There is
mounting evidence to suggest a lack of governance implementation at the local
government level in South Africa. As previously noted, the AGSA (2018) expressed

concerns about governance challenges that often go unaddressed for years at the



local government level. In considering these ongoing challenges and their impact,
the researcher was motivated to study whether governance in municipalities, in
particular at the local government level, has an impact on financial performance.
Moreover, carrying out this investigation is necessary to gain insight into the overall
governance challenges at the local government level, as governance is critical to
municipal success. According to Moyo (2016), all public and private organisations
should constantly strive to attain and maintain business success through sound

corporate governance.

Several studies have investigated governance and financial performance in the
public and private sectors. However, existing research studies that explicitly focus on
the link between governance and financial performance at the local government level
are limited. For instance, a study by Paniagua, Rivelles and Sapena (2018)
investigated how corporate governance and ownership structures correlate with the
financial performance of firms. Their findings confirm that a high dividend has a
negative effect on financial performance and that a negative correlation exists
between return on equity (ROE) and pay-out. Another study by Motubatse et al.
(2017:98) investigated the impact of governance on clean audits in South African
municipalities. Their highly significant outcomes in relation to the impact of
governance on the achievement of clean audits reveal that, out of the three
independent variables of their study, ‘the governance variable is dominant in its
ability to increase the number of clean audits in municipalities, and thus deserves
greater attention from the AGSA and other organs of state’. Although both studies
investigated governance, the gap in research regarding the link between governance
and financial performance at the local government level remains. Thus, addressing

this gap in research is necessary.

1.3 PROBLEM STATEMENT

In principle, any local government should always promote and achieve good
governance. Currently, however, achieving good governance remains an ongoing
challenge. A report by AGSA (2018) reveals that in addition to the identification of
root causes for audit findings, recommendations were made to assist municipalities
in addressing risks and internal control gaps. However, as mentioned earlier,

challenges relating to governance and accountability remain the same. A study by
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Lancaste (2018) found that, among other protests, a total of 118 governance
grievances were reported in South Africa between 2013 and 2017. The report of
AGSA highlights concerns about low levels of public confidence, excessive misuse of
public funds, and community frustration at poor service delivery (AGSA, 2022). The
report further revealed that the public articulates their frustrations in various ways,

such as service delivery protests (AGSA, 2022).

Governance implementation is not the only challenge facing local municipalities in
South Africa. Another challenge is the ongoing financial turmoil. A report by the
AGSA (2018) indicates that 76% of local municipalities require interventions to
improve their current financial position. The report further reveals that there is
mounting evidence of a financial meltdown at the local government level. An earlier
statement above by COGTA (2018) provides support for the findings outlined in the
audit outcome report issued by the AGSA (2018) in that it indicates that 87
municipalities considered dysfunctional require support to address challenges
relating to governance, service delivery, and financial management. These findings
are consistent with the most recent audit outcomes report for the local government,
which indicates that in 2021, a total of 64 municipalities were deemed dysfunctional
by COGTA as a result of ineffective governance, poor financial governance, political
unrest, corruption, and weaknesses in institutional structures (AGSA, 2022). Another
study shows that poor financial management, corruption, dysfunctional councils, and
informal community engagements in municipalities contribute to the ongoing negative
audit outcomes (Siddle & Koelble, 2016). A study by Hanyane and Naidoo (2015)
points out that the adverse effects of corruption, misuse of public funds, substandard
service delivery, and maladministration adversely affect sound corporate governance
in South Africa’s new democracy. Furthermore, their study contends that adhering to
the principles of effective corporate governance, such as accessibility, accountability,
and responsibility, and adopting sound corporate governance practices by way of
evaluating and monitoring projects designed to deliver public services and ensuring
proper resource management is essential for enhancing service delivery at the local

government level in South Africa.

Overall, the findings above suggest that failure to implement good governance can

lead to adverse consequences. For example, poor governance can negatively impact



public service delivery, as noted by (Hanyane & Naidoo, 2015). The findings also
suggest that, among other things, abuse of public funds and corruption could have a
detrimental impact on corporate governance practices. Although there is extensive
research on governance, the available studies failed to analyse whether governance
has an impact on the financial performance of local municipalities. The majority of
international and local research studies focused on examining the influence of
governance on the financial performance of private-sector organisations as opposed
to those in the public sector. The study will, therefore, focus on analysing the impact
of governance on the financial performance of local municipalities in Gauteng in

order to bridge the research gap identified.
1.4 RESEARCH OBJECTIVES

This section presents the primary and secondary objectives of the study.

1.4.1 Primary research objective

The primary objective of this study is to analyse the impact of governance on

financial performance in Gauteng's local municipalities.

1.4.2 Secondary research objectives

The secondary objectives of the study are as follows:
e to establish the influence of council size on the financial performance of local
municipalities in Gauteng;
e to determine the extent to which the frequency of audit committee meetings
affects the financial performance of local municipalities in Gauteng and
e to determine the influence of the audit committee size on the financial

performance of local municipalities in Gauteng.



1.5 RESEARCH QUESTIONS

The research questions for this study are as follows:
e What is the relationship between council size and financial performance?
e What is the relationship between the frequency of audit committee meetings
and financial performance?
e What is the relationship between audit committee size and financial

performance?

1.6  SIGNIFICANCE OF THE STUDY

As mentioned earlier, the achievement of good governance continues to be a
challenge at the local government level. A study by Masuku and Jili (2019) states
that for several years, various ongoing challenges relating to service delivery, which
include governance challenges and backlogs, have been identified at the local
government level in South Africa. Their findings are supported by Erasmus and
Matsimela (2020), who points out that South Africa is in a dreadful state pertaining to
governance, for example, the collapse of the Venda Building Society (VBS) Bank
and allegations of corruption concerning the coronavirus disease (Covid-19)
response. Although various studies draw attention to governance challenges at the
local governance level in South Africa, a great deal of research overlooked how
governance influences municipal financial performance. Therefore, future research
needs to explore the impact of governance on municipal financial performance, as

studies in this area remain lacking.

With all that said, the current study sought to contribute to available research studies
about the investigations carried out to determine whether governance influences
financial performance. The current study will also add to the pool of knowledge for
scholars seeking to investigate the financial health of the South African local
municipalities using the financial ratios recommended by the National Treasury as
appropriate measures of financial performance at the local government level, as
these measures remain largely unexplored. The study would also be useful to parties
interested in the performance of local municipalities, such as the public and oversight

bodies. The findings of the current study would be helpful for policy-makers in



strengthening policies on corporate governance for the local government that could
ultimately lead to improved municipal financial performance. The study also intended
to serve as a future reference on governance matters to scholars, risk managers,
and governance structures. Additionally, the outcomes of this study seek to raise
awareness regarding the greatest hindrances to good governance and its
implications at the local government level. Although the primary focus of the current
study is the local government level, the study would also be beneficial to the
government sector in general, as well as the private sector, because corporate

governance remains a broad concept that applies to various types of organisations.
1.7 SCOPE AND DEMARCATION

The present study focused on analysing how governance affects the financial
performance of local municipalities in Gauteng. An analysis carried out in the current
study to determine whether governance has an impact on financial performance was
limited to five local municipalities in Gauteng. The Rand West City Local Municipality
is the only local municipality excluded from the sample, as it came into existence
shortly after the amalgamation of Westonaria and Randfontein local municipalities in
2016.

1.8 ASSUMPTIONS

The assumptions of the current study are as follows:

e The size of a municipal council is vital for the effective management of
municipalities.

e Determining the ideal frequency of audit committee meetings allows members
reasonable time to perform their responsibilities effectively.

e The audit committee size is essential to the successful implementation of good

governance in municipalities.

1.9 STRENGTHS AND LIMITATIONS OF THE STUDY

The strength of the current study is that the researcher used peer-reviewed journals,
audited annual financial statements, and annual reports published on government

websites. The current study only focused on category B (local) municipalities in



Gauteng. Thus, the results of the current study cannot be generalised to other types
of municipalities in Gauteng, such as category A (metropolitan) and category C
(district) municipalities. In view of the differences in the types of municipalities
articulated in 1.1 in the introduction and background to the study, under paragraph 4,
a similar study focusing on all types of municipalities may produce different results

from the current study.
1.10 STRUCTURE OF THE STUDY
The structure of the current study is as follows:

e The first chapter of the current study outlines the introduction, background,
research objectives, research questions, significance of the study, scope of the
study, and strengths and limitations.

e The second chapter discusses the theories of corporate governance and a
literature review on corporate governance and financial performance. In addition,
the chapter presents a conceptual framework and an overview of the hypotheses
of the current study.

e The third chapter outlines the methodology employed in the study, and
approaches followed to establish whether governance variables influence
financial performance in local municipalities in Gauteng. Additionally, it sets out
the study variables, population, sample, and ethical considerations.

e The fourth chapter focuses on the presentation, analysis, and discussion of the
study results.

e The fifth chapter outlines the study objectives and results, a summary of key

findings, recommendations, conclusions, and areas for further research.

The next chapter outlines a review of the literature on governance and its influence
on financial performance. It also provides an in-depth understanding of the
theoretical framework of corporate governance, the determinants of governance
failure, and the effect of governance failure. The chapter also presents a conceptual

framework and the hypotheses developed in the current study.
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CHAPTER 2

LITERATURE REVIEW

2.1 INTRODUCTION

This chapter presents a literature review on governance and how it influences
financial performance. Additionally, it describes the theoretical framework regarding
corporate governance, the determinants of governance failure, and the effect of
governance failure. The chapter also provides an overview of the conceptual

framework and hypotheses developed for the current study.
2.2 THEORETICAL REVIEW

This section sought to explain the theoretical background necessary to understand
corporate governance and its associated theories. The agency theory, stakeholder
theory, resource dependency theory, and stewardship theory are the theories of

corporate governance described in the current study.

In the past years, several scholars have sought to describe the term corporate
governance. For example, a study by Mwangi, Nyachwaya and Cheruyoit (2015)
suggests that corporate governance is how the power is exerted in a business when
social resources and economic factors are managed to ensure human development
and sustainability. The study further points out that corporate governance is how a
business is managed. Similarly, Tariquzzaman (2017:) describes corporate

governance as ‘to steer, guide or govern’.

2.2.1 Agency theory

The agency theory explains the association between the principals (owners) and
agents (managers) of a firm (Kyere & Ausloos, 2021). As per the agency theory, the
owners of a firm appoint agents and assign work to them with the expectation that
the agents will serve in the best interest of the principals when performing their
duties (Bendickson, Muldoon, Liguori & Davis, 2016). The agency theory model

implies that any person can access complete information, and board members are
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fully conversant with what the investors prefer. However, investors are thought to
have considerable knowledge about whether the activities of governance coincide

with their preferences or not (Yusoff & Alhaiji, 2012).

The agency theory model has been discussed in the literature for many years. The
agency model is deemed among the earliest theories in economics and
management literature (Panda & Leepsa, 2017). Figure 2.1 illustrates the agency
theory model of corporate governance, which describes the connection between the
agents and principles. Panda and Leepsa (2017) argue that Adam Smith is possibly
the primary author who became suspicious of the existence of the agency problem,
and from that point forward, it has become a basis of motivation for economists to
focus on cultivating the aspects of an agency theory. As far back as 1932, the work
performed by Berle and Means indicates that the corporate governance agenda has
been on ownership and control, which ultimately leads to the principal-agent
problems resulting from distributed ownership in contemporary organisations (Yusoff
& Alhaji, 2012). A further study by Panda and Leepsa (2017) found that the agency
problem existed as early as the 1960s and 1970s and described it in the financial
literature as risk-sharing between the principals and agents in a firm. In support,
Bendickson et al. (2016) provide a similar description of the agency problem from an
economic viewpoint and further note that the principals and agents may hold diverse

approaches when addressing the problem.

Hires & delegate

Self interest

Self interest

Performs

Figure 2.1 - The agency model
Source: Yusoff and Alhaji (2012)
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The agency theory assumes that managers or employees within a firm are most
likely to prioritise their interests and that shareholders anticipate that managers
should act in the best interest of principals when making decisions (Wanyama &
Olweny, 2013). Inversely, the agency theory presupposes that the decisions taken
by management may not serve the principals’ interest (Wanyama & Olweny, 2013).
However, another study by Tshipa, Brummer, Wolmarans and du Toit (2018), with
somewhat similar findings, points out that managers are likely to look after their
interests instead of internal controls and governance structures for safeguarding

shareholders’ wealth.

Li, Armstrong and Clarke (2014) claim that the agency theory aims to address the
potential problem that could emerge once the principal assigns work to an agent. For
example, Li et al. (2014) indicated that an issue could come about when the principal
assigns work to an agent, which includes risk-sharing when the risk preferred by the
principal varies from that of the agent. In this theory, it is presumed that when the
power to make decisions is assigned to someone and when there are conflicting
interests between the agent and principal, it leads to the agents focusing their
attention on their interests while neglecting shareholders’ interests, Pacheco (2018)
postulates that agency problems emerge. However, the agency problem can be

minimised by implementing sound governance systems (Panda & Leepsa, 2017).

2.2.2 Stakeholder theory

Wanyama and Olweny (2013) describe the stakeholder theory as a group of people
or any other person affected by or who can influence the attainment of the goals of a
firm. Harrison, Freeman and Abreu (2015) provide a similar but more detailed
definition, which states that stakeholders are often described as organisations,
groups, or people with an interest in business processes and results and whom an
organisation relies on to fulfil its objectives. Figure 2.2 exemplifies a firm and its
network of relationships through a stakeholder theory model. It is assumed that the
different groups of stakeholders depicted in Figure 2.2 have a rightful claim on a firm
(Sidhu, 2018).
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Figure 2.2 - Stakeholder model
Source: (Sidhu, 2018)

The stakeholder theory traces its roots back to management controls established to
ensure corporate accountability for various stakeholders (Fanta, Kemal & Waka,
2013). The stakeholder theory was introduced by Freeman in 1984, according to a
study by Sosa (2017), which also points out that the theory claims that the main aim
of a business is wealth creation for shareholders. The stakeholder theory aims to
resolve three underlying issues: the challenges associated with creating value and
trade, problems relating to the mindset of managers, and issues related to the ethics
of capitalism (Li et al., 2014).

In this theory, key stakeholder governance theories comprise two models: the

stakeholder model and the abuse of executive power model (Mwangi et al., 2015).

2.2.3 Resource dependency theory

The resource dependency theory is concerned with how a firm’s external resources
influence its behaviour, and it takes a tactical view when it comes to corporate
governance (Abid, Khan, Rafig & Ahmed, 2015). The 1972 dissertation by Jeff
Pfeffer led to the founding of the resource dependency theory (Li et al., 2014). The
resource dependency theory describes the critical role performed by the board of
directors in terms of ensuring that management has access to the resources
intended to effectively run a business (M'’ithiria, Danson & Ken, 2017). The theory

suggests that the pivotal role of the board encompasses bringing along resources
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such as business skills and information, among others, to the firm (Peters &
Bagshaw, 2014). According to this theory, a firm's success is wholly dependent on its
ability to maximise the resources needed to carry out a business (Afza & Nazir,
2014). The theory further suggests that a firm with adequate resources has greater
power over competitors whose resources are limited (Abid et al., 2015). The
resource dependency theory anticipates a positive link between audit committee size
and firm performance (Algatamin, 2018). At the same time, Zabojnikova (2016)
asserts that the resource dependency theory contends that an increase in the
number of audit committee meetings is associated with enhanced organisational

performance.

2.2.4 Stewardship theory

Motubatse, Ngwake and Sebola (2017:95) describe stewardship theory “...as an
obligation to provide services effectively and efficiently that meet the needs of the
citizens [clients] of the South African public service institutions without exception.”
Afza and Nazir (2014) describe the stewardship theory as a theory that argues that
the stewards of a firm are responsible for shareholder value maximisation and
protection through the performance of the firm, thus leading to the maximisation of
the steward’s utility. Stewards are those managers tasked with overseeing and
generating profits for shareholders (Wanyama & Olweny, 2013). The stewards
prioritise the needs of a firm ahead of their interests (Abid et al., 2015). According to
Abid et al. (2015), the stewards’ primary goal is striving to ensure that the objectives

of a firm are attained.

The stewardship theory holds that maximisation of the interest of stockholders is
achieved through the shareholder incumbency of both the board’s chief executive
officer and chairperson. In the context of stewardship theory, directors are deemed
to be loyal to their firm (Keay, 2017). When success has been reached in a firm,
managers become delighted and motivated regardless of whether the firm
succeeded at the expense of meeting their personal goals (Fanta et al., 2013).
Figure 2.3 depicts the stewardship model of corporate governance. Yusoff and Alhaji
(2012) say that the stewardship model illustrates that managers are responsible for

serving the interests of shareholders.
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Figure 2.3 - Stewardship model
Source: Afza and Nazir (2014)

The stewardship theory originates from sociology and organisational psychology
(Afza & Nazir, 2014). It has been associated with organisational behaviour for more
than two decades, and it has been applied and expressed in different ways for a
period of far more than 20 years (Keay, 2017). Donaldson and Davis, who
propounded the stewardship theory, consider it the inverse of the agency theory
(Subramanian, 2018). In support, Afza and Nazir (2014) hold that the stewardship
theory is among the significant theories of corporate governance regarded as the
obverse of the agency theory. The stewardship theory arguably differs from the
agency theory in that it attaches particular importance to collaboration and
cooperation, while the former gives prominence to conflict and control (Keay, 2017).
Although there are striking contrasts between the stewardship and agency theories,
there are also great similarities. For example, tantamount to the agency theory, the
stewardship theory draws attention to the need to ensure that the objectives of the

agent and principal are in alignment (Keay, 2017).

2.2.5 Discussion of corporate governance theories

Various studies have reviewed and applied multiple corporate governance theories.
Yusoff (2012) asserts that in order to obtain a more comprehensive understanding of
the dynamics and processes of a board, it is necessary to incorporate several
theories as opposed to focusing solely on one theory. In order to get a better

understanding of a combination of various corporate governance theories, the
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researcher discussed the agency theory, stakeholder theory, resource dependency
theory, and stewardship theory. The agency theory, as described earlier by Kyere
and Ausloos (2021), emphasises the relationship between the principals and their
agents. The stakeholder theory is concerned with any individual or a group of
individuals impacted or has the potential to affect the achievement of a firm's
objectives (Wanyama & Olweny, 2013). The resource dependency theory discusses,
among other things, is about how an organisation’s external resources impact its
behaviour (Abid, Khan, Rafiq & Ahmed, 2015). The stewardship theory, according to
Motubatse, Ngwake and Sebola (2017), refers to an obligation to deliver public
services in a way that effectively and efficiently satisfies the community’s needs

unreservedly.

Though the study reviewed various corporate governance theories, the researcher
selected the agency theory and resource dependency theory as the most
appropriate theories to guide the current study. Kyere and Ausloos (2021) also
adopted the agency theory, among other theories, when investigating the impact of
corporate governance on the financial performance of firms in the United Kingdom.
According to Peters and Bagshaw (2014), the agency theory is commonly
considered to be the beginning point for discussion when it comes to corporate
governance. Peters and Bagshaw (2014) state that the agency theory is deemed to

be the most suitable theory as it clearly explains the roles of corporate governance.

As mentioned earlier, another corporate governance theory selected to guide the
current study is the resource dependency theory. Wanyama and Olweny (2013) also
employed resource dependency theory when investigating the effect of corporate
governance on organisational performance. The resource dependency theory
contends that providing resources improves organisational performance and
increases its probability of survival (Wanyama & Olweny (2013). The resource
dependency theory emphasises analysing how a firm’s external resources influence
its behaviour and also focuses attention on the connection between a firm and its

surrounding environment (Zabojnikova, 2016).
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2.3 AN OVERVIEW OF THE DETERMINANTS OF GOVERNANCE FAILURE

This section provides an overview of the factors contributing to governance failure,

focusing on poor risk management, accountability deficit, and ineffective leadership.

2.3.1 Poor risk management

The King lll report emphasises that organisations must implement risk management
to prevent corporate failures (Mokgatle, 2013). Along these lines, Bastomi, Salim and
Aisjah (2017) report that the Indonesian financial meltdown between 1997-1998,
which led to the collapse of several firms, is considered to be closely linked to weak
corporate governance and poor risk management. This assertion accords with the
Fadun (2013) study, which reveals that enterprise risk management (ERM) helps
organisations prevent the likelihood of business failure. In another study, Chakanika
(2013) found that managing risks is necessary for good governance, as it will enable
an organisation to grow and achieve sustainability through the identification of risks
using a coherent process of decision-making, thus effectively reducing or terminating

risk and measuring the value of the risk identified.

In another study, Tao and Hutchinson (2013) identified risk as a primary cause of
global financial crises and emphasised implementing proper governance structures
to manage risks within a firm. At the same time, Bastomi et al. (2017) note that the
structures of risk management and characteristics of effective corporate governance
may enhance the performance of a firm in the event of a crisis. From their study, Tao
and Hutchinson (2013) conclude that there is a positive correlation between risk and
performance and further state that the association between the two variables relies
on a link between risk management and the characteristics of a firm.
Correspondingly, Florio and Leoni (2017) postulate that managing risks enhances
the performance of a firm, considering that it can prevent potential losses,
insolvency, and costs associated with reputational harm. On the contrary, however,
the same study highlights that a system of risk management might be more of a
compliance exercise and not enhance the prevention of risks or influence the overall

performance of a firm.

The findings above show that most studies indicate that weak governance or poor
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risk management could result in corporate failure. Other studies like Tao and
Hutchinson (2013) and Florio and Leoni (2017) highlight a connection between risk
management and improved organisational performance. The study carried out by
Tao and Hutchinson (2013) further indicates that the characteristic of good corporate
governance may improve the performance of a firm. Although a study by Chakanika
(2013) points to the fact that risk management is essential for good governance, the
overall findings above show mixed results and a lack of sufficient evidence to
support the link between risk management and governance failure. Therefore, further
research is needed to analyse whether a connection exists between poor risk

management and governance failure.
2.3.2 Accountability deficit

There are multiple ways to describe the term accountability. According to a study by
Mabati, Onserio and Mutai (2020), accountability can be described either as internal
or external. The study describes internal accountability as a situation whereby
supervisors within an organisation have authority over subordinates who report
directly to them and external accountability as indirect accountability with outward
reporting lines. The study by Mabati et al. (2020) also sums up the concept of

accountability as answerability.

Accountability is necessary for good governance. Previous research has indicated
that the government must strive to intensify accountability, enhance coordination,
and minimise corruption to achieve good governance (Nelson, 2016). This view is
supported by Chakanika (2013), who lists accountability as one of the principles that
enhance good corporate governance. On a related note, Moyo (2016) reports that
corporate governance could strengthen accountability and transparency, among
other things. In organisations where accountability is missing, several negative
consequences are likely to emerge. According to AGSA (2018), the critical
determinant of governance failure that caused the audit outcomes to regress
significantly is the ongoing collapse of municipal leadership and accountability deficit.
In another study, Breakfast, Bradshaw and Nomarwayi (2019) link poor service
delivery and the lack of accountability by the civil servants and councillors of the

local governments to intensified public protests.
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The findings above suggest that accountability is critical for achieving or improving
good governance and that the lack thereof could contribute negatively to audit
outcomes and public protests. The findings by Chakanika (2013), Moyo (2016) and
AGSA (2018) demonstrate an apparent link between accountability deficit and
governance failure. However, it remains unclear whether governance implementation
affects the financial performance of an organisation. Further research is essential, as
it will contribute to a much deeper understanding of the impact of governance on

financial performance, particularly at the local government level.

2.3.3 Ineffective leadership

Organisations striving to achieve good governance require leaders who have a clear
understanding of their governance role. A study by Masegare (2016:23), which
outlines the key principles of good governance at the municipal level, states that
‘good governance is essentially about effective leadership’. At the same time,
Motubatse (2016) found that leadership quality within an organisation determines the
extent to which institutional goals are accomplished. The study by Masegare (2016)
further points out that the municipal council responsible for ensuring that governance
is effectively implemented lacks an understanding of their role in governance, and
this leads to poor management of municipalities across South Africa. The study also
indicates that the lack of understanding of the council's role in governance is
confirmed by most councillors’ need for governance training and development.
Motubatse (2016) supported this finding, asserting that management at the local
government level fails to implement good governance and shows poor leadership,
among other things. Motubatse (2016) further suggests that ineffective governance,
poor leadership, and weak financial management are the primary factors contributing

to the negative audit opinions at the local government level.

One study by Masegare (2016) linked good leadership with effective governance.
The other findings presented above, however, lack clarity as to whether an
association exists. For example, the findings by Motubatse (2016) indicate that
sound quality leadership is linked with achieving organisational goals and that good

governance and poor leadership give rise to adverse audit outcomes.
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24 THE EFFECT OF GOVERNANCE FAILURE

This section focuses on discussing the effect of governance failure with a particular
focus on fraud and corruption, service delivery grievances, corporate failure,

negative audit opinion, and poor financial performance.

2.4.1 Fraud and corruption

The levels of corruption in the public sector differ drastically from country to country.
In 2022, Corruption Watch published its 2021 Annual Report, which indicates that for
ten consecutive years, the average Corruption Perception Index (CPI) of two-thirds
of the countries in the world is 43, with a score below 50 (Corruption Watch, 2021).
The average CPI score recorded in 2021 for Sub-Saharan African countries is 33
(Corruption Watch, 2021). The 2021 CPI score is 44 for South Africa, as exemplified
by Figure 2.4. South Africa maintained the same rating of 44 in 2019 and 2020,
according to Corruption Watch (2021). A score of 100 implies that a country is
spotless as far as corrupt practices are concerned, while a country with a score of
zero is considered remarkably corrupt (Corruption Watch, 2020). Transparency
International asserts that a CPI score below 50 implies that corruption is a grave
problem (Corruption Watch, 2021). This implies that the levels of corruption in the
country remain an issue of concern, as the CPI score of the country continues to be
below 50. Therefore, expeditious action by the South African government is

necessary to ensure success in fighting corruption.

SOUTH AFRICA’S CPI SCORE 2021

[ 44 /100 mm—.l

HIGHLY CORRUPT

According to Tl, a score below 50 indicates

a significant corruption problem.

Figure 4.4 — CPI score for South Africa
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Source: Corruption Watch, 2021

Interestingly, when comparing the levels of corruption in different sectors across the
country, the data reported by Corruption Watch (2021) shows a considerable gap
between institutions, as shown in Figure 2.5. Overall, the private sector ranks the
highest at 33% compared to the different spheres of government in terms of the
corruption reports received, as observed in Figure 2.5. However, when comparing
the private and public sectors, the public sector ranks the highest based on the
information presented in Figure 2.5. Figure 2.5 also shows that corruption reports
add up to 3% for state-owned entities, 8% for the provincial government, 24% for the

local government level, and 28% for the national government, among others.
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Figure 5.5 — Corruption reports by institutions

Source: Adopted from Corruption Watch, 2021

Governance failure in organisations might open a window of opportunity for fraud
and corruption. A study conducted by Moyo (2016) found that overlooking the
principles of good corporate governance could give rise to fraud or negligence within
an organisation. Lekubu (2015) say that mismanagement and the absence of good
governance principles and controls are the main determinants of fraud and
corruption. Along similar lines, a study by Masegare (2016) notes that an essential
element of good governance practices involves proper management of fraud and
corruption. The study further notes that a report put out by the COGTA on the state
of the local government in South Africa indicates that the municipalities that are
unstable and dysfunctional pave the way for fraud and corruption. Another study
found that the lack of commitment and the negative attitude of senior executives
regarding the control environment is the root cause of the weaknesses in the internal

control systems, which give rise to fraud in organisations (Soltani, 2014).

In light of the above findings, it is clear that there are different views on the causes of
governance failure in organisations. Although there are various views, a common
theme appears to be that the lack of sound governance principles triggers fraud and
corruption (Lekubu, 2015; Masegare, 2016; Moyo, 2016), while other studies

(Masegare, 2016; Soltani, 2014) documented divergent views, which suggest the
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need for further research. For example, Masegare (2016) linked fraud and corruption
with a lack of stability and poorly functioning municipalities. Another view shows that
the lack of commitment and the negative attitude of senior executives can result in

fraud and corruption (Soltani, 2014).

2.4.2 Service delivery grievances

Currently, service delivery-related complaints remain to be a source of concern in
South Africa. According to Meyer and Meyer (2016), the delivery of essential
services by municipalities, which commonly result in service delivery grievances,
continues to emerge throughout the country. A study by Lancaste (2018) discovered
that out of thirteen categories of grievances reported, municipal service delivery
grievances were recorded as the third-highest category of grievances between 2013
and 2017. The data set out in the municipal IQ indicates that the number of public
protests in Gauteng surpassed 500 in 2014, according to the study of Van Eeden
and Khaba (2016). Their study, however, indicates that the recorded service delivery
protests are rarely connected to the delivery of essential services, as they are
usually politicised to achieve desirable political outcomes and that a growing trend of
the outbreak of public protests had been observed, mainly when elections are
approaching. On the contrary, another study found that failure to provide essential
services like water, electricity, sanitation, and especially housing is a major factor in
the outbreaks of service delivery protests across the country, particularly in township
areas (Jurgens, Donaldson, Rule & Bahr, 2013).

In addition, the study of Jirgens et al. (2013) documented the total number of major
annual service delivery protests between 2004 and 2012. The study revealed that
service delivery protests were 10 in total during 2004 and 67 in 2012, as shown in
Figure 2.6. Most service delivery protests took place between 2009 and 2010. As
shown in Figure 2.6, 105 grievances were reported in 2009 and 111 in 2010.
Although the figure shows a decline in the number of protests since 2011, the total
number of service delivery grievances reported annually remained high at 67 by the
end of May 2012.
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Figure 6.6 — Protests against service delivery from 2004 — May 2012
Source: Adopted from Jiirgens et al. (2013)

In another study, Mbecke (2014) found that grievances related to the provision of
public services in South Africa reflect the failure of the entire system of corporate
governance, including at the local government level. Similarly, a study carried out by
Shaidi (2013) argues that poor governance, in particular an ineffective system of
inter-governmental relations, is an underlying cause of service delivery grievances
directed at local government. In support, Kanyane (2014) reports that poor
governance practices and inadequate capacity in municipalities are some of the
primary factors contributing to the growing number of service delivery grievances. At
the same time, Masegare (2016) found that failure to carry out programmes due to a
lack of understanding of the governance role by municipal boards gives rise to

service delivery grievances.

The majority of the findings above suggest that service delivery protests are
attributed to the failure to implement measures for ensuring the effective
implementation of good governance. However, it is essential not to ignore the
contradictory finding identified by Van Eeden and Khaba (2016), which states that
the reported protests are rarely connected to the delivery of essential services as

they are politicised to realise desirable political goals.
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2.4.3 Corporate failure

In both the public and private sectors, corporate governance remains equally
essential for business continuance. The private and public sectors acknowledged the
significance of corporate governance following the crisis that led to the downfall of
certain firms at both local and international levels, in particular, the downfall of
Fedsure, Saambou and Fidentia at the local level, and Enron and WorldCom at the
international level (Masegare, 2016). Similarly, a study by Gupta and Sharma (2014)
revealed that the International Monetary Fund (IMF) emphasised the importance of
practising good governance after the Asian crisis to prevent potential future financial
meltdown. Along the same lines, Moyo (2016) asserts that corporate governance
intends to enhance accountability and institutional performance to prevent business
failure and lure human and financial resources. Another view claims that in a country
like Zimbabwe, corporate failure and fraud incidents were predominantly attributed to
dysfunctional internal controls intended to measure the levels of compliance of
managers with respect to the daily administration of financial corporations (Obert,
Suppiah, Tendai, Desderio & Martin, 2014).

A common view from the findings above is that different types of businesses,
whether locally or at the international level, may collapse due to corporate
governance failure. Thus, publicly funded organisations, such as municipalities, are
not exempt from the risk of corporate failure. A study by Mohale (2013) reveals that
Nala Local Municipality in the Free State encountered several challenges, such as
failure to run municipal affairs regarding administrative compliance effectively, the
inability to ensure that the draft budget and integrated development planning (IDP)
are passed by the relevant legislation and failure to ensure citizen participation.
These failures, in turn, led to the placement of the municipality under administration
(Mohale, 2013). The findings by Mohale suggest that the failure to make efforts to
ensure public participation, among other things, may lead to the collapse of a
municipality. Mbecke (2014) says that public participation is viewed as a mechanism
for promoting good governance at the local government level. Sebei (2013) pursues
a similar line of reasoning by providing a view that public participation ensures good
governance and adds that significant and fruitful decisions taken represent the

interests of the communities. To some extent, this finding accords with a research
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study by Masegare (2016), who stipulates that the principles of good governance
should comprise citizen participation, transparency, and accountability, among
others, to ensure ethical local government. Mohale (2013) further indicates that the
collapse of the administration of another local municipality, called Masilonyana Local
Municipality, led to the placement of the municipality under administration as a result
of the non-payment of creditors and the failure to spend the allocated municipal
infrastructure grant (MIG) (Mohale, 2013).

The findings highlighted by Gupta and Sharma (2014) and Masegare (2016) above
emphasise the importance of good governance in the event of a crisis. For example,
the former views good governance to prevent a financial crisis, while the latter
acknowledges its importance following corporate failures. Relatedly, the study by
Mohale (2013) suggests the existence of a link between corporate failure and the
absence of governance. For example, the study of Mohale (2013) highlights public
participation, which, according to Masegare (2016), is one of the principles of good
governance, as one of the factors that contributed to the placement of the Nala Local
Municipality under administration as that was lacking. Although Masegare (2016)
found a link between corporate failure and governance, researchers should not
overlook the findings that show no association between the variables. For example,
Obert et al. (2014) link the corporate failure to dysfunctional internal controls, while
another finding by Mohale (2013) links the collapse of Masilonyana Local
Municipality to the non-payment of creditors and failure to spend their allocated

grant.

2.4.4 Negative audit opinion

The continued failure of government organisations to achieve clean audits, in
particular the municipalities in South Africa, remains an area of concern. The AGSA
2011/12 audit report shows that out of the 278 South African municipalities, only 17
achieved clean audits (Van Eeden & Khaba, 2016). A clean audit or unqualified audit
opinion without findings implies that audited financial statements do not comprise
any substantial misstatements and that auditors found no significant findings
regarding reporting on organisational performance objectives or breach of legislation

during the audit.
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It is worth mentioning that the AGSA report on municipal audit outcomes showed
improvement in terms of the number of municipalities that achieved an audit opinion
classed as financially unqualified and had no findings during the 2020/21 financial
year (AGSA, 2022). As shown in Figure 2.7, 41 municipalities received audit
opinions known as financially unqualified without any findings during the 2020/21
financial year. This implies that the total number of municipalities issued with
financially unqualified audit opinions with no finings has increased by 24, compared
with the results of the earlier years reported by Van Eeden and Khaba (2016),
indicating an achievement of 17 clean audits. Although the most recent audit results
show that the total number of unqualified audit opinions with no findings is more
compared with the 2011/12 audit outcomes, the current level of performance
remains a cause for concern as it signifies an achievement of only 16% of 257
municipalities. According to AGSA (2022), the number of municipalities issued with
unqualified audit opinions with no findings still represents not more than a fifth of the

budget for the local government.

Also of concern is the reported number of municipalities that received disclaimed
audit opinions with findings. As shown in Figure 2.7, 25 municipalities received
disclaimed audit opinions with findings in 2020/21 and 33 in 2019/20, representing
10% and 13%, respectively. AGSA (2022) asserts that a disclaimed audit opinion
with findings is issued when a municipality is not in a position to provide evidence for
almost all amounts, including disclosures in municipal financial statements. This,
according to AGSA (2022), suggests that it would be impractical to conclude or

formulate an opinion concerning the credibility of the annual financial statements.

A further concern is that four municipalities in 2020/21 were issued with adverse
audit opinions and 78 with qualified audit opinions with findings, as depicted in
Figure 2.7. An adverse audit opinion means that auditors discovered that the
financial statements submitted by an organisation for auditing consist of significant
misstatements not limited to a certain amount that the misstatement found in the
financial statements denotes a considerable portion (AGSA, 2021). A financially
qualified audit opinion with findings implies that auditors found uncorrected material

misstatements in the annual financial statements before publication (AGSA, 2022).
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Overall, the 2020/21 municipal audit results depict a slight improvement when
compared to the performance of the previous year. Nonetheless, the Auditor-
General's Audit Outcome Report revealed that the Department of Cooperative
Governance announced that a total of 64 municipalities were deemed dysfunctional
in 2021 due to sub-par governance practices and bad financial management, among
other things (AGSA, 2022). Additionally, the report indicates that the number of
municipalities placed under administration by June 2021 was 23, and by the end of
February 2022, the number increased to 33. It is, therefore, clear that more work
needs to be done in municipalities further to improve governance and municipal

financial management.
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Figure 7.7 — Audit outcomes: municipalities
Source: Adopted from AGSA (2022)

The audit outcomes released by the AGSA (2022) and the financial results published
on the Municipalities of South Africa (2022) website revealed desirable and
undesirable audit opinions achieved by Gauteng municipalities in West Rand and
Sedibeng District. A total of three West Rand District municipalities achieved a
financially unqualified audit opinion with findings, and one obtained a qualified audit
opinion with findings at the end of the 2019/20 financial year, as shown in Figure 2.8.
A year later, the same district maintained the same audit outcome, except for one

municipality, called Merafong City Local Municipality, which regressed from a
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financially unqualified audit opinion with findings to an adverse audit opinion, as

shown in Figure 2.8.

Figure 2.8 also shows that of the four Sedibeng District municipalities, one achieved
an unqualified audit opinion without findings, two obtained an unqualified audit
opinion with findings, while the remaining municipality received a qualified audit
opinion with findings during the 2019/20 financial year. In the following financial year,
the audit outcomes of the district showed a slight improvement as AGSA issued one
unqualified audit opinion with no findings and three unqualified audit opinions with

findings.

Moreover, the AGSA Audit Outcome Report revealed that Midvaal Local Municipality
achieved a clean audit for eight years in succession (AGSA, 2022). The positive
audit outcomes achieved by the municipality demonstrate good governance and
effective implementation of internal controls (AGSA, 2022). It is significant to note,
however, that the report also indicates that AGSA pointed out that minimal
improvement observed year-over-year and failure to comply with legislation by some

municipalities remain a matter of concern.

Gauteng Municipal Audit Outcomes: West Rand and Sedibeng District
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Figure 8.8 —West Rand and Sedibeng District audit outcomes
Source: Collected from AGSA (2021) and Municipalities of South Africa (2022)

Achieving good governance is vital for achieving clean audit outcomes. According to
Motubatse et al. (2017), undesirable adverse audit outcomes result from a lack of
good governance. Motubatse et al. (2017) further assert that good governance could
enhance operational efficiency in the public sector. In another study, however,
Ncgobo and Malefane (2017) report that the failure of municipalities to achieve a

clean audit is somewhat attributed to leadership incompetence. Along similar lines,
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AGSA (2020) claims that the retention of employees with appropriate skills serves as
a pretext for achieving and maintaining positive audit outcomes. Masegare (2016)
states that the lack of a sector-specific framework leads to adverse audit outcomes
and ineffective administration. Another view suggests that adverse audit outcomes
result from inadequate, poor record-keeping or the absence thereof (Ngoepe &
Ngulube, 2013).

Although Motubatse et al. (2017) reported a positive association between
governance and audit outcomes, there are several conflicting views regarding the
relationship. For example, Ncgobo and Malefane (2017) linked the achievement of
desirable audit outcomes with leadership incompetence, while the study by
Masegare (2016) highlights the existence of a link between audit outcomes and
sector-specific frameworks. The conflicting views that emerged above clearly
indicate that adverse audit outcomes can result from various factors, apart from
governance failure. Research to gain further insights into the conflicting views above

would be worthwhile.

2.4.5 Poor financial performance

Several research publications have appeared over the past few years, documenting
the existence of a connection between governance and financial performance.
Research has found that most authors reported a positive relationship when
investigating a correlation between the performance of a firm and governance
(Aggarwal, 2013). Correspondingly, a study by Al-ahdal, Alsamhi, Tabash and
Farhan (2020) found that an immense number of studies strongly suggest that weak
governance triggers poor organisational performance. However, in the same study,
Al-ahdal et al. (2020) report mixed results about the relationship between
governance and performance. For example, some authors in the study found no
correlation between governance and performance, and others indicate that the
implementation of good corporate governance practices in firms has minimal impact
on the financial performance of an organisation. The study carried out by Bastomi et
al. (2017) similarly revealed that the implementation of sound corporate practice
does not necessarily always lead to a favourable impact on the overall performance
of an organisation. Another study with mixed results points out a positive and

insignificant correlation between governance and performance (Aggarwal, 2013).
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A study by Li et al. (2014) revealed that stakeholder theorists suggest that the
performance of an organisation could become dependent on the management of
various stakeholders’ interests. The study also posits that agency theorists support a
positive correlation between financial performance and corporate governance.
Another study found that poor governance could result in fickle financing patterns
(Mwangi et al., 2015). In the Wanyama and Olweny (2013) study, the size of the
board of a firm is positively correlated with organisational performance. A similar
finding by Fanta et al. (2013) indicates that the size of the board and the status of the
chief executive have a favourable effect on the performance of a firm. In an
investigation into the role of risk and compensation committees, Tao and Hutchinson
(2013) found that a positive link between risk and performance exists when members
of the committee serve concurrently on the risk committee and compensation

committee.

There is a consensus among academics on the positive correlation between
governance and the financial performance of an organisation. However, the findings
are not consistently supported as other research studies reported an insignificant or
no association between the two variables. For instance, the study by Al-ahdal et al.
(2020) highlighted contrasting views as it indicated that a positive correlation exists
and that a correlation was not found between governance and performance, while Li
et al. (2014) strongly linked the performance of an organisation with the
management stakeholder interest, and revealed that agency theorists hold that a
positive relationship exists between the variables. In addition, one study highlighted
that governance practices have minimal effect on the financial performance of firms
(Gupta & Sharma, 2014). The same study indicated that governance practices at KIA
Motors leave a great deal to be desired, although the company demonstrates good

financial standing.

Although several existing studies confirmed the relationship between governance
and financial performance, the literature on this topic is lacking at the local
government level in South Africa. As also noted earlier, the findings are inconsistent
with the relationship between governance and financial performance. Also, some
findings do not articulate whether the link relates to financial or non-financial

performance, like a study by Al-ahdal et al. (2020), which references organisational
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performance. Therefore, further research efforts in this area are necessary to
determine the impact of governance on the financial performance of local

municipalities.
25 CONCEPTUAL FRAMEWORK

Corporate governance and firm performance consist of various components. Thus,
examining these components is necessary when seeking a deeper understanding of
the association between governance and financial municipal performance. Figure 2.9
shows a conceptual framework considered in the current study to analyse the
relationship between corporate governance and financial performance at the local
municipalities in Gauteng. The different corporate governance components shown in
Figure 2.9 include the council size (CS), frequency of audit committee meetings
(FACM) and audit committee size (ACS). As illustrated in Figure 2.9, the
measurements of municipal financial performance include return on assets (ROA),

net operating surplus margin (NOSM) and current ratio (CR).
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Figure 9.9 —A conceptual framework
Source: Researcher’s compilation
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2.5.1 Council size

Before describing the role of the council and what would be an ideal council size, it is
essential to define clearly and explain two underlying elements of corporate
governance, namely the board and board size, and indicate the extent to which they
relate to the municipal council. McLeod (2019) defines the board role in various
forms, such as, for example, in terms of control, advice, and counsel role, among
other ways. According to McLeod (2019), the advice and council role entails
providing the chief executive officer (CEO) and senior leadership with advice on a
wide range of issues, including operational decision-making. The control role implies
that the board of directors is responsible for monitoring management in the best
interest of shareholders. For instance, the board is accountable for monitoring the
budget and operational decisions of a firm (McLeod, 2019). Zulfikar et al. (2020) say
that a board can promote effective management of the components related to

compliance, for example, corporate governance.

A study by Peters and Bagshaw (2014), which identified board size among its
mechanisms of corporate governance, describes it as the number of people
appointed to serve as board members. The study by Zabri, Ahmad and Wah (2016)
postulates that the size of boards differs from country to country owing to the
differences in cultures. The study goes on to say that it can be concluded that the
board size considered standard does not yet exist across the globe. Okoth (2016)
states that the size of a board is among the leading attributes of the board
researched because of conflicting views regarding what determines an appropriate
board size for the efficiency of operations. A great deal of research points out that
large boards are associated with conflicts, absence of effective communication, and
additional expenditure, while the negative aspect of a small one is failure to perform
work to the required standards as a result of inadequate experience and essential
skills (Okoth, 2016). The study of Peters and Bagshaw (2014) revealed that large
board size has a significant negative association with financial performance.
Correspondingly, Fanta et al. (2013) associate large board sizes with poor
performance. Zulfikar et al. (2020:4) state: “... the larger the board size is, the more

natural and effective it is to monitor management activities”.
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Although the establishment of a board to monitor the overall activities of a
municipality is not a requirement at the local government level, municipalities are
required to establish other governance structures, such as the municipal council, to
govern municipalities. A municipal council is a political committee responsible for
governing a municipality. As pointed out in a study by Ncgobo and Malefane (2017),
municipalities are under the political control of municipal councils. The Municipal
Structures Act, 1998 (s.18(1)) states that every municipality is required to establish a
municipal council, while s.18(2) requires the municipal council to meet at least once

a quarter.

The Municipal Structures Act further states the following in relation to the number of

councillors in various municipal councils (s.20(1)):

“The number of councillors of a municipal council—

a) must be determined in accordance with a formula determined by the Minister by
notice in the Government Gazette, which formula must be based on the number
of voters registered on that municipality’s segment of the national common voters
roll:

b) may not be fewer than three or more than 90 councillors if it is a local or 20
district municipality: and

c) may not be more than 270 councillors if it is a metropolitan municipality.

(2) Different formulas may be determined in terms of subsection (1)(a) for the

different categories of municipalities.”

The Municipal Systems Act, Act 32 of 2000, section 4(2) imposes the following

duties on a municipal council, among others:

“The council of a municipality, within the municipality’s financial and administrative

capacity and having regard for practical considerations, has the duty to —

d) exercise the municipality’s executive and legislative authority and use the
resources of the municipality in the best interest of the local community and
(d) strive to ensure that municipal services are provided to the local community in a

financially and environmentally sustainable manner.”
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Furthermore, the Municipal Structures Act, 117 of 1998, section 19(1) states that a
municipal council must aim to ensure that the objectives outlined in section 152 of
the Constitution of South Africa are realised. Among other things, a municipal council
must review the overall performance of a municipality annually in attaining the
objectives outlined in section 152 of the Constitution, according to section 19 (2) (e).
These objectives include, among other things, the provision of a “democratic and
accountable government for local communities”. Accountability is one of the
principles that are critical for good governance. In terms of good corporate
governance, the King Report on Governance for South Africa (2009) states that
accountability, transparency, fairness, and moral principles aligned with responsibility
describe responsible leadership. The report further states that good corporate
governance is primarily concerned with a leadership considered both responsible
and effective. According to Nelson (2016), there exist principles that support and
encourage good governance in the Constitution of 1996 and the Freedom Charter of
1955, and these principles are applicable at the local government level. ¢ managers
and political leadership have a responsibility to ensure that the principles and values
set out in the Constitution of the Republic of South Africa are instilled at the local
government level. This implies that municipal councils have a critically important role

to play when it comes to ensuring good corporate governance in municipalities.

There are clear similarities between the role of the board and the municipal council.
For instance, as mentioned earlier, the duties of the municipal council include that
the legislative authority and the executives in each municipality should ensure that
the resources allocated are used effectively and efficiently in the best interest of
community members, according to the Municipal Systems Act, 32 of 2000, section
4(2)(d). The board plays a similar role by monitoring management to ensure that
resources such as the budget of a firm are used in the interest of shareholders
(McLeod, 2019). To a considerable degree, there are similarities between the roles
played by the council and the board. One major difference is that the board is
accountable to shareholders, while the municipal council acts in the best interest of
communities. That said, the researcher adopted council size as a suitable alternative

measure of corporate governance.
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2.5.2 Frequency of audit committee meetings

The function of the audit committee is to make sure that the financial reporting of a
firm conforms fully to corporate governance requirements (Kyere & Ausloos, 2021).
The primary function of the audit committee is to take the steps necessary to ensure
that executive management consistently and appropriately implements the principles
of corporate governance, such as disclosure and transparency (Setiany, Hartoko,
Suhardjanto & Honggowati, 2017).

Previous research studies emphasised the necessity to hold frequent audit
committee meetings. Bansal and Sharma (2016) argue that holding periodic audit
committee meetings can minimise agency problems in a firm and lessen information
asymmetry by providing accurate and well-timed information to shareholders. Bansal
and Sharma (2016) suggest that firms that conduct frequent audit committee
meetings are most likely to take reasonable steps to protect shareholders’ interests.
Yunos, Ahmad and Sulaiman (2014) assert, among other things, that holding regular
audit committee meetings reduces the probability of the occurrence of fraud in a firm.
The study by Chariri (2017) revealed that holding audit committee meetings more

frequently leads to an effective audit committee.

2.5.3 Audit committee size

The audit committees appointed by various organisations often share a common
goal when it comes to their oversight role on financial matters. In most firms, the
audit committee function primarily entails managing the integrity of the financial
statements of a firm and reporting on financial performance (Darko, Aribi &
Uzonwanne, 2016). The audit committee is deemed among the essential
components of accountability, as it supports the role of the board of overseeing the
financial information reporting process, whereas the responsibility of external and
internal audit functions is to lend support to audit committees through their audit
reports (Al-Rassas & Kamardin, 2015).

The audit committee size is characterised by the aggregate number of committee
members appointed by a firm (Cheah, Kuan, Chew, Low & Poon, 2016). The study
by Al-Rassas and Kamardin (2015) indicates that the Cadbury Report of 1992 and
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the Sarbanes—Oxley Act of 2002 posit that the audit committee should comprise at
least three members. Contrarily, a study by Darko et al. (2016) points out that
several reports on corporate governance state that audit committees should consist
of at least four members. The resource dependence theory holds that in audit
committees that are considered large, members are likely to bring additional
experience and skills that can contribute effectively towards the execution of their
function of monitoring management, resulting in higher income for a firm (Al-Rassas
& Kamardin, 2015).

2.5.4 Measuring firm financial performance

For the current study, the researcher adopted three variables as measures of
municipal financial performance. The chosen measures include return on assets, net

operating surplus margin and current ratio.

A study by Khalifa, Natoli and Zuhair (2020) states that the return on assets is the
most commonly used accounting-based performance measure, succeeded by the
return on equity. Return on assets is described by Wanyama and Olweny (2013) as
a net earning amount as a percentage of all assets over a specific period. Peters and
Bagshaw (2014) assert that return on equity involves providing investors with an
overview of the total profit gained from shareholders’ investments. Although return
on equity is among the most widely used measures of financial performance, in the
current study, it would not be suitable to measure performance, as municipalities are

publicly funded and not reliant on shareholders.

As mentioned earlier, the other ratios selected to measure financial performance
include net operating surplus margin and current ratio. The National Treasury (2014)
states that the net operating surplus measures the degree to which operating surplus
in a municipality can be generated. The researcher adopted the net operating
surplus margin formula provided in the MFMA Circular issued by the National
Treasury (2014) to measure municipal financial performance. The study by Choiriya,
Fatimah, Agustina and Ulfa (2020) adopted a similar ratio called net profit margin as
a measure of financial performance. It is noteworthy to mention that in the context of
the private sector, the net profit margin ratio applies since the driving force in this

sector is not service delivery but profit. The difference between the two ratios is that
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the net operating surplus margin reflects the surplus earned by a municipality, while
the net profit margin is the profit gained by a firm. Choiriya et al. (2020) assert that
the term net profit margin (NPM) is a ratio used for determining what proportion of
sales value remains after interest and tax. The study by Choiriya et al. (2020) further
states that net profit margin is crucial for operational managers, as it can contain

operating costs and can reflect the pricing strategy.

The current ratio is a measure used for examining whether a municipality will repay
its short-term financial obligations using its short-term assets (National Treasury,
2014). Farhan, Alhomidi, Almaqgtari and Tabash (2019) say that the current ratio is

among the ratios used for measuring liquidity in a firm.

2.5.5 Empirical review of an association between governance and financial

performance

Wanyama and Olweny (2013) conducted a study to examine the influence of
corporate governance on the financial performance of various listed insurance
companies in Kenya and discovered that a significant relationship exists between the
two variables. The study sample comprised two listed insurance companies from the
Nairobi Stock Exchange, with 396 employees. The data analysed in the study
covered a period of five years, from 2007 to 2011. The study used return on assets
and return on equity to measure financial performance and measured corporate

governance using board size, board composition, CEO duality, and leverage.

In the United Kingdom, Kyere and Ausloos (2021) conducted a study to determine
the impact of corporate governance on financial performance. The study obtained
data from 252 firms listed on the London Stock Exchange in 2014. The independent
variables used as corporate governance measures include board size, audit
committee meetings, board independence, insider shareholding, and CEO duality.
Return on assets and Tobin’s Q are the dependent variables used to measure
financial performance. The study discovered not only a negative or positive
association between corporate governance and financial performance but also

sporadically found no effect on the relationship.
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Khatib and Nour (2021) examined the impact of corporate governance on the
performance of non-financial firms in Malaysia during the Covid-19 pandemic. The
sample period is from 2019 to 2020 and comprises 188 firms from the Malaysian
market. The study used seven independent variables, namely, the board size, board
independence, board gender diversity, board meetings, board financial qualifications,
audit committee size, and audit committee meetings, to measure corporate
governance. The dependent variables used for measuring the financial performance
of firms are earnings before interest and tax, return on assets, leverage, return on
equity, liquidity, and dividend per share. The study indicates that the board size is
the only governance variable with a strong positive impact on firm performance.
However, the relationship between the board size and firm performance also showed
no difference during the COVID-19 pandemic when separating the sample based on
a specific year, while on the other hand, board diversity significantly improved firm
performance. Moreover, the results revealed that the board meetings and audit
committee meetings indicate a negative and significant association with firm

performance before and after the pandemic.

Cheah et al. (2016) conducted a study to establish whether a relationship exists
between audit committee characteristics and the performance of listed public firms in
Malaysia. The data collected in the study is from 2015, and the sample size consists
of 100 public firms. The study used return on equity as the only measure of firm
performance, and corporate governance was measured using audit committee size,
independent of the audit committee, financial expertise in the audit committee, and
audit committee activity. The results indicate that audit committee structures lead to

high firm performance.

In another study, Farhan et al. (2019) examined whether corporate governance
could moderate firm financial performance and liquidity ratios. The sampled data is
from 82 Indian pharmaceutical companies and covers the period from 2008 to 2017.
The financial variables consist of return on assets, Tobin Q, and net operating
margin used as measures of financial performance, while leverage and firm size
represent the control variables. The independent variables are the current ratio and
quick ratio. The board of directors’ composition in the study measures corporate

governance. The results show that governance moderates the association between
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net operating margin, quick ratio, and current ratio. The study found that the quick

ratio and current ratio have a significant positive impact on financial performance.

The study by Zabojnikova (2016) analysed how the audit committee characteristics
affect financial performance in the United Kingdom firms. The sample size consists
of 72 non-financial firms listed on the London Stock Exchange, commencing in 2011
and ending in 2015. The study identified return on assets and Tobin’s Q as
dependent variables and chose firm size and leverage as control variables. The
independent variables of the study include audit committee size, audit committee
independence, audit committee financial expertise, and audit committee meeting
frequency. The study findings revealed that the frequency of audit committee
meetings, audit committee financial expertise, and audit committee size have a
significant positive relationship with financial performance. However, the audit

committee independence showed a negative association with financial performance.
26 HYPOTHESIS DEVELOPMENT

Financial performance has been identified as a dependent variable for the current
study. Based on previous governance research studies, the researcher identified
council size, frequency of audit committee meetings, and audit committee size as the
components of corporate governance. These components represent the independent

variables in the study.

A study by Abid et al. (2015) reported that the agency theory focuses its attention on
the relationship between the structure of leadership and financial performance.
Given this background, the hypotheses of the current study were formulated as

follows:

H1: A positive relationship exists between council size and financial performance.

H2: A positive relationship exists between the frequency of audit committee meetings

and financial performance.

Hs: A positive relationship exists between audit committee size and financial

performance.
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2.7 CHAPTER SUMMARY

In this chapter, a literature review was undertaken to investigate the impact of
governance on the financial performance of the local municipalities in Gauteng. The
different theories of corporate governance, which include the agency theory,
stakeholder theory, resource dependency theory, and stewardship theory, were

discussed in this chapter.

The chapter also provided an overview of the determinants of governance failure by
discussing poor risk management and accountability deficit to understand better how
the identified root causes affect governance. The chapter then discussed various
factors such as fraud and corruption, service delivery grievances, corporate failure,
negative audit opinion, and poor financial performance to highlight the effect of

governance failure.

For the researcher to understand the relationship between corporate governance
and financial performance, a conceptual framework that outlines the dependent and
independent variables of the study was developed and presented in this chapter.
The independent variables representing corporate governance include council size,
frequency of audit committee meetings, and audit committee size. The dependent
variables used as a measure of financial performance consist of return on assets,
net operating surplus margin, and current ratio. The chapter ends with a summary

overview of the hypotheses developed for the current study.

The next chapter discusses the research methodology of the current study.
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CHAPTER 3

RESEARCH METHODOLOGY

3.1 INTRODUCTION

This chapter describes the research methods and approaches adopted in the current
study to analyse the impact of governance on the financial performance of local
municipalities in Gauteng. It provides insight into the research design, study
population, sample chosen for the current study, data collection, and analysis. It also

highlights the study limitations and ethical standards adhered to in the study.

3.2 RESEARCH DESIGN

Nchabeleng (2019) describes research design as a plan detailing how the
researcher will execute a project, including how observations were conducted.
Sheikh (2021) holds that descriptive research design is a method that allows
gathering research data without tampering by simply reporting similar analysed data
and without any manipulation. Following the study of Sheikh (2021), who
investigated whether the attributes of corporate governance influence the financial
performance of various microfinance institutions, the current study adopted a
descriptive research design method. The chosen method is thought to be suitable
given that the current study also examines the influence of governance on financial

performance.

3.2.1 Research philosophy

The researcher selected a positivist philosophical approach and a deductive
approach as suitable methods for the current study. The study of Aliyu, Bello, Kasim
and Martin (2014:81) describes positivism “...as a research strategy and approach
rooted in the ontological principle and doctrine that truth and reality are free and
independent of the viewer and observer.” The rationale behind the choice was based
on a study by Aliyu et al. (2014), which revealed that quantitative analysis,
deduction, nomothetic experiments, laboratory experiments, and confirmatory

analysis methods are consistently used by positivist investigators and researchers.
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The researcher collected secondary data for ten years covering the 2011/12-
2020/21 financial years from annual financial statements, annual reports, and audit
committee charters published on municipal websites and the municipalities of South

Africa website.

3.2.2 Research approach and strategy

For the current study, the researcher adopted a quantitative and deductive approach
using secondary data from the annual financial statements, annual reports, and audit
committee charters of five Gauteng local municipalities. A quantitative approach was
selected as a suitable method that enabled the researcher to apply statistical
analysis, as the data collected in the study is numerical. According to Apuke
(2017:41), “... quantitative research involves the collection of data so that information
can be quantified and subjected to statistical treatment to support or refute
alternative knowledge claims”. Using a quantitative method has disadvantages and
advantages (Dereje, 2015). The disadvantages of using a quantitative method
include but are not limited to, inflexibility in design and standardisation, which can
lead to bias or impede the use of new ideas (Dereje, 2015). Nevertheless, although
there are shortcomings to using a quantitative method, the researcher still chose this
approach due to its advantages. For example, according to Moyo (2016), clear
hypotheses about a correlation between variables are developed when a quantitative

approach is adopted.

The secondary data collected for the current study is based on publicly available
data. Botlhoko (2017) asserts that secondary data is existing data already analysed.
Botlhoko (2017) further states that this type of data may include published or
unpublished data.

As previously noted, the researcher employed a deductive approach for the current
study. The method enabled the researcher to test the hypothesis. Khyzer Bin Dost,
Rehman, Gilaninia, Ismail and Akram (2018:297) describe a deductive approach as
“... a study in which a figured and hypothetical structure is created which is then
attempted by trial discernment; thus particular illustrations are deducted from general

effects”.
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3.2.3 Time horizon

The study sample comprises data from five local municipalities in Gauteng over ten
financial years, covering the 2011/12 to 2020/21 financial years. Two types of
research strategies can be adopted when conducting research: longitudinal and

cross-sectional.

Leedy and Ormrod (2019) describe the longitudinal study as the method in which
data regarding a group of individuals with specific characteristics is collected and
observed at different periods for numerous months or years. A cross-sectional study
is considered to be an easy and more desirable method to carry out compared with a
longitudinal study, as the data required can be collected at one point (Leedy &
Ormrod, 2019). The time horizon for the current study is longitudinal, given that data
is collected over a considerable period. In a quantitative study carried out by Sheikh

(2021), a similar approach was used.
3.2.4 Population and sampling

Honghui (2017) describes a population as a group, individuals, events, or elements
with apparent general attributes. The overall population of the current study consists
of all 11 Gauteng municipalities. The 11 Gauteng municipalities are classed into
three different types, namely district (Category C), metropolitan (category A) and
local (Category B), as shown in Table 3.1. There are two district municipalities in
Gauteng, namely Sedibeng and West Rand. The Sedibeng District Municipality is
divided into three local municipalities: Lesedi, Emfuleni, and Midvaal. The other three
local municipalities which fall under the West Rand District are Merafong City, Rand
West City, and Mogale City. In addition, there are three metropolitan municipalities:

the City of Johannesburg, the City of Ekurhuleni, and the City of Tshwane.

Table 3.1: Study population

No. | Gauteng municipalities Category
1. City of Johannesburg Metropolitan Municipality A
2. City of Ekurhuleni Metropolitan Municipality A
3. City of Tshwane Metropolitan Municipality A
4. | Lesedi Local Municipality B
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5. Emfuleni Local Municipality B
6. Midvaal Local Municipality B
7. Merafong City Local Municipality B
8. Rand West City Local Municipality B
9. Mogale City Local Municipality B
10. | Sedibeng District municipality C
11. | West Rand District Municipality C

Source: Generated from: Municipalities of South Africa, 2022

A sampling frame is a population group from which a sample can be drawn (Sporta,
2018). Ouma and Webi (2017) describe sample size as a subgroup representing part
of the population or population characteristics chosen for analysis. According to
Zengeni (2014), estimating sample size in a study is essential since there is a
minimum required sample size for a specific study population to provide estimates
within tolerable levels of accuracy. The sample size comprises all local municipalities
except Rand West City Local Municipality. Rand West City Local Municipality came
into existence in 2016 following the amalgamation of Westonaria and Randfontein
local municipalities. The reason for excluding Rand West City Local Municipality from
the sample is that the available data at the time of conducting the research was only

for five years. Table 3.2 presents a list of five Gauteng local municipalities chosen as

a sample per district.

Table 3.2: List of Gauteng Local Municipalities selected as a sample

No. | Gauteng Local Municipalities District

1. Lesedi Local Municipality Sedibeng
2. Emfuleni Local Municipality Sedibeng
3. Midvaal Local Municipality Sedibeng
4. Merafong City Local Municipality West Rand
5. Mogale City Local Municipality West Rand

Source: Generated from: Municipalities of South Africa, 2022

A study by Tiberious, Mwania and Mwinzi (2016) assert that when a selected sample
size comprises 10-50% of the overall study population, it is perceived to be

reasonable. The study goes on to say that a larger sample size makes a good




representation of the standard deviation and mean of the population group.
Therefore, the selected sample size of five local municipalities is big enough, as it
constitutes 45% of the study population. Johnston (2014) states that when the
sample size is large, it will most likely be representative of the target population and

increase validity, thereby enabling the findings of the study to be generalised.
3.3 DATA COLLECTION

The researcher gathered published secondary data relating to governance and the
financial affairs of the five local municipalities in Gauteng, covering up to ten financial
years. Secondary data refers to information gathered by other institutions apart from
the researcher (Nelson, 2016). Agyemang (2020) states that secondary sources
comprise data already acquired by other people for a different purpose but which are
accessible for use. The researcher downloaded the published secondary data using
a laptop connected to the internet. The data obtained from secondary sources
included audited annual financial statements, annual reports, and audit committee
charters, and it is publicly available on the South African municipal websites and

selected municipal websites.
3.3.1 Measurement

This section presents and discusses the dependent and independent variables of the

study. It also entails discussions about data analysis, reliability, and validity.
3.3.1.1 Dependent variables

The current study considered three dependent variables, namely return on assets
(ROA), net operating surplus margin (NOSM), and current ratio (CR), as financial
performance measures. Table 3.3 presents the measurements of the dependent

variables.

Table 3.3: Dependent variables and measurements

Dependent Variable Measurement Source

variable Acronym

Return on assets ROA Return on assets is | Peters and
measured by dividing the | Bagshaw (2014)
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yearly net income of a firm

by its average total assets.

Net operating NOSM Net operating surplus | National Treasury
surplus margin margin is measured by | (2014)

deducting all operating
expenses from total
revenue and dividing the
results by total operating

revenue x 100.

Current ratio CR The current ratio is | National Treasury
measured by dividing | (2014)
current assets by current

liabilities.

Source: Researcher’s compilation

Return on assets

As mentioned earlier, return on assets is one of the dependent variables identified as
a measure of financial performance. Kyere and Ausloos (2021) used the same
measure in their study to analyse the impact of corporate governance on the
financial performance of a firm. Return on assets is described by Kyere and Ausloos
(2021) as a ratio that provides a good indication of how a firm utilises its assets to
generate profit. Choiriya et al. (2020) assert that return on assets is a ratio used for
assessing whether managers were able to generate a satisfactory return from the

assets of a firm.

Zabri, Ahmad and Wah (2016) reported a positive and negative relationship between
the board size and the ROA of a firm. The same study reported a positive
association between a small board size and firm performance, but this finding is
contrary to the results found on a large board size. The study by Peters and
Bagshaw (2014) indicates that some studies uncovered a positive association
between the performance of firms and corporate governance variables, while others

reported a negative relationship. The study also reported that some studies found
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mixed results regarding the association between corporate governance and firm

performance.

Return on assets is calculated by dividing the annual net income by the average total
assets of a firm during a fiscal year (Peters & Bagshaw, 2014). The formula is as

follows:

Annual Net Income

ROA =

Average Total Assets

Net operating surplus margin

The National Treasury (2014) says that the net operating surplus margin measures
how far a municipality can generate its total operating surplus. Municipalities, at the
very least, should ensure that the operational costs incurred because of the services
provided are recovered (National Treasury, 2014). A net operating surplus margin
lower than 0% suggests that a municipality is running at a deficit and should take the

necessary steps to provide sustainable service delivery.

The current study adopted the net operating surplus margin as a dependent variable
for measuring municipal financial performance. Although the researcher chose net
operating surplus margin as a dependent variable, it is essential to note that previous
studies focusing on how governance impacts financial performance in local
municipalities remain limited. The net operating surplus margin is a municipal
financial performance measure provided by the National Treasury (2014) in the
MFMA circular. In the context of the private sector, various scholars use net profit
margin to measure financial performance, as private companies are profit-driven. For
example, Darko et al. (2016) adopted net profit margin as a dependent variable in
their study. According to Azim, Mustapa and Zainir (2018), the net profit margin ratio
gives a clear indication of the extent to which a firm can transform the operations of a
business into retained earnings at the end of a financial year. The net profit margin is
crucially important due to its ability to link the activities of a firm to the profit

generated (Azim et al., 2018).
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The observed correlation between the independent and dependent variables in a
study by Darko et al. (2016) shows that the board size has a negative relationship

and a slight impact on the net profit margin.

The net operating surplus margin is calculated by subtracting the total operating
expenditure from the total operating revenue and dividing the figure by the total

operating revenue amount (National Treasury, 2014).

The net operating surplus margin formula is as follows:

Total Operating Revenue—Total Operating Expenditure

Net operating surplus margin = x100

Total Operating Revenue

The norm for the net operating surplus margin is more than or equal to 0% (National
Treasury, 2014).

Current ratio

The current ratio was utilised in the study as a dependent variable to measure
financial performance, as also suggested by Farhan et al. (2019). Farhan et al.
(2019) assert that a high current ratio implies that a firm is in a position to pay its
current liabilities. A study by Gill and Biger (2013) found that the board size has a

negative association with the current ratio.

The current ratio is calculated as follows:

. Current Assets
Current Ratio = ———
Current Liabilities

The norm for a current ratio is between 1.5 and 2.1 (National Treasury, 2014).

3.3.1.2 Independent variables

The independent variables of the study comprise three components of corporate
governance, namely council size (CS), frequency of audit committee meetings
(FACM), and audit committee size (ACS). Table 3.4 presents the measurement of

independent variables.
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Table 3.4: Independent variables and measurements

Independent Variable Measurement Source
variable Acronym
Council size CS CS is based on the total | Municipal
number of municipal | Structures Act,

councillors determined | (s.18(3))
by the Member of the

Executive Council
(MEC) of the South
African local

government in the
relevant province

through notice.

Frequency of audit | FACM FACM is measured by | Zabojnikova (2016)
committee the total number of
meetings audit meetings held

annually.
Audit committee | ACS ACS is measured as | Nchabeleng (2019)
size the total sum of audit

committee members.

Source: Researcher’s compilation

A great deal of studies on governance and its influence on financial performance
identified board size as one of the variables of corporate governance. A few such
examples include research by Kyere and Ausloos (2021), Sheikh (2021) and Zabri et
al. (2016). In the context of the present study, the board size is the council size, as

stated in 2.5.1. The council size consists of the total number of council members.

Numerous studies have discussed the advantages and drawbacks of large or small
board sizes. The study by Ali (2018) argues that the size of a board needs not to be
excessively small as it may contribute to poor or one-sided decision-making. Ali
(2018) further states that the board size should not be inordinately large to such an
extent that it causes significant financial distress that is more than the agency's cost.

In another study, however, Mbu-Ogar, Effiong and Abang (2017) found that large
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boards tend to bring a more diversified set of skills and knowledge necessary for

tackling strategic matters.

Research has shown contradictory results about the correlation between the size of
a board and firm performance. According to Haji and Mubaraq (2015), and Latif,
Sabir, Saleem and Ali (2014), a positive and negative link between firm performance
and board size has been reported in some studies. A meta-analysis of 131 studies
based on a sample comprising 20,620 revealed that the size of a board positively
correlates with financial firm performance (Paniagua et al., 2018). In contrast with the
outcomes of the meta-analysis of 131 studies, the same study by Paniagua et al.
(2018) showed that previous research by multiple scholars found that an insignificant
association exists between the size of the board and financial performance. Kyere
and Ausloos (2021) discovered that some research evidence implies that a large
board size leads to better decisions, resulting in high levels of financial performance
compared with a small board size. The study by Kyere and Ausloos (2021) also
found that firms with considerably large boards are deemed to have effective

oversight that can ultimately enhance the performance of a firm.

On the contrary, however, Igbal, Nawaz and Ehsan (2019) say that large boards are
viewed as ineffective as far as firm performance is concerned. Zakaria, Purhanudin
and Palanimally (2014) assert that large boards are most likely to increase agency
problems within a firm, as directors may begin to be less effective when monitoring
management. Similarly, Wanyama and Olweny (2013) argue that agency problems
are likely to arise when a board comprises many members, resulting in free-riding by
some directors. In support, Sauerwald, Lin and Peng (2016) pointed out that prior
research investigations revealed that larger boards are more prone to experience
issues with free riding than smaller boards. In addition, the agency theory holds that
large boards are often ineffective when it comes to monitoring as a result of the

practice of free-riding by directors and insufficient coordination (Liao & Young, 2013).

When it comes to boards that are considered small in size, a study by Peters and
Bagshaw (2014) revealed that there are scholars in support of small boards. For
example, Wanyama and Olweny (2013) say that small boards can be very effective

compared to larger ones. This view is further supported by Zakaria et al. (2014), who
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assert that small boards are correlated with more exceptional firm performance and

that a firm will be less susceptible to the influence of its chief executive officer.

Council size is measured as follows:

= Number of councillors on municipal council

Frequency of audit committee meetings

The audit committee meetings are the number of meetings held by the committee
during a specific period. A study by Khatib and Nour (2021), which identified audit
committee meetings as an independent variable, discovered the existence of a
strong negative link between the performance of a firm and audit committee
meetings before and after the COVID-19 pandemic. Similarly, Jachi and Mandongwe
(2019) discovered a negative correlation between the performance of a firm and
audit committee meetings. On the contrary, Kyere and Ausloos (2021) and
Algatamin (2018) found a significant positive relationship between the frequency of
audit committee meetings and firm performance. In support of this view, Zabojnikova
(2016) asserts that a significant positive correlation exists between the number of
audit committee meetings, the size of the audit committee, the financial experience
of different members and the financial performance of the firm. Fauzi, Basyith and
Foo (2017) claim that the rate of occurrence of audit committee meetings has a
profound impact on the worth of a business. Agyemang (2020) states that when
regular audit meetings are held, members will be well-informed about the affairs of
the firm, and this will enable them to perform their oversight role effectively and
ensure that the financial activities are well monitored. Another view by Yameen,
Farhan and Tabash (2019) revealed that when regular audit committee meetings are
held, committee members will notice audit-related issues that need to be tackled and
bring them to the auditors’ attention. However, another study argues that expanding
audit committee activities through regular meetings could be an indication that an
organisation is experiencing difficulties or undergoing a crisis (Fajembola, Abdul
Rahman & Md Rus, 2018).

The frequency of audit committee meetings is measured as follows:

= Number of audit committee meetings held per annum
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Audit committee size

A study by Cheah et al. (2016) that used audit committee size as one of its
independent variables for analysing the impact of the characteristics of an audit
committee on the performance of a firm states that audit committee size is measured
as the sum of all individuals appointed as members in a committee. Their study
reported an insignificant relationship between the audit committee size and firm
performance. Conversely, Sheikh (2021) uncovered evidence indicating that among
a total of 135 Jordanian companies, there is a strong relationship between the
number of audit committee members and firm performance. Another study
discovered both a negative and positive association between the audit committee
size and firm performance (Abdulazeez, Ndibe & Mercy, 2016; Velte, 2017).

The audit committee size is measured as follows:

=Number of members on the audit committee

3.3.1.3 Data analysis

Nchabeleng (2019) defines data analysis as methods aimed at unearthing specific
patterns, narrating facts, testing hypotheses, and developing explanations.
Wanyama and Olweny (2013) describe descriptive research as a technique used for
data gathering to answer research questions, which could also be employed when
testing the hypotheses. The current study employed descriptive statistics to analyse
data. The statistical data is presented in tables reflecting the mean, maximum,

minimum, and standard deviation values.

The researcher performed a correlation analysis to determine the strength of the
association between the independent and dependent variables of the study.
Correlation analysis determines whether a significant positive or negative link exists

between two variables (Machira, 2016).

Sporta (2018) defines multi-linear regression analysis as a method that narrates
concurrent correlations of multiple variables with an ongoing individual outcome.
Sporta (2018) asserts that using a multi-linear regression model provides a much
more comprehensive analysis when compared with a simple linear model. The

researcher statistically analysed data collected using Microsoft Excel and Statistical
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Package for the Social Sciences (SPSS) programmes. A study by Sheikh (2021)
also supported using Microsoft Excel in conjunction with SPSS programmes in a
longitudinal quantitative study to assess whether governance attributes influence the

financial performance of microfinance institutions.

As stated earlier, the researcher identified three dependent variables, namely current
ratio, return on assets, and net operating surplus margin, as measures of financial
municipal performance. The three corporate governance components, council size,
frequency of audit committee meetings, and audit committee size, represent the

independent variables of the study.

The researcher analysed data using descriptive statistics to determine if governance
has an impact on the financial performance of Gauteng's local municipalities. The
use of descriptive statistics was also supported by Kyere and Ausoloos (2021) when
examining whether corporate governance impacts financial performance. According
to Dzingai and Fakoya (2017), descriptive statistics enables the researcher to
narrate numerous bits of data with a few indices. According to Sporta (2018),
descriptive statistics allows the researcher to acquire information concerning the

current state of the phenomenon and explain how it relates to the study variables.

According to Sporta (2018), a multi-linear regression model allows for an in-depth
analysis of different variables compared with simple linear models. The multi-linear
regression method consists of a dependent variable and multiple independent
variables (Sporta, 2018). The researcher employed a multi-linear regression method
to ensure a comprehensive analysis of the association between the dependent and
independent variables identified in the study. The multi-regressions applied in the
study for examining the existence of an association between the dependent and

independent variables are as follows:

ROAit=po + p1CS1it + p2FACM2it + B3ACSsit + € (1)
NOSMit=fo + f1CS1it + B2FACM2it + B3ACSsit + € (2)
CRit=po + B1CS1it + p2FACM2it + B3ACSsit + e (3)
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Where:

ROA= Return on assets measures the financial performance of local municipalities in

Gauteng.

NOSM= Net operating surplus margin measures the financial performance of local

municipalities in Gauteng.

CR= Current ratio measures the municipal financial performance.

Bo= Represents a constant.

B1, B2, and B3 = Represent the regression slope

CS1= Council size

FACM2= Frequency of audit committee meetings

ACS3= Audit committee size

e = error term

3.3.1.4 Reliability and validity

Reliability and validity form an important part of the elements of measurement in
research. According to Leedy and Ormrod (2019:133), “... without reasonably valid
and reliable indicators of quantitatively assessed characteristics and phenomena,
researchers cannot possibly obtain informative and useful data for addressing and
solving their research problems or questions”. The study conducted by Nelson
(2016) states that reliability is about ensuring consistency and stability when
measuring data. Similarly, Kilinc and Erci (2022) assert that reliability is about how
often the use of a measuring tool shows consistency. Validity ascertains whether the
results of a study accurately measure what the researcher aimed to measure
(Agyemang, 2020).
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According to Mohajan (2017: 2), “... without assessing reliability and validity of the
research, it will be difficult to describe the effects of measurement errors on
theoretical relationships that are being measured.” That being said, the study by
Nchabeleng (2019) recommends the procedures below to ensure improvement in

reliability measurements:

e Ensure that the quantity of items is increased or utilise various indicators
concerning a specific variable.

e Discard vague items.

e Ensure that the degree of measurement is increased.

e Ensure that the circumstances in which a test is undertaken are standardised.

¢ Reduce the instrument’s level of difficulty.

e Reduce the impact resulting from external influences.

e Ensure that the procedures for scoring remain constant.

e Ensure continued use of empirical studies and pre-tests as replications.

Similar to the study of Nchabeleng (2019), the procedures cited above will enhance
the reliability of the current study. The research gathered secondary data, which
comprised audited annual financial statements and annual reports from reputable
government websites such as Municipalities of South Africa and selected municipal
websites to increase the reliability of the current study. Based on this, the data

acquired for analysis in the current study is deemed to be reliable.

In addition, the researcher cross-checked the data collected from the annual
financial statements published by different municipalities against the financial

information reported on the Municipalities of South Africa website for validity.
3.4 ETHICAL CONSIDERATION

Ethical conduct is an essential part of research that ought to be considered by
scholars. A study by Qamar (2018:1503) points out: “Like many other fields,
research too has its moral principles, known as research ethics, which govern the
conduct of research from its initiation to completion and publication of results and

beyond”. Therefore, governing the conduct of researchers is necessary to prevent
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unethical behaviour in research. A study by Zengeni (2014) provides evidence to
support why ethical conduct is essential in research by stating that institutions and

people manipulate research to advance their interests.

All that being said, the current study took into consideration the ethical requirements
necessary to ensure ethical conduct. The researcher, for instance, considered the
principles of ethics cited by Thanavathi (2017), which include honesty, carefulness,
and respect for intellectual property. According to Thanavathi (2017), honesty implies
that a researcher should by no means distort, misrepresent, or concoct data. Based
on this, the researcher reported factual information based on existing literature and
secondary data collected and further acknowledged sources in the study to avoid
data misrepresentation and fabrication, including distortion of facts. Carefulness
suggests avoiding negligence and making thoughtless mistakes in research
(Thanavathi, 2017). In light of this principle of carefulness, the researcher thoroughly
reviewed all the work outlined in the current study to prevent potential errors and
carelessness. As mentioned earlier, the researcher also applied the principle of
respect for intellectual property. As a result, the researcher referenced all sources in
the study and cited quotes to avoid plagiarism. Furthermore, the researcher applied
for ethical clearance, and the University of South Africa’s Ethics Committee

approved it (please refer to Appendix A for the ethics clearance certificate).

Clear identification of sources and acknowledgement of sources as evidence to

support the information reported.

3.5 CHAPTER SUMMARY

The chapter presented the research methods and approach used in the study to
ascertain whether governance has an impact on financial performance. The chapter
also indicated that the study employed a quantitative approach and that the
researcher gathered secondary data for analysis. It also provided information on the

research population and the sample chosen for the current study.

Moreover, the chapter discussed the dependent and independent variables identified
in the study. It also highlighted that a multi-linear regression analysis, descriptive
statistics, and correlation analysis were employed in the study to analyse data.

Lastly, it reflected the ethical requirements considered.
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The next chapter presents and discusses the results of the study concerning the

impact of governance on financial performance.
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CHAPTER 4

RESULTS AND DISCUSSIONS
41 INTRODUCTION

This chapter focuses on presenting and discussing the study results based on the
information collected to determine the impact of governance on the financial
performance of local municipalities in Gauteng. It presents descriptive statistics on
measures of financial performance of local municipalities and governance measures,
namely, council size, frequency of audit committee meetings, and audit committee
size. The chapter also presents and discusses the correlation between governance
and financial performance measures. The chapter continues with a discussion of the
multi-linear regression results on how each governance measure affects the financial

performance of local municipalities.

4.2 DESCRIPTIVE STATISTICS

This section sets out the descriptive statistics of the study variables. The descriptive
statistics were obtained using SPSS version 26. The researcher used descriptive
statistics with the aim of obtaining information relating to variables in the study to
determine how each local municipality in Gauteng performed over 10 years from
2011/12 to 2020/21 financial years. The chapter first presents a summary of
descriptive statistics for the measures of municipal financial performance, followed
by descriptive statistics on council size, frequency of audit committee meetings, and

audit committee size.
4.2.1 Descriptive statistics on the dependent variable

The descriptive statistics of the data presented in Table 4.1, Table 4.2 and Table 4.3
include the number of observations, mean values, maximum values, minimum

values, and standard deviation values of the study variables.
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Table 5.1: Descriptive statistics for ROA

Return on assets

Municipality N Mean Minimum Maximum Std.
Deviation

Emfuleni Local 10 -.0381 -.10 .01 .03215
Municipality

Lesedi Local 10 0277 -.03 10 .04094
Municipality

Merafong City Local 10 -.0151 -.09 .05 .04078
Municipality

Midvaal Local 10 .0138 -.01 .08 .02541
Municipality

Mogale City Local 10 .0021 -.02 .03 .01602
Municipality

Total 50 -.0019 -10 10 .03880

Table 4.1 shows that, on average, Lesedi Local Municipality has the highest return
on assets out of all the municipalities, followed by Midvaal Local Municipality for the
period 2011/12 to 2020/21. The least-performing municipalities over the same period
are Emfuleni Local Municipality and Merafong City Local Municipality, with an
average ROA of -0.381 and -0.15, respectively. The negative ROA mean values
observed imply that Emfuleni Local Municipality and Merafong City Local
Municipality have not been effective in generating a surplus. Furthermore, the results
imply that Lesedi Local Municipality, Mogale City Local  Municipality
and Midvaal Local Municipality show better performance compared with Emfuleni
Local Municipality and Merafong City Local Municipality. On average, Lesedi Local

Municipality is the best-performing municipality.

The results also show that the local municipalities in Gauteng did not perform well
because their ROA had been negative at some point between 2011/12 and 2020/21,
as can be seen by the minimum values of the ROA presented in Table 4.1. For
example, Lesedi Local Municipality has the highest average ROA of 0.0277. The
entire sample has an average ROA of -0.0019 within @ minimum ROA of -0.10 and a

maximum of 0.10, indicating poor performance.
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Table 6.2: Descriptive statistics for NOSM

Net operating surplus margin

Municipality N Mean Minimum  Maximum Std.
Deviation
Emfuleni Local 10 -9.30 -19.65 1.36 5.72
Municipality
Lesedi Local 10 3.48 -6.32 12.86 5.58
Municipality
Merafong City Local 10 -2.85 -16.83 12.00 9.19
Municipality
Midvaal Local 10 2.69 -2.78 14.32 5.15
Municipality
Mogale City Local 10 25 -5.58 7.31 3.85
Municipality
Total 50 -1.14 -19.65 14.32 7.54

The results in Table 4.2 suggest that Lesedi Local Municipality had the highest
average NOSM of 3.48, followed by Midvaal Local Municipality with an average of
2.69 for over ten financial years, starting from 2011/12 to 2020/21 financial years.
Emfuleni Local Municipality had the lowest average NOSM of -9.30, followed by
Merafong City Local Municipality, with a mean of -2.85. The observed negative mean
values suggest that Emfuleni Local Municipality and Merafong City Local Municipality
have been operating at a deficit. The findings that consistently show a net operating
surplus margin of less than 0% are of great concern, more particularly when it comes
to municipal service delivery, as according to the MFMA circular, a score that is not
equal to or above 0% has the potential to threaten sustainable local service delivery
(National Treasury, 2014). The MFMA circular further states that a ratio above 0%
enables a municipality to achieve a surplus and to be in a position to contribute to its
capital funding requirements. Against this backdrop, it is therefore essential that local

municipalities implement measures aimed at improving net operating surplus.

The results further indicate negative minimum net operating values for all
municipalities, with Emfuleni Local Municipality having the lowest value of -19.65,
with the largest minimum NOSM of -2.78 for Midvaal Local Municipality. Concerning
the maximum NOSM, Midvaal Local Municipality has the highest value, followed by

Lesedi Local Municipality. Another notable feature in Table 4.2 is that Emfuleni Local
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Municipality has the lowest minimum and maximum values, implying that it has been
the least-performing municipality as far as ensuring that local service delivery is not

threatened, among other things.

Table 7.3: Descriptive statistics for CR

Current ratio

Municipality N Mean | Minimum  Maximum Std.
Deviation
Emfuleni Local 10 .55 .26 .98 .26
Municipality
Lesedi Local Municipality 10 .86 .60 1.13 18
Merafong City Local 10 .78 .35 1.29 .33
Municipality
Midvaal Local 10 1.98 .89 3.06 .60
Municipality
Mogale City Local 10 .67 48 94 A7
Municipality
Total 50 .97 .26 3.06 .62

Table 4.3 presents the current ratio for all the municipalities in the sample. The table
shows that Midvaal Local Municipality has the highest mean of 1.98, followed by
Lesedi Local Municipality with 0.86. Emfuleni Local Municipality has the lowest
average current ratio of 0.55 and the lowest current ratio of 0.26 between the
2011/12 and 2020/21 financial years. The results shown in Table 4.3 also show that
Midvaal Local Municipality had realised the highest current ratio of 3.06 during the
study period compared to the maximum current ratio of 0.94 achieved by Mogale
City Local Municipality. Statistics for the pooled sample show that the mean current
ratio is 0.97, with a minimum of 0.26 achieved by Emfuleni Local Municipality and a
maximum value of 3.06 realised by Midvaal Local Municipality. The pooled average
means that the current liabilities for the municipalities between 2011/12 and 2020/21
are more than their current assets, hence poor performance. The norm for a current

ratio is between 1.5 and 2:1, according to the MFMA circular issued by the National
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Treasury (2014). The results in Table 4.3, however, show that the current ratios of
local municipalities in Gauteng have been out of the range for most of the period. For
example, the maximum current ratios of all municipalities except Midvaal Local
Municipality are lower than the acceptable norm of 1.5, implying that they have not
been performing well enough to be in a position to meet their current liabilities. The
consistently lower current ratio values observed are a cause of deep concern, as
according to the MFMA circular issued by the National Treasury (2014), a
municipality faces grave financial difficulties and liquidity challenges when its current

assets are lower than current liabilities.

4.2.2 Descriptive statistics for corporate governance measures

In this section, the chapter presents and discusses the descriptive statistics for
independent variables used as measures of corporate governance. These measures
include council size (CS), frequency of audit committee meetings (FACM), and audit
committee size (ACS). The results of the descriptive statistics presented in this
section show the number of observations, minimum values, standard deviation
values, mean values, and maximum values of the corporate governance variables

identified in the study.

Table 8.4: Council size

Council size

Municipality N Mean* Minimum | Maximum Std.
Deviation

Emfuleni Local 10 90 89 90 .53
Municipality

Lesedi Local 10 26 26 26 .00
Municipality

Merafong City Local 10 56 55 56 .32
Municipality

Midvaal Local 10 28 27 29 1.05
Municipality

Mogale City Local 10 72 68 77 4.65
Municipality

Total 50 54 26 90 25.263

* means rounded to the nearest whole number.

64



Table 4.4 presents the results for council size, defined as the aggregate number of
council members. The council size in various municipalities (pooled sample) ranges
between 26 and 90 council members. On average, the council size is 54. As per the
results, the council size for Lesedi Local Municipality is the smallest, as indicated by
the average number of members, which is equal to the minimum and maximum
values. This means that Lesedi Local Municipality had the same number of council
members between the 2011/12 and 2020/21 financial years. This is supported by the
standard deviation of zero, indicating a lack of variability. Mogale City Local
Municipality had a high number of council members, with an average of 72 members
per year, a minimum of 68 members, and a maximum of 77, resulting in the highest
variability of 4.65 across all municipalities in the sample. The council size for
Emfuleni Local Municipality is the largest, with an average of 90 members between
2011/12 and 2020/21. The observed standard deviation is very low at 0.53, meaning
that Emfuleni Local Municipality managed to maintain a council size comprising 90
members, as the minimum council size is 89 and the highest number of members
that it has had is 90. Merafong City Local Municipality had an average of 56
members between 2011/12 and 2020/21, with the respective minimum and
maximum council members of 55 and 56 during the same period. This means that
Merafong City Municipality maintained its council members around the average of 56
and only changed to 55, hence a low standard deviation of 0.32. During the ten
years from 2011/12 to 2020/21, Midvaal Local Municipality had an average of 28

members in its council, with a minimum of 27 and a maximum of 29 members.

Table 9.5: Audit committee size

Audit committee size

Municipality N Mean* Minimu = Maximu Std.
m m Deviation

Emfuleni Local Municipality 10 4 4 5 483
Lesedi Local Municipality 10 5 4 5 422
Merafong City Local 10 5 4 5 422
Municipality

Midvaal Local Municipality 10 5 5 .000
Mogale City Local 10 5 5 5 .000
Municipality
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Total 50 5 4 5 .418
* means rounded to the nearest whole number.

Table 4.5 shows that the average audit committee size for all the individual
municipalities consists of 5 members, except for the case of Emfuleni Local
Municipality, which had an average of four people in the audit committee between
2011/12 and 2020/21. The table shows that during some periods, Emfuleni Local
Municipality, Lesedi Local Municipality, and Merafong City Local Municipality had
four members in the audit committee and five members, as indicated by the
minimum and maximum values. However, Midvaal Local Municipality and Mogale
City Local Municipality had the same number of members on the audit committee
during the study period, as indicated by the minimum and maximum values as well
as the standard deviation, which is equal to zero. The pooled sample shows that the
average number of members in the committee is four, while the minimum and

maximum are four and five, respectively.

66



Table 10.6: Frequency of audit committee meetings

Frequency of audit committee meetings

Municipality N Mean @ Minimum = Maximum Std.
Deviation
Emfuleni Local 10 6 4 10 2.055
Municipality
Lesedi Local 10 6 3 9 1.932
Municipality
Merafong City Local 9 5 2 10 2.522
Municipality
Midvaal Local 10 6 4 9 1.430
Municipality
Mogale City Local 9 5 1 11 2.828
Municipality
Total 48 5 1 11 2134

* means rounded to the nearest whole number

As presented in Table 4.6, the number of audit committee meetings held per year
has been different depending on each municipality. On average, these municipalities
had a similar number of audit committee meetings, with Emfuleni Local Municipality,
Lesedi Local Municipality and Midvaal Local Municipality having an average of six
meetings per year during the 2011/12 and 2020/21 period, and the remaining
municipalities had five meetings per annum. Table 4.6 shows that Mogale City Local
Municipality has a maximum of 11 and a minimum of one, with a mean of five and a
standard deviation of 2.828. The lowest number of audit committee meetings held by
Merafong City Local Municipality is two, with the highest being 10 per year and a
standard deviation of 2.522. Emfuleni Local Municipality had a minimum of four
meetings, with a maximum of 10 per annum and a standard deviation of 2.055. The
table also shows a mean value of six, with a minimum of three, a maximum of nine,
and a standard deviation of 1.932 for Lesedi Local Municipality. For Midvaal Local
Municipality, a mean value of six was observed, with a minimum of four, a maximum

of nine, and a standard deviation of 1.430, as shown in Table 4.6.
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4.3 CORRELATION ANALYSIS

In this section, the chapter presents the correlation analyses between the dependent

and independent variables.

4.3.1 Correlation between governance and financial performance

Table 11.7: Correlation between governance and financial performance

ROA CR NOSM
N 50 50 50
CS Pearson correlation -.510™ -.581" -.524"
Sig. (2-tailed) <.001 <.001 <.001
N 49 49 49
ACS Pearson correlation 4107 .389" 415"
Sig. (2-tailed) .003 .005 .003
N 50 50 50
FACM Pearson correlation .226 79 184
Sig. (2-tailed) 123 224 210
N 48 48 48

**. Correlation is significant at the 0.01 level (2-tailed).

Table 4.7 shows the correlation between the dependent and independent variables.
The correlation analysis is based on secondary data obtained from five local
municipalities in Gauteng. A correlation analysis has been performed previously by
Mabandla (2018) to determine whether working capital management influences
financial performance by analysing twelve South African food and beverages

companies listed on the Johannesburg Stock Exchange out of a population of 18.

The correlation result shows that council size is negatively related to all measures of
financial performance as measured by CR, NOSM, and ROA, and the correlation
coefficients are significant at a 1% level. However, the correlations are slightly above
0.5 in absolute terms, indicating that the strength of the relationship is mild. The
negative correlation is because councils with many councillors tend to contribute
significantly to financial distress, which is more than the agency cost. This was also

established in an empirical study conducted by Ali (2018).
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The table also shows that audit committee size is positively related to ROA, CR, and
NOSM and that the correlations are statistically significant at a 1% level. The
correlations are around 0.40, indicating a weak positive relationship. The table also
shows that the correlation between the frequency of audit meetings and financial
performance measures is positive and statistically insignificant. Furthermore, the
correlation is low, suggesting a weak association between the number of meetings

held by the audit committee and the financial performance of municipalities.

4.4 Regression analysis on municipal financial performance
The results of the estimated regression models, which used CS, FACM, and ACS as

the independent variables in the current study and ROA, CR, and NOMS as the

dependent variables, are presented in this section.

4.4.1 Model 1: Return on assets

Table 12.8: Model summary (ROA)

Model summary
Std. Error of the
Model R R Square Adjusted R Square Estimate
1 .5952 .355 311 .03234
a. Predictors: (Constant), FACM, CS, ACS

Table 13.9: Regression results (model 1)

Coefficients?

Unstandardised Standardised

Coefficients Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) -.081 .063 -1.288 204
CS -.001 .000 -.431 -3.277 .002
ACS .020 012 217 1.641 .108
FACM .003 .002 .186 1.527 134

a. Dependent variable: ROA

The results presented in Table 4.8 show an R-squared value of 0.355 and an
adjusted R-squared of 0.311. The R-square value implies that 35.5% of the variables

for return on assets are explained by audit committee size, council size, and
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frequency of audit committee meetings. The results in Table 4.9 show that council

size is the only variable with a significant coefficient.

4.4.2 Model 2: Net operating surplus margin

Table 14.10: Model summary (NOSM)

Model summary
Std. Error of the
Model R R Square Adjusted R Square Estimate
1 .6042 .365 322 6.12825
a. Predictors: (Constant), FACM, CS, ACS

Table 15.11: Regression results (model 2)

Coefficients?

Unstandardised Standardised
Coefficients Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) -15.416 11.909 -1.294 .202
CS -.133 .038 -.455 -3.489 .001
ACS 3.867 2.300 221 1.681 .100
FACM .502 422 144 1.188 241

a. Dependent variable: NOSM

The results in Table 4.10 depict that the R-squared value is 0.365, which means that
the audit committee size, council size, and frequency of audit committee meetings
can explain 36.5% of the variation for the net operating surplus margin. As presented
in Table 4.11, council size is the only variable with a significant coefficient since its p-

value has a value of less than 0.05.

4.4.3 Model 2: Current ratio

Table 16.12: Model summary (CR)

Model Summary
Std. Error of the
Model R R Square Adjusted R Square Estimate
1 6252 .390 .349 50707
a. Predictors: (Constant), FACM, CS, ACS
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Table 17.13: Regression results (model 3)

Coefficients?

Unstandardised Standardised

Coefficient Coefficient
Model B Std. Error Beta t Sig.
1 (Constant) A72 .985 174 .863
CS -.013 .003 -.509 -3.988 <.001
ACS .261 .190 176 1.369 178
FACM .042 .035 142 1.200 237

a. Dependent Variable: CR

The results presented in Table 4.12 show an R-squared value of 0.39 and an
adjusted R-squared of 0.349. The value of the R-square in Table 4.12 suggests that
39% of the variation can be explained by the three independent variables, namely
audit committee size, council size, and frequency of audit committee meetings. The
results in Table 4.13 show that council size is the only variable with a significant

coefficient.

4.5 DISCUSSION OF RESULTS

The study established that council size is the only measure of corporate governance
that has a significant association with the financial performance of municipalities in
all three estimated models. Furthermore, the coefficient of council size is negative,
implying that council size impacts negatively on municipal financial performance. For
model 1, the result showed that an increase in council size by one councillor would
result in a reduction in return on assets by -4.31. In model 2, the standardised
coefficient in Table 4.11 implies that an increase in a council size by one councillor
on the municipal council is associated with a reduction in the net operating surplus
margin by 0.455. In model 3, the standardised coefficient in Table 4.11 suggests that
an increase in a council size by one councillor on the municipal council is associated
with a reduction in the current ratio by 0.509. These findings imply that governance,
as measured by council size, has a negative relationship with municipal financial
performance. Overall, the results concur with Peters and Bagshaw (2014), whose
findings show that large board size has a significant negative link with financial

performance.
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Similarly, the study of Fanta et al. (2013), which investigated the impact of corporate
governance on the financial performance of nine Ethiopian commercial banks by
analysing data covering seven years, found that large board size leads to poor
performance. Their study goes on to state that a negative impact on performance
could be a result of the fact that a board that comprises large numbers of directors
can be unproductive, with poor communication leading to the problem of free-riding
by directors. The study results are in accord with the agency theory, which argues
that large boards are typically ineffective at monitoring because of a lack of
coordination and directors engaging in free riding (Liao & Young, 2013). In support,
Sauerwald, Lin and Peng (2016) noted that previous research studies uncovered
that large boards are likely to encounter problems relating to free-riding compared to

smaller boards.

The negative impact of council size on municipal financial performance confirms the
negative relationship established by the correlation analysis results presented in
Table 4.7. As argued by Sheikh (2021), large boards are likely to result in weak
financial performance. In addition, a board that comprises a significant number of
members is prone to an increase in agency problems that could result in free riding
by some board members (Wanyama & Olweny, 2013). These findings are consistent
with the finding identified by Ali (2018), who discovered that a board need not be so
big to the level that it leads to financial constraints, which is more than the agency
cost. Similarly, Igbal, Nawaz and Ehsan (2019) found that a large board is deemed
less efficient for firm performance. The current study, therefore, rejects the
hypothesis that a positive relationship exists between council size and financial

performance.

The findings in the study also highlight that the frequency of audit meetings has a
positive relationship with financial performance. Zabojnikova (2016) and Algatamin
(2018) reported that the frequency of audit committee meetings has a significant
positive association with financial performance. The findings concur with the
resource dependency theory, which implies that an increase in the frequency of audit
committee meetings leads to high organisational performance (Zabojnikova, 2016).
Thus, the hypothesis that a relationship exists between the frequency of audit

committee meetings and financial performance is accepted.
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In addition, the current study discovered that a positive relationship exists between
audit committee size and financial performance. A study by Algatamin (2018) also
found a positive association between audit committee size and financial
performance. Similarly, Zabojnikova (2016) revealed that large audit committees
enhance corporate performance. Therefore, the results of the current study concur
with the resource dependency theory. According to Algatamin (2018), resource
dependency theory supports a positive association between audit committee size
and firm performance. Based on the results of the current study, the hypothesis that
a positive relationship exists between audit committee size and financial

performance is accepted.

4.6 CHAPTER SUMMARY

The chapter presented the findings on the impact of governance on the financial
performance of local municipalities in Gauteng. The chapter presented and
discussed descriptive statistics for each measure of municipal financial performance
and corporate governance. A correlation analysis was performed to determine the
strength of the association between the study variables. Furthermore, the chapter
presented and analysed the correlation analysis findings in two parts. The first part
outlines the correlation between measures of governance and municipal financial
performance, while the second part is the association between independent

variables to see the extent of multi-collinearity among them.

In addition, the chapter presented and discussed the multiple linear regression
models in which the financial performance measures, namely current ratio, return on
assets and net operating surplus margin, represent the dependent variable. The

chapter also discussed the results of the models.

The next chapter presents the recommendations and conclusions of the study.
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CHAPTER 5

CONCLUSIONS AND RECOMMENDATIONS

5.1 INTRODUCTION

This chapter presents a summary of objectives, results, and key findings. The
chapter also highlights the recommendations, limitations of the study, areas requiring
further research, and a conclusion of the study.

5.2 SUMMARY OF OBJECTIVES AND RESULTS

The primary objective of the current study was to analyse the impact of governance
on the financial performance of Gauteng's local municipalities. The researcher
developed the following secondary objectives with the aim of achieving the primary
objective:
e To establish the influence of council size on the financial performance of local
municipalities in Gauteng;
e To determine the extent to which the frequency of audit committee meetings
affects the financial performance of local municipalities in Gauteng and
e To determine the influence of the audit committee size on the financial

performance of local municipalities in Gauteng.

In seeking to achieve the secondary objectives of the current study, the researcher
identified and reviewed the different corporate governance theories to gain a deeper
understanding of their effect on financial performance. The theories reviewed in the
current study include the agency theory, stewardship theory, stakeholder theory, and
resource dependency theory. Following the review of these theories, the researcher
chose the agency theory and resource dependency theory as the most appropriate
corporate governance theories for the current study. The agency theory supports the
findings related to the first secondary objective, namely, to establish the influence of
council size on the financial performance of local municipalities in Gauteng. The
study found a negative relationship between council size and financial performance.
According to Wanyama and Olweny (2013), large boards are likely to give rise to

agency problems that could lead to free-riding by some of the board members.
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In responding to the second and third secondary objectives in the current study, the
researcher conducted an in-depth analysis to determine whether the frequency of
audit committee meetings and audit committee size influence financial performance.
The results of the analysis revealed that both the frequency of audit committee
meetings and audit committee size have a positive association with financial
performance. The resource dependency theory supports a positive link between
audit committee size and organisational performance, according to Algatamin
(2018). At the same time, Zabojnikova (2016) posits that the resource dependency
theory argues that holding audit committee meetings more frequently results in

achieving high levels of organisational performance.

Overall, the study achieved all secondary objectives. Having established the
relationship between governance and the financial performance of local
municipalities in Gauteng, the study achieved its primary objective of determining the
impact of governance on the financial performance of local municipalities in

Gauteng.
5.3 SUMMARY OF KEY FINDINGS

This section provides an overview of the key study findings concerning the primary
objective of analysing the impact of governance on the financial performance of local
municipalities in Gauteng. To achieve this primary objective, the study used pooled
cross-sectional data for five local municipalities in Gauteng, namely Lesedi Local
Municipality, Emfuleni Municipality, Midvaal Municipality, Merafong City Local
Municipality, and Mogale City Local Municipality. The data collected in the study
covered a period of ten financial years, from 2011/12 to 2020/21. The current study
used three variables, current ratio, return on assets, and net operating surplus
margin, to measure financial performance. The study identified council size,
frequency of audit committee meetings, and audit committee size as independent
variables to measure corporate governance. In addition, the study used three models
to assess how governance affects the financial performance of local municipalities.
Descriptive statistics, regression analysis, and correlation analysis were used to

achieve the study objectives.
The descriptive analysis for return on assets showed that the performance varied
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from one municipality to another. Emfuleni and Merafong City Local Municipality
showed poor performance with negative return on asset values. On the other hand,
Lesedi, Midvaal, and Mogale City Local Municipality performed slightly better in
comparison with Emfuleni and Merafong City Local Municipality. Lesedi Local
Municipality recorded the highest return on assets. Although the results showed that
the performance of Lesedi, Midvaal, and Mogale City Local Municipality is better
compared with other local municipalities, their performance is considered low as

each average return on assets is below the acceptable norm of 5%.

The outcome of the descriptive statistics for the net operating surplus margin showed
that Lesedi Local Municipality was the highest-performing municipality, followed by
Midvaal and Mogale City Local Municipality, respectively. The least-performing
municipalities were Emfuleni and Merafong City Local Municipality, with a net
operating surplus margin of less than 0%. According to the National Treasury (2014),
a ratio above 0% allows a municipality to realise a surplus and contribute to its
capital funding requirements. The National Treasury (2014) further asserts that a
potential threat to sustainable service delivery exists when the net operating surplus
margin is not equal to or above 0%. Therefore, Emfuleni and Merafong City Local
Municipality face a potential threat concerning the provision of sustainable service

delivery.

The descriptive analysis for the current ratio revealed that Midvaal Local Municipality
was the highest-performing municipality over the ten years between 2011/12 and
2020/21, with a ratio of over 1.5. The analysis further revealed that the remaining
municipalities performed poorly, with a current ratio lower than the minimum
necessary standard. According to the National Treasury (2014), the acceptable

standard for the current ratio is between 1.5 and 2.1.

The study also employed descriptive statistics to analyse the independent variables,
namely council size, frequency of audit committee meetings, and audit committee
size, to understand better the governance practices within the local municipalities in
Gauteng. An analysis of the council size revealed that the number of council
members differs from one municipality to another. Emfuleni Local Municipality had
the highest number of council members, with an average of ninety. While Lesedi

Local Municipality had the lowest number of council members, with an average of
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twenty-six, this number is slightly lower than that of Midvaal Local Municipality, which
has twenty-eight council members. The results further indicated that in terms of the
audit committee size measured using the total number of members in a committee,
all municipalities had an average of five members, except for Emfuleni, which
comprised four members. With regard to the frequency of audit committee meetings,

the average number of meetings ranged between five and six.

Following the outcomes of the descriptive analysis, the researcher conducted a
correlation and regression analysis to analyse the relationship between the

dependent and independent variables identified in the study.

Table 5.18: Summary of key results

Dependent Independent Correlation | Regression Relationship,
Variables Variables Coefficient impact and
Significance

Model 1: Council size -.510** -.431 Negative***
Return on Frequency of 226 .186 Positive
assets audit committee

meetings

Audit committee 410** 217 Positive

size
Model 2: Net | Council size -.524** -.455 Negative***
operating

surplus margin

Frequency of .184 144 Positive
audit committee
meetings
Audit committee 415** 221 Positive
size
Model 3: Council size -.581** -.509 Negative™**
Currentratio  "Frequency of 179 176 Positive
audit committee
meetings
Audit committee .389** 142 Positive
size

*Significant level at 10%, **Significant level at 5%, ***Significant level at 1%
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Source: Researcher’s compilation

Table 5.1 presents a summary of key results concerning the relationship between
governance and its influence on the financial performance of Gauteng's local
municipalities. For model 1, where the dependent variable is the return on assets,
the results of the correlation analysis showed a moderate and significant relationship
between return on assets and council size. The regression analysis further
supported the results of the model, which showed a negative and significant
coefficient. The study, therefore, found that a negative relationship exists between
return on assets and council size. This implies that as the council size increases, the

return on assets for municipalities decreases.

Furthermore, the study found a positive and significant correlation between return on
assets and audit committee size in the same model. This was, however, not
supported by the regression analysis, which shows a positive but insignificant
coefficient. Therefore, the contradictory results between the correlation and
regression analysis put forth the view that return on assets and audit committee size
are positively related. However, it does not imply that the size of the audit committee

affects the return on assets.

For model 2, the study found that council size negatively correlates with net
operating surplus margin and that the correlation is significant. The empirical results
obtained using regression analysis corresponded with the correlation analysis as the
coefficient of the council size was significant and negative, where the net operating
surplus margin represents the dependent variable. In other words, the results
suggest that an increase in the number of council members is associated with lower
financial performance when net operating surplus is used as a measure of financial
performance. Furthermore, a positive, weak, and significant correlation was found
between audit committee size and net operating surplus margin, while regression
analysis indicates that audit committee size does not influence net operating surplus
margin. In model 2, the study also found that there is no relationship between the

frequency of audit meetings and the net operating surplus margin.

In model 3, the study established a negative and significant correlation between

council size and current ratio, suggesting an inverse relationship between the two
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variables. Additionally, the regression analysis showed a negative association
between council size and the current ratio, signifying that as the number of council
members increases, the current ratio decreases. The results of the study also
showed a positive and significant relationship between audit committee size and
current ratio. However, the regression analysis did not confirm the impact of the
frequency of audit meetings and audit committee size on the current ratio, as the

coefficients were statistically insignificant.

Based on the summary of the key findings above, the following positions can be
reached by the study: there is a negative relationship between council size and the
financial performance of local municipalities in Gauteng, frequency of audit
committee meetings is positively related to the financial performance of local
municipalities in Gauteng, and audit committee size is positively related with the
financial performance of local municipalities in Gauteng. The results of the current
study correspond with the findings reported by Kyere and Ausloos (2021) and
Zabojnikova (2016).

Furthermore, the hypothesis that a positive relationship exists between council size
and financial performance is rejected based on the results above. Therefore, the
study concludes that a negative relationship exists between council size and
financial performance. This means that as the council size increases, financial
performance decreases. The hypothesis that a positive relationship exists between
the frequency of audit committee meetings and financial performance is accepted.
As a result, the study concludes that a positive relationship exists between the
frequency of audit committee meetings and financial performance. This implies that
as the frequency of audit committee meetings increases, financial performance
increases. The hypothesis that a positive relationship exists between audit
committee size and financial performance is accepted. Thus, a positive relationship
exists between the two variables, denoting that the larger the audit committee size,

the better the financial performance.

5.4 CONCLUSION OF THE STUDY

The current study sought to investigate whether governance influences the financial

performance of local municipalities in Gauteng. It has employed three financial
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ratios, namely net operating surplus margin, current ratio, and return on assets, to
measure the financial performance of Gauteng local municipalities. Based on the
study findings, the conclusion is that a negative association exists between council

size and the financial performance of Gauteng’s local municipalities.

In addition, the current study thus concludes that the frequency of audit committee
meetings and audit committee size have a positive relationship with the financial
performance of local municipalities in Gauteng. This implies that large audit
committees and more frequent audit committee meetings result in better financial

performance.
5.5 RECOMMENDATIONS

The primary objective of the current study was to examine the impact of governance
on the financial performance of local municipalities in Gauteng. The council size
alone, if considered in terms of governance, is found to have a negative impact on
the financial performance of local municipalities in Gauteng. According to Igbal,
Nawaz and Ehsan (2019), large boards are deemed ineffective when it comes to
improving corporate performance. Therefore, the researcher recommends
amendments to existing legislation. The aim would be to reduce the number of
municipal councillors to a more optimal level. By doing so, the council could reduce
costs, improve the current ratio, enhance the net operating surplus, and ensure

sound governance in local municipalities.

The study reported a positive relationship between the frequency of audit committee
meetings and the financial performance of local municipalities in Gauteng. Therefore,
local municipalities should consider increasing the frequency of meetings held by the
audit committee to enable members to provide adequate support. Raising the
number will result in more frequent audit committee meetings, effective monitoring
and improved governance and financial performance. According to Agyemang
(2020), when frequent audit committee meetings are held, members become
acquainted with the affairs of a firm, which allows them to be able to execute their

oversight responsibilities and ensure proper monitoring of financial activities.
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Based on the results presented above, a positive relationship exists between audit
committee size and the financial performance of Gauteng's local municipalities.
Therefore, the study recommends that local municipalities review their audit
committee charters to increase the number of audit committee members to enhance
governance and financial performance. As per the resource dependence theory,
members in audit committees that are large turn to bring additional skills and
experience that can contribute significantly towards their oversight responsibilities,
such as monitoring management, which could ultimately lead to high revenue for a
firm (Al-Rassas & Kamardin, 2015).

Moreover, the study recommends that additional research studies on the impact of
governance on financial performance in other local authorities besides Gauteng local
municipalities should be carried out to determine whether various studies would
arrive at the same results. More studies should be conducted using other ratios
designed to measure financial performance at the local government level in South

Africa, as most of these ratios are underexplored.

5.6 LIMITATIONS OF THE STUDY

The limitation of the current study is that the sample did not comprise all the local
municipalities in Gauteng, as Westonaria and Randfontein Local Municipality were
merged to form the Rand West City Local Municipality in 2016. This means that
before 2016, resources and annual financial statements of the two local
municipalities were separate and that 50% of the Rand West City Local Municipality
data over the ten years was unavailable as the municipality only came into existence
once the amalgamation became effective. For these reasons, the researcher
expunged the Rand West City Local Municipality data from the sample. Although the
sample does not include all municipalities, it is large enough to represent the local

municipalities in Gauteng, as it only excludes Rand West City Local Municipality.

The disclosure of the qualifications of governance committee members, such as that
of the audit committee in the annual reports of the Gauteng local municipalities, was
most lacking in the secondary data published. Consequently, an independent

variable concerning the expertise of audit committee members could be incorporated
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into the conceptual framework. Therefore, using both secondary and primary data in

future studies would provide an in-depth analysis.

Although scholars have conducted substantial research investigating the impact of
governance on financial performance, much of the work focused mainly on the
private sector. Since many of these research studies focus on the private sector,
governance structures such as municipal councils and mayoral committees are less
commonly used for measuring corporate governance. Furthermore, as a result of
more research studies explicitly drawing attention to the private sector, financial
ratios recommended as suitable measures of financial performance for the local
government have been under-explored. Therefore, these constitute additional
shortcomings as similar investigations that analyse the impact of governance on the
financial performance in the public sector, particularly at the local government level,
remain little explored. Further research should analyse the relationship between

governance and municipal financial performance.

5.7 AREAS OF FURTHER RESEARCH

The current study was limited to analysing the impact of governance on the
performance of local municipalities in Gauteng. Further research studies could
consider increasing the sample size to include local municipalities in different
provinces across South Africa. In doing so, comparisons can be made regarding the
impact of governance on municipal financial performance, which will further aid in
designing specific regional ways to enhance the performance of municipalities.
Furthermore, it would be of interest for future research to incorporate other
dimensions to examine the financial health or performance of South African

municipalities.

82



LIST OF REFERENCES

Abdulazeez, D.A., Ndibe, L. & Mercy, A.M. 2016. Corporate governance and
financial performance of listed deposit money banks in Nigeria. Journal of

Accounting and Marketing, 5(1):1-6.

Abid, G., Khan, B., Rafiq, Z. & Ahmed, A. 2015. Theoretical perspective of corporate

governance. Bulletin of Business and Economics, 3(4):166—175.

Afza, T. & Nazir, M. S. 2014. Theoretical perspective of corporate governance: A

Review. European Journal of Scientific Research, 119(2):255264.

Aggarwal, P. 2013. Impact of corporate governance on corporate financial

performance. IOSR Journal of Business and Management, 13(3):01-05.

AGSA, 2018. Consolidated general report on local government audit outcomes
MFMA 2017-18, S.1.: AGSA.

AGSA, 2018. Media Release. [Online]
Available at: http://www.agsa.co.za/Reporting/MFMAReports/MFMA2016-2017.aspx
[Accessed: 17 September 2019].

AGSA. 2021. MFMA 20219-20 Consolidated general report on the local government
audit outcomes. AGSA

AGSA. 2022. MFMA 2020-21 Consolidated general report on the local government
audit outcomes. AGSA.

AGSA, 2020. 2020 MFMA Media release, s.l.: AGSA.
AGSA, 2021. www.agsa.co.za. [Online]

Available at: https://www.agsa.co.za/Auditinformation/AuditTerminology.aspx
[Accessed: 16 June 2021].

83



Al-ahdal, W.M., Alsamhi, M.H., Tabash, M.I. & Farhan, N.H. 2020. The impact of
corporate governance on the financial performance of Indian and GCC listed firms:

An empirical investigation. Research in International Business and Finance,
51:101083.

Al-Rassas, A.H & Kamardin H. 2015. Internal and external audit attributes, audit
committee characteristics, ownership concentration and earnings quality: Evidence

from Malaysia. Mediterranean Journal of Social Sciences, 6(3):458.

Ali, M. 2018. Impact of corporate governance on firm’s financial performance (A
comparative study of developed and non-developed markets). Journal of Business

Management and Economic Research, 2(1):15-30.

Aliyu, A.A., Bello M.U., Kasim, R. & Martin, D. 2014. Positivist and non-positivist
paradigm in social science research: Conflicting paradigms or perfect partners. J.
Mgmt. & Sustainability, 4(4):79.

Algatamin, R.M. 2018. Audit committee effectiveness and company performance:

Evidence from Jordan. Accounting and Finance Research, 7(2):48.

Amba, S.M., 2014. Corporate governance and firm’s financial performance. Journal

of Academic and Business Ethics, 8(1): 1-11.

Agyemang, J.K. 2020. The relationship between audit committee characteristics and
financial performance of listed banks in Ghana. Research Journal of Finance and
Accounting, 11(10):145-166.

Apuke, O.D. 2017. Quantitative research methods: A synopsis approach. Kuwait

Chapter of Arabian Journal of Business Management Review, 6(11):40—47.
Azim, F., Mustapa, M.Z. & Zainir, F. 2018. The effects of corporate governance and

related party transactions on firm performance among Pakistani family-owned firms.

Kuwait chapter of Arabian Journal of Business Management Review, 33(5813):1-23.

84



Bansal, N. & Sharma, A. K. 2016. Audit committee, corporate governance and firm
performance: empirical evidence from India. International Journal of Economics and
Finance, 8(3):103.

Bastomi, M., Salim, U. & Aisjah, S. 2017. The role of corporate governance and risk
management on banking financial performance in Indonesia. Jurnal Keuangan dan
Perbankan, 21(4):589-600.

Bendickson, J., Muldoon, J., Liguori, E. & Davis, P.E. 2016. Agency theory: the times

they are changing. Management Decision, 54(1).

Bothloko, T.S. 2017. Promoting effective financial accountability in local government
in the Northwest Province: Developing operational guidelines for Municipal Public
Accounts Committee (Doctoral dissertation, Bloemfontein: Central University of

Technology, Free State).

Buallay, A., Hamdan, A. & Zureigat, Q., 2017. Corporate governance and firm
performance: evidence from Saudi Arabia. Australasian Accounting, Business and
Finance Journal, 11(1):78-98.

Breakfast, N., Bradshaw, G. & Nomarwayi, T. 2019. Violent service delivery protests
in post-apartheid South Africa, 1994-2017- a conflict resolution perspective. African
Journal of Public Affairs, 11(1):106—126.

Chakanika, A. 2013. Corporate governance in South Africa: Progress and challenges

(Master’s thesis, University of Cape Town).

Chariri, A. 2017. Firm characteristics, audit committee, and environmental

performance. International Journal of Energy Economics and Policy, 7(6):19-26.
Cheah, S.S, Kuan, T.C., Chew, S.C., Low, X.Y. & Poon, Z.H. 2016. Audit committee

characteristics and firm performance of publicly listed companies in Malaysia
(Doctoral dissertation, UTAR).

85



Choiriya, C., Fatimah, F., Agustina, S. & Ulfa, F.A. 2020. The effect of return on
assets, return on equity, net profit margin, earning per share, and operating profit
margin on stock prices of banking companies in the Indonesia Stock Exchange.

International Journal of Finance Research, 1(2):103—-123.

COGTA, 2018. Minister Zweli Mkhize on Cooperative Governance and Traditional
Affairs Programme. [Online]

Available at: https://www.gov.za/speeches/end-year-statement-cogta-minister-dr-

zweli-mkhize-progress-made-cogta-implementation
[Accessed: 27 April 2019].

Corruption Watch, 2020. Annual Report, s.l.: s.n.

Corruption Watch, 2021. Annual Report, s.l.: s.n.

Darko, J. & Aribi, Z.A & Uzonwanne, G.C. 2016. Corporate governance: the impact
of director and board structure, ownership structure and corporate control on the
performance of listed companies on the Ghana stock exchange. Corporate

governance.

Dereje, M. 2015. The relationship between commercial banks’ economic

development and growth in Ethiopia. (Master’s thesis, Addis Ababa University.)

Dibra, R., 2016. Corporate governance failure: The case of Enron and Parmalat.

European Scientific Journal, 12(16).

DPME, n.d. Twenty Year Review South Africa 1994-2014, s.|.. DPME.

Dzingai, |. & Fakoya, M.B., 2017. Effect of corporate governance structure on the
financial performance of Johannesburg Stock Exchange (JSE)-listed mining firms.
Sustainability, 9(6):867

Emfuleni Local Municipality, 2021. [Online] Available at: https://www.emfuleni.gov.za/
[Accessed: 03 December 2021].

86


https://www.emfuleni.gov.za/

Erasmus, L.J. & Matsimela. T. 2020. The municipal audit committee self-review

threat: The South African dilemma. Southern African Business Review, 24:22.

Fadun, O.S. 2013. Risk management and risk management failure. Lessons for
business enterprises. International Journal of Academic Research in Business and
Social Sciences, 3(2):225.

Fajembola, O.D., Abdul Rahman, N.A. & Md Rus, R. 2018. Audit committee and
banking system stability: A conceptual framework. International Journal of Academic

Research in Business and Social Sciences, 8(6):463—474.

Fanta, A.B., Kemal, K.S. & Waka, Y.K. 2013. Corporate governance and impact on

bank performance. Journal of Finance and Accounting, 1(1):19-26.

Farhan, N.H.S., Alhomidi, E., Almagtari, F.A. & Tabash, M.l. 2019. Does corporate
governance moderate the relationship between liquidity ratios and financial
performance? Evidence from Indian pharmaceutical companies. Academic Journal
of Interdisciplinary Studies, 8(3):144.

Fauzi, F., Basyith, A. & Foo, D. 2017. Committee on board: Does it matter? A study

of Indonesian Sharia-listed firms. Cogent Economics & Finance, 5(1):1.

Florio, C. & Leoni, G. 2017. Enterprise risk management and firm performance: The

Italian case. The British Accounting Review, 49(1):56-74.

Gill A.S. & Biger, N., 2013. The impact of corporate governance on working capital
management efficiency of American manufacturing firms. Managerial Finance,
39(2):116-132.

Gupta, P. & Sharma, A.M. 2014. A study of the corporate governance practices on

firm performance in Indian and South Korean companies. Procedia-Social and

Behavioral Sciences, 133:4-11.

87



Haji, A.A. & Mubaraq, S. 2015. The implications of the revised code of corporate
governance on firm performance: A longitudinal examination of Malaysian listed

companies. Journal of Accounting in Emerging Economies, 5(3): 350-380.

Hanyane, B. & Naidoo, G., 2015. Municipal employees’ perceptions of service
delivery in Limpopo-South Africa: A critical need for good governance. Journal of
Human Ecology, 51(3): 241-249.

Harrison, J.S., Freeman, R.E. & Abreu, M.C.S.D. 2015. Stakeholder theory as an
ethical approach to effective management: Applying the theory to multiple contexts.

Revista brasileira de gestdo de negocios, 17:858—-869.

Hassan, M.K. & Halbouni, S.S. 2013. Corporate governance, economic turbulence
and financial performance of UAE listed firms. Studies in Economics and Finance,
30(2):118-138.

Honghui, L. 2017. The effect of corporate governance on the performance of firms
listed on the Nairobi securities exchange (Doctoral dissertation, University of
Nairobi).

Igbal, S., Nawaz, A. & Ehsan, S. 2019. Financial performance and corporate
governance in microfinance: Evidence from Asia. Journal of Asian Economics, 60:1—
13.

Jachi, M. & Mandongwe, L. 2019. Audit committee attributes and Internal audit
function effectiveness. Evidence from Zimbabwe Local Authorities. Research Journal
of Finance and Accounting, 10(24):59-70.

Johnston, M.P. 2014. Secondary data analysis: A method by which the time has

come. Qualitative and quantitative methods in libraries, 3(3):619—626.

Jurgens, U., Donaldson, R., Rule, S. & Bahr, J. 2013. Townships in South African
cities — literature review and research perspectives. Habitat International, 39:256—
260.

88



Kanyane, M. 2014. Exploring challenges of municipal service delivery in South Africa
(1994-2013). Africa’s Public Service Delivery & Performance Review. 2(1):90-110.

Keay, A. 2017. Stewardship theory: is the board accountability necessary?

International Journal of Law and Management, 59(6): 1292—1314.

Khalifa H, A.M.G., Natoli, R. & Zuhair, S. 2020. The impact of board and audit
characteristics on the financial performance of UAE listed firms. International Journal

of Accounting and Financial Reporting, 10(2).

Khatib, S.F. & Nour, A.N.l. 2021. The impact of corporate governance on firm
performance during the COVID-19 pandemic: Evidence from Malaysia. Journal of

Asian Finance, Economics and Business, 8(2):0943-0952.

Kilinc, N.O. & Erci, B. 2022. Development and psychometric properties of Covid-19
attitude scale for health workers. International Journal of Caring Sciences,
15(2):1140.

King Report on Corporate Governance, 2009. King report on governance for South

Africa 2009. Institute of Directors of Southern Africa.

Khyzer Bin Dost, M., Rehman, C., Gilaninia, S., Bte Ismail, K. & Wasim Akram, M.
2018. The impact of knowledge management’s practices on supply chain
performance of the dairy sector in Central Punjab: a mediating role of

decentralisation. Economic research-Ekonomska istrazivanja, 31(3):290-312.
Kyere, M. & Ausloos, M. 2021. Corporate governance and firms financial
performance in the United Kingdom. International Journal of Finance and

Economics, 26(2):1871-1885.

Lancaste, L. 2018. Unpacking discontent: Where and why protest happens in South
Africa. South Africa Crime Quarterly, 64:29—43.

89



Thanavathi, C., 2017. Advanced educational research and statistics. Salem:

Samyukdha publication.

Latif, B., Sabir, H.M., Saleem, S. & Ali, A. 2014. The effect of corporate governance
on firm financial performance: A study of family and non-family owned firms in

Pakistan. Research Journal of Finance and Accounting, 5(17):75-809.

Leedy, P.D. & Ormrod, J.E. 2019. Practical research: Planning and design. 12
Edition. Upper Saddle River: Pearson.

Lekubu, B.K. 2015. Manifestations of corruption in the City of Tshwane Metropolitan

Municipality. (Doctoral dissertation).

Lesedi Local Municipality, 2021. [Online] Available at: https://www.lesedilm.gov.za/
[Accessed: 02 December 2021].

Li, Y., Armstrong, A. & Clarke, A. 2014. The relationship between corporate
governance and financial performance of small corporations in Australia. Journal of

Law and Governance, 9(2).

Mabandla, N.Z., 2018. The relationship between working capital management and
the financial performance of listed food and beverage companies in South Africa

(Doctoral dissertation).

Mabati, J.R., Onserio, R.F. & Mutai, N.C. 2020. Governance and accountability: The

role of Audit Committee. Journal of Finance and Accountability, 4(2).

Machira, E.N. 2016. Effect of corporate governance on the financial performance of

insurance companies in Kenya (Doctoral dissertation, University of Nairobi).
Masegare, P.M. 2016. Critical analysis of corporate governance implementation and

control system within the municipal sector in Gauteng province in South Africa

(Doctoral dissertation).

90


https://www.lesedilm.gov.za/

Masuku, M.M. & Jili, N.N. 2019. Public service delivery in South Africa: The political

influence at local government level. Journal of Public Affairs, 19(4): e1935.

Mbecke, Z.M. P. 2014. Resolving the service delivery dilemma in South Africa
through a cohesive service delivery theory. Problems and Perspective in
Management, 12(4):265-275.

Mbu-Ogar, G.B., Effiong, S.A. & Abang, J.O. 2017. Corporate governance and
organisational performance: Evidence from the Nigerian manufacturing industry.
IOSR J. Bus. Manag, 19(8):46-51.

McLeod, J. 2019. Role of the board and directions: Board structure and composition.

Routledge Handbook of sport governance (pp. 243-253). Routledge.

Meyer, N. & Meyer, D.F. 2016. The relationship between the creation of an enabling
environment and economic development: A comprehensive analysis of management

at local government sphere. Polish Journal of Management Studies, 14(2):150-160.

Mogale City Local Municipality, 2021. [Online] Available at:

https://www.mogalecity.gov.za/ [Accessed: 03 December 2021].

Mohajan, H.K. 2017. Two criteria for good measurement in research: Validity and

reliability. Annals of Spiru Haret University. Economics Series, 17(4):59-82.

Mohale, D.M. 2013. Placement of municipalities under administration: A comparative
case study of Masilonyana and Nala Local Municipalities in the Free State province

in South Africa. (University of Witwatersrand, South Africa.)
Mokgatle, B. 2013. Enterprise risk management within public sector institution for

improving compliance: A case study into a public sector institution. (Doctoral

dissertation, University of Pretoria).

91


https://www.mogalecity.gov.za/

Motubatse, K.N. 2016. An evaluation of factors affecting the progression to clean
audit outcomes in South African municipalities (Doctoral dissertation, University of

Limpopo).

Motubatse, K.N., Ngwake, C.C. & Sebola, M.P. 2017. The effect of governance on
clean audits in South African municipalities. African Journal of Public Affairs,
January, 9(5):90-102.

Moyo, N.J. 2016. Corporate governance — A critical analysis of the effectiveness of
boards of directors in public entities in Zimbabwe. (Doctoral dissertation, University
of South Africa).

Municipalities of South Africa, 2022. [Online] Available at: https://municipalities.co.za
[Accessed: 24 September 2022].

Mwangi, J.K., Nyachwaya, Z.O0. & Cheruyoit, R.K. 2015. Effect of corporate
governance practices on the financial performance of SACCOs in Kericho
Municipality. IOSR Journal of Economics and Finance, 6(3):57-75.

M’ithiria, E.N., Danson, M. & Ken, S. 2017. Corporate governance, board structure
and firm value: A review of literature. Journal of Business Economic Policy, 4(4):72—
79.

Nchabeleng, O.P. 2019. Effect of audit committees’ composition on the financial
performance of selected South African state-owned enterprises. (Doctoral

dissertation, University of Limpopo).

National Treasury, 2014. MFMA Circular No. 71 Municipal Finance Management Act
No. 56 of 2003: Uniform Financial Ratios and Norms, S.I.: s.n

Ncgobo, P. & Malefane, S.R. 2017. Internal controls, governance and audit

outcomes: Case of a South African municipality. African Journal of Public Affairs,
9(5):74-89.

92


https://municipalities.co.za/

Nelson, C. 2016. Exploring monitoring and evaluation within a good governance
perspective: A case study of Stellenbosch Municipality. (Doctoral dissertation,

Stellenbosch: Stellenbosch University.)

Ngoepe, M. & Ngulube, P. 2013. Contribution of record-keeping to audit opinions: An
informetrics analysis of the general reports on audit outcomes of the Auditor-General
of South Africa. ESARBICA Journal, 32:52—-61.

Obert, S., Suppiah, S.D.K., Tendai, M.J., Desderio, C.M & Martin, D. 2014.
Corporate board failure in Zimbabwe: Have non-executive directors gone to sleep?
IOSR Journal of Business and Management, 16(7):78-86.

Ouma, C.A & Webi, R.Y. 2017. Effect of age diversity of board members on the
performance of non-governmental organizations in Kenya. International Journal of

Novel Research in Marketing Management and Economics, 4(2):101-123.

Okoth, B. 2016. Evaluating the impact of corporate governance on firm performance

using board index. (Master’s thesis, Anadolu Universitesi).

Pacheco, A.F.R. 2018. The impact of free cash flow and agency costs on firms’
performance: European evidence. (Doctoral dissertation, Universidade de Lisboa
(Portugal)).

Panda, B. & Leepsa, N.M. 2017. Agency theory: Review of theory and evidence on

problems and perspectives. Indian Journal of Corporate Governance, 10(1):74-95.

Paniagua, J., Rivelles, R. & Sapena, J. 2018. Corporate governance and financial
performance: The role of ownership and board structure. Journal of Business
Research, 89:229-234.

Peters, G.T. & Bagshaw, K.B. 2014. Corporate governance mechanism and financial

performance of listed firms Nigeria: A content analysis. Global Journal of

Contemporary Research in Accounting, Auditing and Business Ethics, 1(2):103—-128.

93



Primbs, M. & Wang, C. 2016. Notable governance failures: Enron, Siemens and

beyond. Select Seminar Papers. University of Pennsylvania, Carey Law School)

Qamar, B.K. 2018. Research ethics. Pakistan Armed Forces Medical Journal,
68(6):1503-54.

Republic of South Africa (RSA), 1998. Municipal Structures Act 117 of 1998.

Republic of South Africa (RSA), 1998. Municipal Systems Act 32 of 2000.

Sauerwald, S., Lin Z. & Peng, M.W., 2016. Board social capital and excess CEO
returns. Strategic Management Journal, 37(3): 498-520.

Sebei, M.T. 2013. Integrated development planning as a public policy model and
public participation tool in Fetakgomo Local Municipality, South Africa (2000—2009)

(Doctoral dissertation, University of Pretoria).

Setiany, E., Hartoko, S., Suhardjanto, D. & Honggoowati, S. 2017. Audit committee
characteristics and voluntary financial disclosure. Review of integrative Business and

Economics Research, 6(3):239.

Shaidi, E.W. 2013. Investigation into causes of service delivery protests in
municipalities: A case study of Nelson Mandela Bay municipality. (Doctoral

dissertation, Nelson Mandela Metropolitan University).

Sheikh, M.A. 2021. Influence of corporate governance attributes on financial
performance microfinance institutions in Nairobi County. (Doctoral dissertation,
KeMU).

Siddle, A. & Koelble, T.A. 2016. Local government in South Africa: Can the
objectives of the developmental state be achieved through the current model of
centralised governance? eSocialSciences. (Research no. 7) Swedish International

Centre for Local Democracy, Sweden.

94



Sidhu, M.K. 2018. Corporate governance: Theoretical framework. International

Journal of Research and Analytical Reviews, 5(1).

Soltani, B. 2014. The anatomy of corporate fraud: a comparative analysis of high
profile American and European Corporate Scandals. Journal of Business Ethics,
120(2):251-274.

Sosa, N.A. 2017. Towards a contingency theory of stakeholder relevance and the

stakeholder mapping process. (Honours programme, Angelo State University.)

Sporta, F.O. 2018. Effect of financial distress factors on the performance of

commercial banks in Kenya. (Doctoral dissertation, JKUAT).

RSA, 1996. Constitution of the Republic of South Africa. Act no. 108 of 1996.

Government Printer, South Africa.

Subramanian, S. 2018. Stewardship theory of corporate governance and value
system: The case of a family-owned business group in India. Indian Journal of

Corporate Governance, 11(1):88-102.

Tariquzzaman, A.T.M. 2017. Effects of corporate governance guidelines on
investors: An experimental examination of Bangladeshi investors’ decisions.

(Doctoral thesis, Victoria University of Wellington).

Tao, N.B. & Hutchinson, M. 2013. Corporate governance and risk management: The
role of risk management and compensation committees. Journal of Contemporary

Accounting and Economics, 9(1):83-99.

Tshipa, J., Brummer, L.M., Wolmarans, H. & du Toit, E. 2018. The effective of
industry nuances on the relationship between corporate governance and financial
performance: Evidence from South African listed companies. South African Journal

of Economic and Management Sciences, 2018 Jan 1; 21(1):1-18.

95



Tiberious, M., Mwania, J.M. & Mwinzi, J. 2016. The influence of financial resources
on the integration of the national goals of education. International Journal of

Education and Research, 4(9).

Van Eeden, E.S. & Khaba, B. 2016. Politicising service delivery in South Africa: A
reflection on the history, reality and fiction of Bekkersdal, 1949-2015. Journal for
Contemporary History, 41(2):120-143.

Velte, P. 2017. The link between audit committees, corporate governance quality
and firm performance: a literature review. Corporate Ownership & Control,
14(11):15-31.

Wanyama, D.W. & Olweny, T. 2013. Effects of corporate governance on the financial
performance of listed insurance firms in Kenya. Public Policy and Administration
Research, 3(4):96-120.

Yameen, M., Farhan, N.H. & Tabash, M.I. 2019. The impact of corporate governance
practices on firm’s performance: An empirical evidence from the Indian tourism

sector. Journal of International Studies, 12(1).

Yunos, R.M., Ahmad, S.A. & Sulaiman, N. 2014. The influence of internal
governance mechanism on accounting conversation. Procedia-Social and Behavioral
Sciences, 164:501-507.

Yusoff, W.F.W. & Alhaji, |.A. 2012. Insight of corporate governance theories. Journal
of Business & Management, 11(1):52—63.

Zabri, S.M., Ahmad, K. & Wah, K.K. 2016. Corporate governance practices and firm
performance: Evidence from top 100 public listed companies in Malaysia. Procedia

Economics and Finance, 35:287—-296.

Zabojnikova, G. 2016. The audit committee characteristics and firm performance:

Evidence from UK. (Master’s dissertation, University of Porto).

96



Zakaria, Z., Purhanudin, N. & Palanimally, Y.R. 2014. Board governance and firm

performance: A panel data analysis. Journal of Business Law and Ethics, 2(1):1-12.

Zengeni, R. 2014. Impact of external environment on organisational performance:
The case of ferrochrome industry in Zimbabwe. (Doctoral dissertation, University of

Zimbabwe).
Zulfikar, R., Lukviarman, N., Suhardjanto, D., Ismail, T. Astuti, K.D. & Meutia, M.

2020. Corporate governance compliance in the banking industry: The role of the

board. Journal of Open Innovation: Technology, Market, and Complexity, 6(4):137.

97



APPENDIX A: ETHICAL CLEARANCE

98



AR

university
of south africa

UNISA

UNISA DEPARTMENT OF FINANCE, RISK MANAGEMENT AND BANKING ETHICS
REVIEW COMMITTEE

Date: 01 December 2021 ERC Ref #2021/CEMS/FRMB/019

Name : Ms BE Kgwete
Dear Ms BE Kgwete Student #:39203115

Staff #:

Decision: Ethics Approval from 01 December 2021 to 30 November 2026

Researcher(s): Name Ms BE Kgwete
E-mail address: 39203115@mylife.unisa.ac.za, telephone 0645064415
Supervisor: Name: Prof A Mutezo

Email address: muteza@unisa.ac.za, telephone 012 429 4595

Working title of research:
The impact of governance on the financial performance of local municipalities in Gauteng

Qualification: MCOM BUSINESS MANAGEMENT

Thank you for the application for research ethics clearance by the Unisa DFRB Ethics Review
Committee for the above-mentioned research. Ethics approval is granted for the period
01 December 2021 to 30 November 2024

The Negligible risk application was reviewed by the DFRB Ethics Review Committee 25
November 2021 in compliance with the Unisa Policy on Research Ethics and the Standard

Operating Procedure on Research Ethics Risk Assessment

Preller Street, Muckleneu je, City
PO Box 392 UNISA 0003 So 3
Telephone: +27 12 429 3111 Facsimile: +27 12 429 4150
WWW.Unisa.ac.za

99



100



The proposed research may now commence with the provisions that:

1. The researcher(s) will ensure that the research project adheres to the values and
principles expressed in the UNISA Policy on Research Ethics.

2. Any adverse circumstance arising in the undertaking of the research project that is
relevant to the ethicality of the study should be communicated in writing to the DFRB
Committee.

3. The researcher(s) will conduct the study according to the methods and procedures
set out in the approved application.

4. Any changes that can affect the study-related risks for the research participants,
particularly in terms of assurances made with regards to the protection of
participants’ privacy and the confidentiality of the data, should be reported to the
Committee in writing, accompanied by a progress report.

5. The researcher will ensure that the research project adheres to any applicable
national legislation, professional codes of conduct, institutional guidelines and
scientific standards relevant to the specific field of study. Adherence to the following
South African legislation is important, if applicable: Protection of Personal
Information Act, no 4 of 2013; Children’s act no 38 of 2005 and the National Health
Act, no 61 of 2003.

6. Only de-identified research data may be used for secondary research purposes in
future on condition that the research objectives are similar to those of the original
research. Secondary use of identifiable human research data requires additional
ethics clearance.

7. No fieldwork activities may continue after the expiry date (2024). Submission of a
completed research ethics progress report will constitute an application for renewal
of Ethics Research Committee approval.

Note:
The reference number 2021/CEMS/FRMB/019 should be clearly indicated on all forms of

communication with the intended research participants, as well as with the Committee.

Yours sincerely,

-

&z
Signature M

Deputy Chair of DFRB ERC : Ms S Mare Executive Dean : Prof T Mogale
E-mail: mares@unisa.ac.za E-mail: mogalemt@unisa.ac.za
Tel: (012) 429- 8222 Tel: (012) 429-4805

URERC 25.04.17 - Decision template (V2) - Approve

PO Box 392 UNISA 0003
Telephone: +27 12 429 3111 Facsimile: +27 12 429 4150
www.unisa.ac.za

101



102



	ACKNOWLEDGEMENTS
	KEY TERMS
	mantswe a bohlokwa
	AMAGAMA ASEMQOKA
	ABBREVIATIONS
	list of figures
	List of Tables
	CHAPTER 1
	INTRODUCTION TO THE STUDY
	1.1 INTRODUCTION
	1.2 BACKGROUND TO THE STUDY
	1.3 PROBLEM STATEMENT
	1.4 RESEARCH OBJECTIVES
	1.4.1  Primary research objective
	1.4.2  Secondary research objectives

	1.5 RESEARCH QUESTIONS
	1.6 SIGNIFICANCE OF THE STUDY
	1.7 SCOPE AND DEMARCATION
	1.8 ASSUMPTIONS
	1.9 STRENGTHS AND LIMITATIONS OF THE STUDY
	1.10 STRUCTURE OF THE STUDY
	CHAPTER 2
	LITERATURE REVIEW
	2.1 INTRODUCTION
	2.2 THEORETICAL REVIEW
	2.2.1 Agency theory
	2.2.2 Stakeholder theory
	2.2.3 Resource dependency theory
	2.2.4 Stewardship theory
	2.2.5 Discussion of corporate governance theories

	2.3 AN OVERVIEW OF THE DETERMINANTS OF GOVERNANCE FAILURE
	2.3.1 Poor risk management
	2.3.2 Accountability deficit
	2.3.3 Ineffective leadership

	2.4 THE EFFECT OF GOVERNANCE FAILURE
	2.4.1 Fraud and corruption
	2.4.2 Service delivery grievances
	2.4.3 Corporate failure
	2.4.4 Negative audit opinion
	2.4.5 Poor financial performance

	2.5 CONCEPTUAL FRAMEWORK
	2.5.1 Council size
	2.5.2 Frequency of audit committee meetings
	2.5.3 Audit committee size
	2.5.4 Measuring firm financial performance
	2.5.5 Empirical review of an association between governance and financial performance

	2.6 HYPOTHESIS DEVELOPMENT
	2.7 CHAPTER SUMMARY
	CHAPTER 3
	RESEARCH METHODOLOGY
	3.1 INTRODUCTION
	3.2 RESEARCH DESIGN
	3.2.1 Research philosophy
	3.2.2 Research approach and strategy
	3.2.3 Time horizon
	3.2.4 Population and sampling

	3.3 DATA COLLECTION
	3.3.1 Measurement
	3.3.1.1 Dependent variables
	3.3.1.2 Independent variables
	3.3.1.3 Data analysis
	3.3.1.4 Reliability and validity



	3.4 ETHICAL CONSIDERATION
	3.5 CHAPTER SUMMARY
	CHAPTER 4
	RESULTS AND DISCUSSIONS
	4.1 INTRODUCTION
	4.2 DESCRIPTIVE STATISTICS
	4.2.1 Descriptive statistics on the dependent variable
	4.2.2 Descriptive statistics for corporate governance measures

	4.3 CORRELATION ANALYSIS
	4.3.1 Correlation between governance and financial performance

	4.4 Regression analysis on municipal financial performance
	4.4.1 Model 1: Return on assets
	4.4.2 Model 2: Net operating surplus margin
	4.4.3 Model 2: Current ratio

	4.5 DISCUSSION OF RESULTS
	4.6 CHAPTER SUMMARY
	CHAPTER 5
	CONCLUSIONS AND RECOMMENDATIONS
	5.1 INTRODUCTION
	5.2 SUMMARY OF OBJECTIVES AND RESULTS
	5.3 SUMMARY OF KEY FINDINGS
	5.4 CONCLUSION OF THE STUDY
	5.5 RECOMMENDATIONS
	5.6 LIMITATIONS OF THE STUDY
	5.7 AREAS OF FURTHER RESEARCH

	LIST OF REFERENCES
	APPENDIX A: ETHICAL CLEARANCE

	btnOpenRubric: 


