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ARTICLE INFO ABSTRACT

Original Scientific Paper ~ Milton Friedman’s traditional claim is that flexible exchange
Received: 04.04.2021 rates facilitate external adjustment by means of their cor-
Revised: 07.06.2021 rective movements before the balance of payments crisis
Accepted: 08.06.2021 occurs. In order to test this hypothesis, we employ the first

order autoregression based on the panel data on exchange
doi10.7251/ACE2134009G rate regime and external balance expressed as the share of
UDC balance of goods and services in GDP. The sample covers
330.001:339.727.22(4-664) 16 Central and Eastern European (CEE) and 12 Common-
wealth of Independent States (CIS) transition countries over
the period 2000-2019. The results, which are based on the
sample of all transition countries, failed to prove that more
flexible exchange rate regimes facilitate external adjust-
ment. When the analysis was performed on two groups of
countries separately, the results showed that the deficit of
balance of goods and services in CIS countries has a higher
JEL Classification: F32,  persistence compared to CEE countries. However, a more
F31,C33 flexible exchange rate regime does not facilitate external ad-
justment. On the other hand, in CEE countries, the relation-
ship between exchange rate regime flexibility and the rate of
balance of goods and services reversion exists, proving that
Friedman’s hypothesis does hold.

© 2021 ACE. All rights reserved
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1. INTRODUCTION

The type and application of an exchange rate regime and its impact on the inter-
nal-external balance of the economy are one of the most important issues faced
by policymakers. According to the official International Monetary Fund (IMF)’s
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de facto classification of exchange rate regimes, the country could implement
one of ten exchange rate regimes divided into three coarse groups: hard pegs,
soft pegs and floating regimes (IMF, 2020). The literature, which focuses on the
impact of the exchange rate regimes on macroeconomic performances, is based
on two broad types of the exchange rate regimes: fixed and flexible.

There is no consensus in the literature on the macroeconomic effects of the ex-
change rate regime. Proponents of the fixed regimes argue that stable exchange
rates have positive effects on inflation, interest rates, investment, and thus on the
economic growth rates. On the other hand, opponents of the fixed exchange rates
state that these regimes invoke speculative attacks, so policymakers are forced
to increase the real interest rate in order to defend the particular exchange rate.
Therefore, a positive effect on economic growth through lower interest rates is
not the rule. Authors who favor flexible exchange rate regimes argue that the
inability to adjust the nominal exchange rate in the fixed exchange rate regimes
when the country faces external shock leads to slower adjustment of the real
exchange rate, and thus price distortions, and inefficient resources allocation
(Zarkovié, Gligori¢ & Tesi¢, 2012; Levy-Yeyati & Sturzenegger, 2002).

The traditional argument of advocates of flexible exchange rate regimes is that
these regimes promote balance of payment adjustment. During the Bretton Woods
era, the fixed exchange rates have prevailed in almost all countries with belief
that these regimes would be able to provide the stability of international mon-
etary system and promote international trade and economic growth. Although
the Bretton Woods system and fixed exchange rate regimes were very popular in
the early years of its operation, Milton Friedman, in his article published in 1953,
stood firm in favor of flexible regimes. He argues that volatility of exchange
rates is misinterpreted by those who are in favor of fixed exchange rates. Accord-
ing to Friedman, the volatility of exchange rates is not a symptom, but a cause of
economic imbalances. Fixing the exchange rates would not resolve the economic
imbalance problems, but rather suppress them, until they become unsustainable
and cause a currency crisis. On the other hand, flexible exchange rates provide
exchange rate adjustments on the ongoing basis (Ghosh et al., 2008). Instead of
sudden changes of exchange rate in fixed exchange rate regime, when it becomes
unsustainable, choosing the flexible exchange rates provides smooth adjustment
according to the change in the economic fundaments. Moving to more flexible
exchange rates is also often suggested to countries by the IMF as a solution for
large current account imbalances (Chinn & Wei, 2008).

The exchange rate regime has a significant impact on the external balance, pri-
marily through the movement of the real exchange rate (RER). The RER is equal

10 http://www.ae.efunibl.org/
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to the nominal exchange rate, adjusted for the inflation difference in the country
and abroad. If the domestic inflation is higher than weighted inflation in the ma-
jor trading partners, the RER appreciates, and competitiveness is deteriorating.

Numerous studies find empirical evidence to support the view that more flex-
ible exchange rate regimes facilitate external adjustment. Chinn and Wei con-
ducted research on the sample that contained about 170 countries over the period
1971-2005, based on exchange rate regime classifications by Levy-Yeyati and
Sturzenegger (2004, a,b) and Reinhart and Rogoff (2004). They did not find a
strong, robust relationship between exchange rate regime flexibility and the rate
of current account reversion, even after accounting for the degree of economic
development, the degree of trade, and capital account openness (Chinn & Wei
2008). According to Chinn and Wei, the absence of a strong relationship between
the flexibility of nominal exchange regime and the speed of convergence in real
exchange rates is stated as the main reason for the lack of faster external adjust-
ment in the more flexible exchange rate regimes compared to the fixed ones. The
analysis that covered period 1970-2008 and the sample of 171 countries used
different econometrics methods. The results regarding the impact of exchange
rate regime on the current account adjustment process were different, depending
on the econometric method that was used. Regardless of the econometric tech-
niques, the overall conclusion supports the positive impact of exchange rate flex-
ibility on the external adjustment (Tippkdtter, 2010). Clower and Ito (2012) tried
to examine the statistical nature of the persistency of current account balances
and its determinants using the panel of 70 countries. They find, generally, that
exchange rate regime is not a robust determinant of current account persistence.
In addition, using the sample of emerging market countries, they found that fixed
exchange rate regime can increase the probability of entering the random walk
regime. The random walk regime represents periods during which a country runs
an “explosive”, or non-mean reverting (nonstationary) current account balance.

A study conducted by a respectable group of researchers led by Artish Ghosh,
has confirmed Milton Friedman’s claim from the mid-20th century that flexible
regimes facilitate external adjustment. Analyzing the sample of 181 countries
for the period 1980-2011, the authors have found a statistically significant re-
lationship between the exchange rate regime flexibility and the speed of cur-
rent account adjustment (Ghosh Qureshi & Tsangarides, 2014). But this study is
specific in determining exchange rate regimes that operate within the particular
country. The authors detected bilateral exchange rate regime between a country
and each country’s trade partner. If a country, for example, implements a cur-
rency board but the anchor currency fluctuates regarding to the currency of the
particular trading partners, the bilateral exchange rate regime is labeled as float-

http://www.ae.ef.unibl.org/ 11
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ing regimes, and an association between bilateral regime and bilateral current
account balance is examined.

In the recent study, using a panel of 180 countries over the 1960—2007 period,
Eguren-Martin (2016) analyzed external adjustment in industrial and non-indus-
trial countries separately. He founds that in non-industrial countries, more rigid
exchange rate regimes were associated with larger and more persistent current
account imbalances, while the external adjustment of the industrialized coun-
tries did not differ significantly regarding the degree of exchange rate regime
flexibility. Faster external adjustment under more flexible regimes exists thanks
to expenditure-switching behavior of consumers when faced with changes in
international relative prices.

The transition process which began in 1990 was very challenging for socialistic
countries in Central and Eastern Europe (CEE), and other socialist countries
which were formed following the dissolution of the Soviet Union. The transition
process requires an economic liberalization, deregulation, ownership transfor-
mation through the privatization process, as well as reforms which are related
to the macroeconomic stabilization. The main objective and the main concern
of the economic policy at the beginning of the transition process was to achieve
macroeconomic stabilization. It implied an inflation reduction and exchange rate
stabilization.

The introduction of a fixed exchange rate regime of the domestic currency against
a strong currency, was a characteristic of numerous anti-inflation programs in
transition countries. The appreciation of the RER is a phenomenon characteris-
tic for the transition countries. The RER appreciation is the consequence of the
increase in prices of non-tradable goods (Balassa-Samuelson effect) on the one
hand, and the inflows of capital from abroad on the other hand. The fixed ex-
change rates are associated with higher appreciation, because flexible exchange
rates allow mitigating the impact of the capital inflows on RER appreciation
(Combes, Kinda & Plane, 2011). The RER appreciation means reduced competi-
tiveness of the domestic production and thus higher external deficits. This could
cause the balance of payments crises and force monetary authorities to devalue.
Even though the internal balance (economic growth, employment and price sta-
bility) is the priority for the policymakers in transition countries, the external
balance (sustainable current account) should not be neglected.

The experience of many transition countries has confirmed that the policy of
a fixed exchange rate, as a part of an anti-inflation strategy, has contributed to
macroeconomic stabilization, which is reflected in the relatively rapid reduction
of the inflation to single digits, thus creating conditions for structural reforms

12 http://www.ae.ef.unibl.org/
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(Beker-Pucar, 2010). The RER appreciation and accumulation of current account
deficits have led to external debt accumulation and increased the risk of devalua-
tion. Some of the European transition countries, like Poland, Hungary, Romania,
Serbia and the Czech Republic, after archiving the macroeconomic stabilization,
introduced more flexible exchange rate regimes. Other countries (Bosnia and
Herzegovina (B&H), Bulgaria, North Macedonia and Baltic states (now Euro-
zone members)), have retained the fixed exchange rate regimes even in the later
stages of transition. Therefore, for the countries which have continued the ap-
plication of fixed exchange rate regimes, monetary policy is aimed at achieving
low inflation rather than external balance equilibrium. On the other hand, CIS
countries generally did not use the exchange rate as the declared nominal anchor.
For some countries, including Kazakhstan and Ukraine, exchange rate has been
a de facto anchor. In the case of Belarus, the nominal anchor was Russian ruble,
but de facto nominal anchor was US dollar (Keller and Richardson, 2003). Ac-
cording to the IMF extended exchange rate regime classification for the period
1990-2001, composed by Bubula and Otker-Robe (2002), during the 1990s all
CIS countries except for Russia implemented some form of a fixed exchange rate
regime, at least in one year. Jeffrey Sachs (1996) also argues that most transition
countries, undertook stabilization programs to end high inflation. Sachs advises
CIS and CEE countries to adopt a pegged exchange regime as a part of the initial
policy of macroeconomic stabilization. After one or two years of stabilization
and liberalization, the CIS and CEE countries should move to flexible exchange
rate regimes. Even though some countries have achieved stabilization under
floating exchange rate regimes, Sachs emphasizes that these costs of stabiliza-
tion, the costs under the floating exchange rate regime, seem to be much higher
than in the pegged-exchange rate stabilization. The literature which analyzed the
impact of exchange rate regime flexibility on the external balance in transition
countries is not as abundant as for the developed countries. Domag, Peters, and
Yuzefovich (2001) based their analysis on the sample of 24 transition countries
for the period 1991-1998. The analysis reveals that countries which implemented
fixed exchange rate regime experienced the largest current account imbalances
(5.4% of GDP) compared to countries with intermediate and flexible exchange
rate regimes, whose current account imbalances were lower, 4.7% and 3.9% of
GDP respectively. Sabine Herrmann (2009) used panel data set which included
11 catching-up countries from Central, Eastern and South-eastern Europe be-
tween 1994 and 2007. According to Sabine, the flexible exchange rate regime
really facilitates current account adjustment, at least in the short run.

Dragutinovi¢ (2008) estimated price elasticity of export and import for Serbia
and revealed that the sum of these two elasticities is lower than 1, therefore

http://www.ae.efunibl.org/ 13
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Marshall-Lerner conditions are not satisfied. This implies that depreciation of
exchange rate cannot decrease the current account deficit. Beker-Pucar (2010)
investigated whether the policy of greater exchange rate flexibility implemented
in Serbia over the period 2000-2009 had an impact on the external balance. The
results showed that current account deficits grew regardless of the implemented
policy of greater exchange rate regime policy. Vujanié, Zarkovié¢ and Gligorié
(2017) analyzed the impact of exchange rate regime flexibility on the current
account imbalance for the European transition countries during the period 2000-
2014. The authors concluded that the policy of greater exchange rate regime
flexibility facilitated current account adjustment only in more developed transi-
tion countries. The results also implied that the fixed exchange rate regimes are
more appropriate for less developed transition countries.

In this research, we will investigate the impact of the exchange rate regime flex-
ibility on the external balance in the CEE and the CIS countries over the period
2000-2019. Our assumption is that a more flexible exchange rate regime does
facilitate external adjustment in the transition countries. This paper is organized
as follows. After the Introduction, we describe the data and methodology which
will be used to test our hypothesis. The results contain the descriptive statistic
of the main variables which we use in our regression, regression results of the
impact of exchange rate regime flexibility on the external adjustment in the tran-
sition countries, and the comments. In the discussion, we analyze the obtained
results, compare them with similar research, conclude the research, and derive
the policy implications regarding the available instruments to deal with external
imbalances in the transition countries.

2. MATERIALS AND METHODS

The sample consists of 16 CEE transition countries (Albania, Bosnia and Herze-
govina, the Czech Republic, Bulgaria, Croatia, Estonia, Hungary, Latvia, Lithu-
ania, Montenegro, North Macedonia, Poland, Romania, Serbia, Slovak Repub-
lic, Slovenia) and 12 CIS transition countries (Armenia, Azerbaijan, Belarus,
Georgia, Kazakhstan, Kyrgyzstan, Moldova, Russia, Tajikistan, Turkmenistan,
Uzbekistan and Ukraine). The analysis is based on the annual data for the pe-
riod 2000-2019, except for Montenegro for which the analysis covers the period
2007-2019.

In this paper we estimate the rate at which external balance reverts to its mean
value, following the methodology used in the similar studies, (Chin & Wei
2008; Ghosh, Terrones & Zettelmeyer, 2008; Herman, 2009; Ghosh Qureshi &

14 http://www.ae.ef.unibl.org/
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Tsangarides, 2014), but with certain modifications, due to specificity of transi-
tion countries. For this purpose, we use a basic first-order autoregression:

BGS,=p,+p,BGS,  +p,XRR, +p.(BGS, X XRR )+ +A +&,

where,

BGS, denotes balance of goods and services in country i in year 7, ex-
pressed a as a percent of GDP. This indicator is taken from World Devel-
opment Indicators (World Bank, 2020);

BGS, , denotes balance of goods and services expressed in country i in the
year ¢-1, expressed a as a percent of GDP, i.e. lagged balance of good and
services;

p, is autoregressive parameter, whose value closer to 1 denotes a more
persistent trade balance. The coefficient indicates to what extent the trade
balance in current year is caused by trade balance from the previous year;
XRR , is the degree of the flexibility of exchange rate regime in country i
in year ¢ according to the IMF methodology of the exchange rate regime
classification (Bubula & Otker-Robe, 2002; IMF, 2021). The more flex-
ible exchange rate regime, the higher value of XRR, is, so hard peg regime
takes value 1, conventional peg and stabilized agreement 2, intermediate
regime 3, managed floating/floating regimes 4 and independent/free float-
ing regimes take value 5;

BGS, ,x XRR is the interaction term between the exchange rate regime
flexibility and lagged trade balance;

p, coefficient next to the interaction term between the exchange rate re-
gime flexibility and lagged trade balance, is the coefficient of key impor-
tance for testing whether the exchange rate regime flexibility facilitates
external adjustment. If flexible exchange rate regimes imply faster con-
vergence of the trade balance, then the coefficient p, should be statistically
significant and negative (Ghosh Qureshi & Tsangarides, 2014);

u,is country specific effect while and A, is time specific effect to capture
common shock across all countries in the model.

e, 1s standard error and it should be robust.

The expression reversion of the external balance means the adjustment of the
balance of goods and services from any default value to a mean value which
depends on the underlying equation. It is assumed that this mean value of the
balance of goods and services corresponds to its long-run equilibrium, which is
country specific. This approach implies that there is a long-run equilibrium, but

http://www.ae.efunibl.org/ 15
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it does imply that the long-run value of the balance of goods and services to GDP
ratio will be zero (Herman, 2009).

Most previous studies used balance of current account as an indicator for the
external balance. In this research, we will use balance of goods and services for
this purpose, for two reasons. The first is the specificity of the structure of the
current account in the transition countries. Most transition countries are emigrant
countries due to economic reasons, and in the previous period transition coun-
tries experienced high inflow of workers remittances and pensions. Very high
amounts of such inflows are not sustainable in the long run because the second
generation of migrant workers often decide to change residence and stay abroad
without a plan to return home. Thus, the transition countries cannot rely on this
type of inflow for relatively high balance of goods and services deficit in the
long run and should improve competitiveness. Second reason for using balance
of goods and services as a proxy for external balance lies in the economic theory.
The postulated relationship between exchange rate flexibility and external bal-
ances refers mainly to trade rather than to personal transfers and factor incomes.

Also, we made some changes in the exchange rate regime classification com-
pared to the IMF classification regarding the classification of the transition coun-
tries which have joined Eurozone (Slovenia, Slovakia, Estonia, Latvia, Lithu-
ania). After the 2007, the IMF classifies countries which belongs to the currency
unions, according to the classification of the exchange rate regime of the mutual
currency. Due to the fact that exchange rate of the euro fluctuates freely on the
foreign exchange, all transition countries which have joined the eurozone have
been classified as countries which implement a free floating exchange rate re-
gime, according to the IMF classification. However, if we analyze the impact of
the balance of payments of these countries on the euro exchange rate, it is quite
certain that, due to the relatively low economic capacity, the balance of payments
deficit in these countries would not by itself cause an adequate weakening of the
euro exchange rate sufficient to restore the equilibrium. Also, if an asymmetric
and negative external shock hits some of these countries, the euro exchange rate
would not act as a shock absorber. Therefore, the central banks of these countries
do not have the possibility of conducting an “independent” monetary policy.
Hence, for the purpose of this research, we reclassified these countries as a hard
peg regime after joining eurozone. This classification is consistent with the ear-
lier (before 2007) IMF classification rule when countries which are a part of the
currency union are classified as “exchange rate regime with no separate legal
tender”.

16 http://www.ae.efunibl.org/
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Here, we will apply the panel (data) analysis, which is the most appropriate
statistical method to analyze two-dimensional, typically cross sectional and
longitudinal. The previously specificized model will be estimated with country-
specific fixed effect (CFE) and country-specific fixed and time effect (CFE/TE).

3. RESULTS

The data presented on the Graph 1 shows that the average value of the balance
of goods and services in both CEE and CIS transition countries over the period
2000-2019 was -7,8% of GDP. If we compare the trends for two groups of coun-
tries separately, the analysis reveals that the trends were different in the years
before and after the Global economic crisis in 2008. In the period before the
crisis, the CEE countries experienced, on average, significantly higher deficit of
balance of goods and services compared to CIS countries, but in both group of
countries, deficits increased, primarily led by the high global economic growth
rates. In the years after the global economic crisis, the CEE countries have expe-
rienced a decrease in the deficit. The deficit for the CIS countries remained very
high, but with decreasing trend after 2016.

2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019

-12

-14

-16

== == CEE countries

CIS countries === Average (2000-2019)

Graph 1. Balance of goods and services in transition countries (% of GDP)
Source: Author’s calculation based on the World Bank, 2021.

Graph 2 shows the average value of the degree of the exchange rate regime
flexibility. As we have described above in the methodology, the exchange rate
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regime is represented by the absolute number which takes values from 1 to 5, de-
pending on its flexibility in the particular country/year. More flexible exchange
rate regime is represented by a higher number. As we can see, CIS countries ap-
plied a more flexible exchange rate regime compared to CEE countries, but the
trend of transition toward a less flexible exchange rate regime was obvious only
in the years preceding the Global economic crisis in 2008. On the other hand, in
CEE countries, the trend toward less flexible exchange rate regimes became vis-
ible after 2006, but this trend is mainly the consequence of the accession of some
countries to the eurozone. Namely, some countries, such as Slovenia, Slovakia
and Latvia applied a more flexible exchange rate before joining the eurozone,
but Estonia and Lithuania retained the same degree of the flexibility due to ap-
plying currency board during the participation in the European Exchange Rate
Mechanism. Also, some CEE countries, such as Serbia and Romania, transited
to a more rigid exchange rate regime during the last few years of the analyzed
period (IMF, 2021).

2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019

== == CEE countries CIS countries

Graph 2. Exchange rate regime flexibility in transition countries
Source: Author’s calculation based on the IMF, 2021.

A simple comparation of the trends in external balance and applied exchange rate
regime could not reliably reveal the relationship between these two trends, due to
the impact of other country-specific and time-specific factors which could also
determine external balance, and of course the specifics of the panel data. The
results of the previously specified model are presented in the Table 1.
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The Model 1 refers to the model specification with only country-specific effect,
while other model contains both country-specific and time (year) specific effect.
Also, the first two models contain estimated results for all countries, while the
Model 3 and 4 contain the estimated result for CEE and CIS countries separately.

As we can see from the Table 1, the coefficient on the AR term (BGS ), which
shows degree of external balance persistence, is statistically significant at 1% of
significance in all estimated models. However, the estimated coefficient of inter-
action term is not significant in the models which include all transition countries,
regardless of whether or not the model is estimated with only time effect (Model
1) or both, time and country fixed effect (Model 2). Therefore, our findings are
contrary to Friedman’s hypothesis if we estimate the model with both group of
transition countries — CEE and CIS.

Table 1. Estimation results: Exchange Rate Regime Flexibility and External Adjustment

All countries CEE countries  CIS countries
VARIABLES Model 1 Model 2 Model 3 Model 4
BGS | 0.635%** 0.629%** 0.464%** 0.680%**
(0.067) (0.066) (0.058) (0.116)
XRR, -0.427 0.109 0.311 -0.915*
(0.326) (0.353) (0.283) (0.445)
BGS_ x XRR, 0.011 0.010 -0.036* -0.003
(0.031) (0.032) (0.018) (0.053)
Constant -1.321 -5.327* -8.381%* -0.443
(0.979) (2.998) (3.259) (3.853)
Observations 547 547 312 235
R-squared 0.538 0.567 0.708 0.565
Number of countries 28 28 16 12
Country-fixed effects No Yes Yes Yes
Time (year) effects Yes Yes Yes Yes

Source: Author’s calculation in STATA 15/SE based on World Bank, 2021; IMF, 2021
Notes: Robust standard errors in parentheses (*** p<0.01, ** p<0.05, * p<0.1)

Because of the problem of a high level of the heterogeneity in the full sample,
which arises from the difference between CEE and CIS countries, we have es-
timated the separate models for CEE countries (Model 3) and for CIS coun-
tries (Model 4). In the Model 3, which contains estimated coefficients for CEE
countries, the coefficient of interaction term between exchange rate flexibility
is statistically significant at 10% and negative, which implies that flexible ex-
change rate regimes do facilitate balance of goods and services adjustment in
CEE countries. This shows that our results are in line with conventional wis-
dom and Friedman’s hypothesis. In the Model 4, which represents CIS countries,
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the coefficient of interaction term is not statistically significant, so the choice
of exchange rate regime is not important for the external adjustment. From the
estimated Models 3 and 4, we can notice that the coefficient on the AR term
(BGS,)) is higher for CIS compared to CEE countries. This coefficient shows to
what extent the current year’s deficit is conditioned by the deficit in the previous
year. If this coefficient is higher, the level of persistence of balance of goods and
services deficit is higher too. Therefore, based on our findings, higher external
imbalances persistence is observed in CIS countries. These results are in line
with the trend in the balance of goods and services, which we have shown in
the Graph 1. The deficit of balance of goods and services in CEE countries has
a greater tendence to decrease, while in CIS countries, the deficit does show less
clear tendency to decrease.

4. DISCUSSIONS AND CONCLUSION

In this research we have used the IMF exchange rate regime classification to
analyze the impact of exchange rate regime flexibility on the external adjust-
ment in CEE and CIS transition countries for the period 2000-2019. Unlike other
research, which used current account balance, we used balance of goods and
services as a measure of external imbalances due to the specifics of transition
countries. The common characteristic for most transition countries are the im-
plementation of stabilization of programs based on a fixed exchange rate regime
at the beginning of transition. In the latter stages of transition, some countries
decided to transit to a more flexible exchange rate regime, while others contin-
ued implementing a fixed exchange rate regime. The choice of an exchange rate
regime is one of the most important decision for the policymakers due to its im-
pact on both internal and external balance of the economy which is often in con-
flict. Therefore, some countries opted for continual implementation of a fixed
exchange rate regime due to fear that transition to more flexible regimes would
cause significant costs such as higher inflation, higher risk and uncertainty as-
sociated with exchange rate risk, especially in the case of high external debt and
high import dependence. Analysis showed that it is not uncommon for countries
to transit to more flexible regimes, and, after a certain period, they will again ap-
ply the fixed ones. However, persistent implementation of more rigid exchange
rate regime could have a consequence in the higher and more persistent external
imbalances, according to the Friedman’s hypothesis that flexible exchange rates
would facilitate external adjustment.

Our panel analysis, based on a group of 16 CEE transition countries and 12 CIS
countries, failed to prove that more flexible exchange rate regimes facilitate ex-
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ternal adjustment. When the analysis was performed on two groups of countries
separately, the estimation results showed that the deficit of balance of goods and
services in CIS countries has a higher persistence compared to CEE countries,
but a more flexible exchange rate regime does not facilitate external adjustment.
However, in CEE countries, the relationship between exchange rate regime flex-
ibility and the rate of balance of goods and services reversion exists, proving
that Friedman’s hypothesis does hold. Taking into account that, in general, CEE
countries are more developed than CIS countries, the results are in line with
the statement that conducting efficient independent monetary policy requires ad-
equate institutional and economic capacity.

Our findings for CEE countries are in line with the results of Herrman (2009)
which relate to 11 catching-up countries from Central, Eastern and South-Eastern
Europe between 1994 and 2007. The policy of greater exchange flexibility is an
efficient tool for reducing external imbalances in CEE transition countries, but it
is not solution for the problems of external imbalances in CIS countries. This re-
search has some limitations which are related to relatively short time series data.
However, research in this field could be improved in the future by using bilateral
data on balance of goods and services and bilateral exchange rate regime accord-
ing to the methodology proposed by Ghosh Qureshi & Tsangarides (2014). The
biggest challenge in conducting such research is the availability of reliable data
on the bilateral balance of goods and services.
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CIIOJbHO NMPUJIIATOBABABE U ®JIEKCUBUJITHOCT
PEKUMA JEBU3HOTI' KYPCA: CJIYYAJ TPAH3ULINOHUX
3EMAJBA

1 dparan ['muropuh, Yausepsuret y bamoj Jlymu, Exonomcku danynret, bama Jlyka, bocna u
XepueroBuna
2 bopue Tpenosiku, Ce. Kupun u Metoauje Yausepsutet y Croruby, EkoHOMCKH dakynTer,
Crorube, MakenoHuja
3 Kpucrujan Koxecku, CB. Kupuin u Meronmje Yauepsuret y Ckorby, EkoHOMCKH (akynTer,
Crorbe, MakenoHuja

CA/KETAK

TpanuuuonanHa TBpAma MwuintoHa ®dpuamana je aa (GIEeKCUOUIHH JCBU3HH
KypC OJIaKIlIaBa CIIOJBHO MpuiiarohaBame CBOJUM KOPEKTHBHHM KpETambHMa,
TIpHje Hero To aohe 1o riaTHoOumaHcke kpuse. [la 6umcMo Tectupanu oBy Xu-
MoTe3y, KOPUCTUMO ayTOPErpecHjy MpBOT pejia 3aCHOBaHY Ha TTaHelN MoJaluMa
KOjU c€ OJIHOCE Ha NPUMHjCH-EHE PEXKUME JIEBU3HOT Kypca U CIOJbHOTPrOBHH-
CKOM OMIJIaHCY M3paXeHHM Kao yauo Omianca poOa u yciyra y B/III-y. Y3opak
oOyxBara 16 Tpansunnonux 3emaspa Llentpanne u Mcroune EBporne (IUE) n
12 3emaspa 3ajeqaurie HezaBucHux apxasa (3H/I) Toxom mepmoma 2000-2019.
Pesynraru GasupaHu Ha y30pKYy CBUX 3eMalba y TPAH3HIUjH HHUCY YCIIEIH Jia
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JOKaxy J1a pIeKCHOMITHUjU PEXKUMH JIEBU3HOT Kypca OJIaKIIaBajy CIIOJbHO MPH-
narohaBame. Kaja je aHain3a u3BpIeHa HA J[BUje TPyIe 3eMajba OJ[BOjCHO, pe-
3y/lITaTH MOKa3yjy Ja nepuuut Ouianca pobda m yciyra y 3emsbama 3HJ[ nma
Behy ucrpajuoct y nopehemy ca 3emsbama LIUE, anu duiekcuOMIHIU peKUME
JICBU3HOT Kypca O OBHM 3eMJbaMa He OJIaKIIaBajy CIOJbHO Npuiiarohasame. Me-
hyrum, y 3emspama L{UE mocroju Be3a usmely QuexcuOuiHOCTH pexuma Jie-
BU3HOT Kypca U CIIOJbHOTPrOBUHCKOT OMJIaHca, Tako na PpupmMaHoBa XUIoTe3a
UTIaK BPH]C/IH.

Kbyune pujeun: peoicum 0egusnoz Kypca, cnonmho npuiazohasarse, 3emme y
Mpan3uyuju, aymopezpecuja npeoz peoa
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Original Scientific Paper ~ Gross domestic product is the commonest economic vari-
Received: 01.09.2020. able that is used to measure economic performance, either
Revised: 22.02.2021. for intertemporal or international comparison. Nigeria as a
Accepted: 23.02.2021. country has been ruled since independence by two sets of

regimes: the military and the civilian. Arguments were and
doi10.7251/ACE2134025A still are concerned with which of the two regimes favoured
UDC the country economically. The study therefore estimates
355.48(669):[332.155:620.92  the gross domestic product of Nigeria using Chow test. The
essence of Chow test is to determine if there was structural
break from the point the country fully began civilian dis-
pensation from the previous military regime. Using both
the F statistic and the Chow test, the results show that there
was indeed structural break between the military regime
and the civilian regime. This result was further confirmed
JEL Classification: EO1, by the Cusum Square test that shows that the overall model
H11, H53 was unstable before the correction. The results further show
that out of five components of aggregate demand, four of
the variables have coefficients higher during the civilian
than the military regime. The study therefore concluded
that civilian rule is better economically than military rule
in Nigeria. It was recommended that politicians and politi-
cal office holders should act within the ambit of the law to
sustain the democracy the country is currently enjoying.

© 2021 ACE. All rights reserved

Keywords: gross domestic
product, military regime,
civilian regime and Chow
test

1. INTRODUCTION

The national income, according to conventional economics definition, is the to-
tal monetary values of all the goods and services produced by the nationals and
non-nationals residing in a particular country irrespective of the geographical
location of producers. The estimates are usually done at periods of time, usually
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once a year. It is captured by what is called gross domestic product. A lot of eco-
nomic variables are used in determining the health situation of a particular coun-
try. Testing the economic situation of a country is often done in two layers; the
intertemporal comparison and the international comparison (Lyoha, Oyefusi and
Oriakhi, 1998). The intertemporal comparison situates the country’s economic
performance from year to year. That is, it is used when a particular period in the
history of a country is needed to be compared with another period. On the other
hand, international comparison is done when trying to compare the economic
performances of two or more countries.

Since 1960 when the nation got its independence, Nigeria as a country has been
ruled largely by two different regimes, the military and the democratic. The cata-
logue of the different regimes is epitomized by the arrival of Abubakar Tafawa
Balewa on October 1, 1960 as the country’s first Prime Minister. This was the pe-
riod when the country practiced the parliamentary system of government, and the
country’s ceremonial Head of State was the Queen of England (Babatola, 2014).
The country became a republic in 1963, with Tafawa Balewa still at the head of
affairs. This democratic dispensation was terminated by the military coup on the
16" of January, 1966. This was the coup that brought in Major General Johnson
Aguiyi-Ironsi. He was the Nigeria’s Head of State for a period of six and a half
months before he was assassinated and another military head of state, General
Yakubu Gowon, took charge. Aguiyi Ironsi’s period as the country’s head of state
was perhaps the longest of all the military regimes as he ruled the country be-
tween August 1, 1966 and 29" of July, 1975 (a period of approximately 9 years)
before he was assassinated (Odinkalu, 2001; Ehwarieme, 2011)

The 1975 coup brought in the regime of General Muritala Muhammed on 29%
of July, and he was in charge of the country’s affairs for about 7 months before
he was assassinated on 13" of February, 1976 by a coup led by Dimka. The
death of Muritala Muhammed heralded another military regime headed by Ma-
jor General Olusegun Obasanjo, who reigned until October 1, 1979 when he
voluntarily handed over power to a democratically elected government of Alhaji
Shehu Shagari. That period started the country’s second republic and the coun-
try switched from the British parliamentary system of government to American
presidential system. The four year period was successful completed on the 30% of
September, 1983 and he was re-elected for the second and final term, expectedly
to terminate on September 30, 1987. The second term was however cut short by
another coup on the 31% of December, 1983. This was the coup that brought in
Major General Muhammadu Buhari. Buhari was directing the country’s socio-
economic affairs of the country until his regime was equally terminated by a
palace coup (Akanji, 2019) on the 27" of August, 1985. This coup brought in
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General Ibrahim Badamosi Babangida who was the second longest serving head
of state of Nigeria. He reigned for a period of 8 years before he “stepped aside”
forcefully on 26" of August, 1993. His exit brought in an interim government
headed by Chief Ernest Shonekan, the only non-military and non-democratic
regime but was classified as the third republic (Kifordu, 2013). The interim gov-
ernment was brought down by General Sanni Abacha on the 17" of November,
1993 who took charge of the nation’s affairs until death terminated his regime
also on 8" of June, 1998. The demise of General Abacha ushered in the regime
of General Abdusalami Abubakar on the 8" of June, 1998 (Ogbeidi, 2012). Ab-
dusalami midwifed the transition to civil rule and within a period of one year,
he handed over power to another democratically elected government headed by
Chief Olusegun Obasanjo. The second coming of Obasanjo heralded the fourth
republic which the country is still enjoying (State House, Federal Republic of

Nigeria, 2019).

The point of the above exposition is that, given a period of 60 years of independ-
ence, the chronicle of regimes in the country shows that the country has been
ruled approximately 30 years apiece both by the military and the civilian regime.
While, there is no consensus on which regimes fare better in improving the lots
of the citizenry in Nigeria, the popular opinion is that the worst of democratic
regime is by far better than the best of military regimes. Typical macroeconomic
objectives are synonymous with national objectives. (Abiola, 2019). These mac-
roeconomic objectives are broadly divided along the lines of general and the spe-
cific. Irrespective of the economic status of a country or the type of dispensation
at the helm of affairs of the country, a country would always pursue four general
economic goals of increasing the growth of the nation’s income or output, main-
tenance of price stability, reduction in unemployment rate and maintenance of
balance of payment equilibrium.

The most prominent of these goals is the increase in national income or national
output. While continuous increase in the nation’s gross domestic product is only
a sign of economic growth that does not translate into better welfare for the citi-
zenry, it is at least a pedestal which the economic performance of a country is
gauged with over time. The aim of this study is therefore to assess the economic
performance of the two regimes, military and civilian, in Nigeria with a view of
ascertaining which of the regimes impacted positively on the populace. While
acknowledging the multi-diversity and the very sensitive debates and arguments
that this topic is capable of throwing up, it is the desire of this study to narrow
the scope of the discussion to only gross domestic products alone. This does not
undermine other variables which historians, political scientists, diplomats and
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other related discipline workers may want to bring into the equation of which
regime fares better.

1.1. Objectives of the study

The broad objective of the study was to estimate the gross domestic product of
Nigeria for the period of 1984-2018. The specific objectives are: to determine
the economic performance of the country between 1984 and 1999, a period of
military dispensation; to investigate economic performance of the country from
1999 to 2018, a period of democratic dispensation; situate the two periods with
drawing a valid conclusion on which of the two regimes is better.

1.2. Review of literature

There exists quite a large number of economic literature that tackles estimat-
ing economic growth. Some studies examine economic growth from the an-
gle of estimating the determinants of gross domestic product, others examine
it from the angle of estimating the multipliers of the components of aggregate
demand. Hashim et al (2018), opines that gross domestic product (GDP) growth
is extremely vital in order to pursue continuous development and advancement
needed for any nation. The paper examines the relationships between five macro
variables, particularly, population, gross fixed capital formation, labour force
participation, government expenditure on health and education, and real GDP in
Malaysia. The findings reveal that population and gross fixed capital formation
are positively related to GDP. Therefore, they are important factors in explain-
ing higher GDP. Meanwhile, other factors do not essentially contribute to GDP
growth and are negatively related to each other, respectively.

Chizonde (2016) investigates the determinants of economic growth in Zam-
bia using the Bounds Approach to Integration developed by Persaran and Shin
(1999). The study specifically pays attention to the role of copper, a major export
item in the country, in the analysis of economic growth. In order to test the valid-
ity of this postulation, the study estimates an Autoregressive Distributed Lags
(ARDL) Model with copper prices as one of the variables of interest. Estimation
results indicate that, in the long-run, economic growth is determined by physi-
cal capital, exchange rate, inflation, crude oil price, government spending and
agricultural productivity; international copper prices only influence growth in
the short-run. Therefore, with proper planning and strategic policy interventions,
the study concluded that Zambia can still achieve higher sustainable economic
growth even when international copper prices are falling.
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In another study related to economic growth, Maingi (1999) examines determi-
nants of the real gross domestic product growth rate in Kenya. The objectives
of the study were to identify the factors that determine fluctuations in real gross
domestic product (GDP) growth rate in Kenya, measure the relative effect of the
factors, and give policy recommendations. Time-series data were collected from
government and the World Bank publications for the period 1973-1997. Data
collected were integrated to make it stationary. Ordinary least squares (OLS)
method of estimation using time-series programme (TSP) was applied to sta-
tionary data. Both linear and log-linear models were run and on the basis of
results the linear model was adopted. From the linear regression results, growth
of capital stock, export growth, financial development, external debt, exchange
rate, and real interest rate were found to be significant determinants of real gross
domestic product. On the basis of these findings, policy recommendations were
then drawn on these variables so as to accelerate the pace of GDP growth rate
in Kenya.

Ali and Salif (2017) evaluate the determinants of economic growth for Pakistan.
The research tries to analyse the nature of causality between economic growth,
foreign direct investment, agriculture rate, energy consumption and trade open-
ness. The ADF unit root test is used to determine the order of integration of
variables. While Johansen (1988) and Johansen and Juselius (1990) maximum
likelihood estimation approach is applied to check the co-integration and VECM
is used to check the short run correlations. Diagnostic test, impulse response
function, variance decomposition and granger causality are also used to check
autocorrelation and causality among these variables. The result shows that there
is affirmative impact of agriculture, energy consumption, trade liberalization
and foreign direct investment on gross domestic product. Moreover, in short run
trade openness, agriculture rate and energy consumption have positive impact
on economic growth, but foreign direct investment has negative impact on gross
domestic product. Though, the block of exogeneity tests shows that the granger
causality runs from gross domestic product, trade openness, foreign direct in-
vestment, energy consumption and agriculture growth rate, while only agricul-
ture growth rate and energy consumption are significant.

Volatility and the sluggish nature of Nigeria’s economic growth response to
various macroeconomic efforts at enhancing the economy prompted Uwakaeme
(2015). The study examines the major economic growth determinants as well
as the direction of causality that exists between economic growth and some
selected economic growth indicators in Nigeria, employing the Johansen Co-
integration and Granger Causality tests for a period 1980-2012. Leaning on the
newer endogenous growth framework and based on the empirical evidences, the
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results demonstrate that a positive and significant long-run relationship exists
between economic growth (GDP) and some selected economic growth indica-
tors namely: productivity index (industrial), stock market capitalization and FDI
indicating that they are major growth determinants. However, the impact of trade
openness, although positive, is not quite impressive as reflected in the size of its
regression coefficient in part. Others (inflation and excessive government fiscal
deficit) show significant inverse relationship with economic growth, implying
that they constitute impediment to the growth of the economy. The directions of
causality between economic growth and the selected determinants are mixed —
unidirectional, bilateral and independent. Overall, the speed of the equilibrium
adjustment (as indicated by well-defined negative ECM coefficient) is slow and
suggests that economic growth process in Nigeria tends to adjust slowly to the
disequilibrium changes in those determinants suggesting policy lag effect. Based
on these findings, the study recommends that the government should strive to
achieve sustainable price stability, fiscal discipline, and economic efficiency
driven by infrastructural support and enhanced technological capabilities, strong
institutional and economic reforms to increase production capacity.

Ismaila and Imoughele (2015) examine the macroeconomics determinants of
economic growth in Nigeria measured by real gross domestic product (RGDP).
The study used time series data obtained from CBN for a period of 26 years
(1986-2012). Augmented Dickey-Fuller (ADF) test was used for the unit root
test and Johansen’s co-integration test was also conducted to establish long run
relationship between economic growth and its macroeconomics determinants.
The result shows six co-integrating equations which establish the existence of
long-run relationship among the variables. Ordinary Least Square statistical
technique was used to assess the degree of influence the variables have on each
other. The results show that gross fixed capital formation, foreign direct invest-
ment and total government expenditure are the main determinants of Nigeria
economic output under a stable inflationary rate. The study recommended that
there is the need for government to consciously develop the business environ-
ment by provision of necessary infrastructure, which will lower the cost of doing
business in Nigeria. There is also the need for the government to retain tight
monetary and fiscal policies in order to fight inflation in the Nigerian econo-
my, since inflation has negative influence on investment and Nigeria economic
growth and finally, there is the need to put stringent policy in place to minimise
strike action in the Nigerian labour sector in order to enhance their performance
to the nation economy.

Egbulonu and Ajudua (2017) also examined the determinants of economic
growth in Nigeria using the macro-econometric approach for the period 1980-
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2014. Data for the study were sourced from the Central Bank of Nigeria (CBN)
Statistical Bulletin and the National Bureau of Statistics (NBS). The macroeco-
nomic model formulated used Gross Domestic Product (GDP) as the dependent
variable while Foreign Direct Investment (FDI), Degree of Openness (DOO),
Gross Capital Formation (GCF), Money Supply (MS), Interest Rate (INT), Gov-
ernment Expenditure on Education (GEE) and Employed Labour Force (ELF)
are the explanatory variables. The data were tested for Stationarity using Aug-
mented Dickey-Fuller (ADF) Unit Root test. The test revealed that all the vari-
ables used in the study are stationary at their first difference [i.e. 1(1)]. The data
were also subjected to co-integration test in order to see whether using the vari-
ables together in the model would produce reliable results. The test revealed that
a long run relationship exists between economic growth (GDP) and the macro-
economic variables used in the study. The study found that foreign direct invest-
ment, degree of openness, gross capital formation, money supply, government
expenditure and labour force have positive and direct relationship with economic
growth (GDP) while interest rate has a negative relationship with GDP. How-
ever, gross capital formation is the only variable that is not significant at 5%
level. This led to the conclusion that all the variables specified in the model (ex-
cept gross capital formation) are important determinants of economic growth in
Nigeria. The study recommended that there should be an improvement in invest-
ment in major sectors of the economy, especially the agricultural and industrial
sectors. Also, the government should adopt an aggressive national investment
programme to channel all unexpected and unbudgeted incomes arising from oil
windfalls, recovered loots and tie every such unforeseen gains to specific invest-
ment projects. In addition, foreign direct investors should be given operational
terms favourable to the nation’s economy, and foreign investors should be made
target idle or new sectors in the economy. Finally, investment in human capital
and engaging the huge unemployed labour force in the country should be of high
importance to the government.

Panshak, Civcir and Ozdeser (2020) examine Nigeria’s long run growth path us-
ing the externally and internally constrained version of Thirlwall’s growth model

from 1982 to 2015. The study modifies the SCA-BOPCG to take into account
the effects the foreign contents in export growth and the domestic investment.
Three Stage Least Squares method is used to obtain the required elasticities for
the estimation of the domestic income growth. The study affirms the robustness
and validity of the modified model in determining the growth path for Nigeria.
The outcome of the empirical study reveals that Nigeria’s economic growth pro-
cess is balance-of-payment constrained. Even though monetary policies improve
growth performance, Nigeria sustainably grows faster with policies aiming at
improving external balance or reducing the import components of demands, in-
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creasing export share to products with high elasticity of demand as well as keep-
ing budget deficits within the universally acceptable limits.

The opinion of Adebayo (2016) is that economic growth in Nigeria has been
under serious dimensional attacks especially since the commencement of the
Buhari administration in 2015. The GDP as the proxy for economic growth has
been surrendered to recession since the second quarter of 2016. Economic reces-
sion is synonymous with, what most commentators and analysts use as a practi-
cal definition of recession, two consecutive quarters of decline in a country’s
real (inflation adjusted) gross domestic product (GDP) - the value of all goods
and services the country produces. It is considered as a period of falling demand,
production, and economic activities which causes panic and great concern in fi-
nancial markets generally. The quest for knowing what is next was the objective
of this paper. The GDP in US Dollars was subjected to static forecasting models
using 1960-2015 as the sample frame with a decade forecast of 2016-2025. Find-
ings revealed that GDP, which was at a peak of US$568.51 billion in 2014 toed
a downward trend of US$481.07 billion in 2015, picked from the downward
trend increasing marginally to a forecast value of US$483.53 billion in 2016 and
US$508.78 billion in 2017 to US$533.33 billion in 2018 and GDP of US$564.78
billion in 2019; but could not reach the 2014 peak (maxima), the peak to-trough
(2014) output of US$568.51 billion, until the 1st quarter of 2020. The study rec-
ommended among others that the Federal Government should be economically
diplomatic in handling the menace of militancy in the Niger Delta if it is difficult
to balance the economy without oil. This will go a long way in revamping the
economy provided that the level of destruction is still within economic repair-
able possibilities.

The study by Uchechukwu and Ibiok (2015) analysed sectoral contributions
to Gross Domestic Product by agriculture, industry and service sectors of the
economy using a Vector Autoregressive (VAR) approach. The test of stationar-
ity using Augmented Dickey Fuller (ADF) showed that all the variables were
integrated of order one. Granger causality was used to find the linkages among
the variables under consideration. The result showed bilateral causality between
GDP and sectoral contribution to GDP by Industry. Thereafter the unrestrict-
ed VAR parameter estimate was obtained for GDP and sectoral contribution to
GDP by industry. In conclusion, it is recommended that the Nigerian government
should come up with strategic master plan to diversify the economy using the
agriculture and service sectors since the Nigerian economy from our analysis is
grossly dependent on sectoral contributions of industry to GDP.

Babalola, Salako, Yusuf and Egbekunle (2015) empirically compared the impact
of government expenditures of adjudged critical sectors on economic growth be-
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tween the military and civilian period in Nigeria. It employs quantitative analysis
by the use of Auto Regressive Distributed Lag model to estimate both short-run
and long run impact of Government expenditures on economic growth between
these periods. The study reveals that during the military era government expendi-
tures on education, agriculture and defence have positive and significant impacts
on the economic growth in the long-run. Government expenditures on defence
and agriculture were retarding the growth in the short run. However, during the
democratic system, government expenditures on agriculture and transport/com-
munication sectors promote growth in Nigeria both in the long run and short
run. The government expenditures on education and defence have significant
negative impacts on the economy in the long run. The study concludes that the
reason for the failure of public expenditures to achieve the fiscal objectives is not
connected to the fact that the level of corruption is outrageous to the extent that
if it is not at par with corruption during the military regime it surpasses it. Con-
sequently, the study decries a policy prescription that the government expendi-
tures of these sectors should be increased except for the education sector to meet
the UNDP recommendations. The government should avoid the proliferation of
anti-graft agencies but strengthen the available ones to carry out their functions
diligently without political interference.

Closely related to this is the study by Anyiwe and Oziegbe (2016) that carried
out a statistical investigation on the Nigerian system (which has experienced
both democratic and military regimes) to determine which regime has brought a
greater level of economic growth, Statistical time-trend analyses are applied to
some Nigerian economic variables. Eleven economic growth variables such as
gross domestic per capita, food production per capita and discomfort index were
used. The results show that seven of the eleven variables indicate better perfor-
mance during democracy compared to military rule, while both regimes per-
formed abysmally in the remaining four variables. It is therefore recommended
that for greater economic growth, Nigeria should continue to embrace democ-
racy and that well-articulated macroeconomic policies to encourage economic
variables such as non-oil export trade, foreign direct private investment, food
production, etc. should be made in democratic and good governance settings.

The study conducted by Anazor (2011) is about leadership and governance in
Nigeria. This study compared and contrasted as well as examined critically the
military rule and civilian rule in Nigeria government and politics and also sug-
gested some solutions for effective leadership and good governance in Nigeria.
The researcher raised six questions backed up by three formulated hypotheses.
The questionnaire approach to statistical analysis was adopted. The primary in-
strument of data collection was the interview method. Exactly 175 people were
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duly interviewed from the six geo-political zones of Nigeria including FCT Abu-
ja. The three hypotheses formulated serve as a guide to the work. They were ac-
cepted or rejected based on the analysis of the data generated, using descriptive
or content analysis. Majority views and minority views were recorded and most
times more than a single person shared the same opinion in various issues. The
findings of the study include: bad leadership and ineffective governance im-
pede development; the negative influence of colonialism, imperialism, and neo-
colonialism militates against development in Nigeria; the military rule militates
against development in Nigeria. Some recommendations made include: decolo-
nization, transparency and accountability, radical but non-violent revolution, and
the pursuit of true freedom by dismantling of Whiteman’s throne theory.

Etim and Ukpere (2012) examine the impact of military rule on democracy in
Nigeria. The paper seeks to explain the rationale of the militarized dispositions
of politicians in the current democracy. It adopts descriptive and case history
perspective, asserting that the behavioural trend is an outcome of the long years
of military governance. The paper found out that military rulership affects the
executive, legislature, the judiciary and the civil society. The values and norms
imbibe manifests in the practice of the current democracy. This explicates the use
of force rather than dialogue in the suppression of dissent in ‘Odi’, and ‘Zaki-
biam’, disobedience of the court orders, closure of media houses, the arrest of
journalists and militancy as in the Niger-Delta.

2. METHODOLOGY AND MODEL SPECIFICATION

As stated in the title of this study, the methodology adopted is econometrics with
special emphasis on unit roots tests, co-integration test and Chow test. The Chow
test is a statistical and econometric test of whether the coefficients in two lin-
ear regressions on different data sets are equal. The Chow test was invented by
economist Gregory Chow (1960). In econometrics, the Chow test is most com-
monly used in time series analysis to test for the presence of a structural break.
In macroeconomics, a structural break occurs when there is an unexpected shift
in the data of a time series (Luitel and Mahar, 2015). For the purpose of this
analysis, we broke the trend of Nigeria’s gross domestic product to two periods,
1983-1999 (the military period) and 1999-2018 (the civilian period).

Chow Test examines whether parameters of one group of data are equal to those
of other group. Simply put, the test checks whether data can be pooled. If only
intercepts are different across groups, this is a fixed effect model, which is sim-
ple to handle. Let us consider two groups.
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y=a+Px+e for all observation
y=o,+Bx+eg for n, observations (group 1)
y=o,+Bx+¢, for n, observations (group 2)

The null hypothesis is o, =a, and B,=p,. If the null hypothesis is rejected, two
groups have different slopes and intercepts; data cannot be pooled.

Fo . (¢e—ele,—ele,)/J  (SSE-SSE,-SSE,)/J
(J.n +n, - )_(el'el+e;e2)/nl+n2—2](_(SSE1+SSE2)/n1+n2_2K

where €’e is the SSE of the pooled model and J is the number of restrictions
(often equal to K—all parameters

The model adopted for this study is the Keynesian model of open macroeconomy
where

Y=f(C,I1,G X, M) (1)
Linearly expressed as

Y=0+BC+B,I1+BG+B,X+B.M+e forall observations 2)
Y=o,+B,C+ B+ PB,G+P,X+P.M+eg, forn observations (group 1) (3)
Y=a,+B/C+B1+B,G+ B X+ M+Ee, forn, observations (group 2) (4)

Where

Y = Gross Domestic Product

C = Household Consumption Expenditure

I = Private Investment Expenditure

G = Government Expenditure

X = Export

M = Import

For the purpose of this study, three log linear regression equations were esti-
mated. The first for the overall data set spanning from 1984 to 2018. The second

spanning the period of 1984-1998, while the last one spanning the period of
1999-2018.
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3. EMPIRICAL ANALYSIS AND RESULTS

3.1. Trend Analysis of Nigeria GDP

A very vantage position to begin with our analysis is the examination of the
trend of the country’s gross domestic product between 1984 and 2018. This is
presented in Figure 1 below:
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Figure 1: Trend of Nigeria GDP

Source: Computed by the author

A casual observation of the figure above shows that there does not seem to be
a break in the trend throughout the period of observation, especially the period
under consideration. Therefore, it is imperative we use Chow test to confirm if
indeed there was no structural break in the GDP of Nigeria. The results which are
presented in Appendices 1, 2 and 3 are summarized in the Table 1 below:

Table 1: OLS estimates of the overall data (1984-2018)

Variables Constant C I G X M
Coefficient 0.932 0.563 0.341 0.063 0.186 -0.151
t statistics 1.913 13.079 5.997 3.852 5.520 -3.504
n=n +n, 35

R? 1.00

Adjusted R2 0.999847

SSE 0.04

Durbin Watson 1.26

Df=n +n,-2k=23 23

Source: Author’s calculation (2021)
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Table 2: OLS estimates of the military regime data (1984-1998)

Variables Constant C 1 G X M
Coefficient -0.001 0.519 0.429 -0.010 0.219 -0.148
t statistics -0.229 12.170 5.590 -0.364 11.672 -9.393
n, 15

R? 1.00

Adjusted R? 0.999783

SSE 0.004

Durbin Watson 2.58

Df=n -2k 3

Source: Author’s calculation (2021)

Table 3: OLS estimates of the civilian regime data (1999-2018)

Variables Constant C I G X M
Coefficient -0.023 0.524 0.433 0.012 0.201 -0.129
t statistics -0.789 117.019 21.669 9.659 35.716 -19.649
n, 20

R? 1.00

Adjusted R? 0.999948

SSE 0.006

Durbin Watson 1.47

Df=n -2k 8

Source: Author’s calculation (2021)
From the F specified above, the estimated F is as given below:

(¢e—ele,—ele,)/ 7 (0.04-0.004-0.006)/6

F(6,23)= (cle,+cle,)/m+n—2K  (0.004+0.006)/23

The decision rule is such that if F calculated as observed with the 12.5 is greater
than F from the table (F( ek = 1 6,23’5.%)) = 2.53, then the null hypothesis of 'the
same slope and the same intercept is rejected and data cannot be pooled. The im-
plication of the result is that the hypothesis for stability of parameters is rejected
and that there exists structural break between the military era and the civilian era

as regards the Nigeria GDP.

3.2. Chow breakpoint test

Giving credence to the above F-statistic analysis is the Chow breakpoint test as
estimated using E-views. The result is presented in the Table 4:
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Table 4: The Chow Breakpoint test result

Chow Breakpoint Test: 1999

Null Hypothesis: No breaks at specified breakpoints
Varying regressors: All equation variables

Equation Sample: 1984 2018

F-statistic 9.140087 Prob. F(6,23) 0.0000
Log likelihood ratio 42.67088 Prob. Chi-Square(6) 0.0000
Wald Statistic 54.84052 Prob. Chi-Square(6) 0.0000

Source: Author’s calculation (2021)

The F statistic from the above results which is 9.14 is found to be significant
judging from the probability value of 0.000. The implication of the null hypoth-
esis of no breaks at specified points is rejected. This further supports the above
F analysis that there is structural break between the military and the civilian
regimes with respect to the GDP of Nigeria during the period of observation.

3.3. Stability test for the model

The essence of this test is to confirm whether there is actually a sharp departure
of Nigerian gross domestic product during civilian regime from what was previ-
ously obtained during the military regime. The result is presented in the Figure 2.
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Figure 2: Stability test for the model
Source: Computed by the authors
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The blue line outside the boundary line of 5% level of significance is an indica-
tion of non-stability of the country’s gross domestic product during the period
of observation. Although the concern of the study is more for 1999 when the
country returned to the civil rule, the noticeable departure from the normal trend
of the country’s gross domestic product was in 1997. This coincided with the
period the military regime of Abacha facing legitimacy challenges from civil
societies in the country.

However, with the introduction of dummy variables with zero covering the pe-
riod of military regime and 1 covering the period of civilian regime, the instabil-
ity was corrected and the result is as shown in the Figure 3.
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Figure 3: Adjusted stability test for the model
Source: Computed by the author

With the introduction of the dummy variables using zeros for military periods
and 1s for civilian periods, the noticed instability was corrected and the model
becomes stable as shown with the blue line falling within 5% significance level
boundary.

4. DISCUSSION OF RESULTS

Since the results of the Chow test indicate the presence of structural break, this
implies that three models estimated are valid. From the results, two of three esti-
mates are in conformity with economic theory that affirms positive relationship
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between the determinants of aggregate demand and aggregate demand itself with
the exception of import. This means that the estimate for the military regime
that shows a negative relationship between government expenditure and gross
domestic product is at variance with economic theory of positive relationship.
The most feasible explanation for this is connected with high level of corruption
that are associated with military regimes especially money laundering, a major
characteristic of all military regimes but most prominent in Abacha regime of
1993-1998.

A juxtaposition of the coefficients of the two regimes shows that out of five vari-
ables that make up the aggregate demand, the military regime only fares better in
the area of export, where the coefficient of 0.219 exceeds that of the civilian of
0.201. In other variables of consumption, investment, government expenditure
and import, the civilian regime fares better that military as the coefficients of
0.524, 0.433, 0.012 and -0.0129 exceed that of 0.519, 0.429, -0.010 and -0.148
for civilian and military regimes respectively.

The fact that all observations have been brought down to logarithm shows that
a unit rise in household consumption under the civilian regime means that the
gross domestic product will increase by 0.524, while a unit rise in household
consumption will increase GDP by 0.519 unit under the military regime. For the
case of government expenditure, a unit rise in government expenditure raises
GDP by 0.012 unit under civilian regime, while a unit rise in government ex-
penditure decreased GDP by 0.0129 unit under the military regime.

In all three estimates, the t values (represented by the figures in parenthesis) are
significant at both 1% and 5% for all variables with the exception of the govern-
ment expenditure variable under the military regime. This implies that all vari-
ables individually belong to the model.

In terms of serial correlation that implies biasedness in terms of the result ob-
tained, with the Durbin Watson of 1.47 and 2.58 for civilian and military re-
gimes respectively, using the rule of thumb, it can be evidently concluded that
the model for military regime implies the absence of serial correlation, while
there is inconclusive evidence to suggest the presence of serial correlation in the
model for civilian regime.

S. CONCLUSION AND RECOMMENDATION

Gross domestic product is the commonest economic variable that is used to
measure economic performance, either for intertemporal or international com-
parison. Nigeria as a country has been ruled since independence by two sets of
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regimes: the military and the civilian. Arguments were and still are concerned
with which of the two regimes favoured the country economically. The study
therefore estimates the gross domestic product of Nigeria using Chow test. The
essence of Chow test is to determine if there was a structural break from the point
the country fully began civilian dispensation from the previous military regime.
Using both the F statistic and the Chow test, the results show that there was in-
deed a structural break between the military regime and the civilian regime. This
result was further confirmed by the Cusum Square test that shows that the overall
model was unstable prior to correction. The results further show that out of five
components of aggregate demand, four of the variables have coefficients higher
during the civilian regime than the military.

The study therefore concluded that civilian rule is better economically than mili-
tary rule in Nigeria. It is therefore recommended that politicians and political
office holders should act within the ambit of the law and do everything humanly
possible to sustain the democracy the country is currently enjoying.
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MNPOLJEHA BPYTO JOMAREI ITPOU3BOJA HUT'EPUJE
TOKOM BOJHOT' 1 HUBUJIHOI' PE2XKUMA: TECT HOY

' Abunemu Abuoia, Exonomcku ¢dakynret, Aueju Kpayrep Yuusepsurer y Ojy,
npxasa Ojo, Hurepuja
2 Pacak Anerymu Anedabu, Exonomcku ¢pakynrer, Emanyen Enajanse,
VYuauresscku dakynrer y Ojy, apxkasa Ojo, Hurepuja

CA/KETAK

BpyTto momahu mponsBon je Hajuentha ekoHOMCKa BapHjabiia Koja ce KOPUCTH 32
Mjepermne eKOHOMCKHUX mepopMaHc - Omio 3a nopeheme TOKOM BpeMeHa MU
3a mehynaponHo nopehemwe. On ycrnocraBibama CBOje He3aBHCHOCTH Hurepu-
JOM BIIanajy Ba peKrMMa: BOjHU M ITUBWIHU. PacmpaBe u mabe Tpajy OKO Tora
KOjH je OJ1 Ta JiBa PeXXMMa HAKIIOWkEH 36MJbH Y €KOHOMCKOM cMucity. Hama cry-
Ija cTora mpoijjemyje OpyTo nomahu mpousson Hurepuje momohy tecra Yoy.
Cymtunaa Tecta Yoy je y yTBphuBamy Ja JiH je OO0 0 CTPYKTYpPHOT MPEeKuaa
y TPEHYTKY KaJia je JipJKaBa y MOTIYHOCTH 3arouelia MUBUITHO ociobahame o1
mpeTxonHor BojHOT pexknMa. Kopuctehu @ cratuctuky u tect Yoy, pesynratu
MOKa3yjy Jia je 3aucTa M0CT0jao CTPYKTYPHU MPEKUI u3Mel)y BOJHOT ¥ IIMBUITHOT
pexuma. OBaj pesynrar je najbe norBpher CUSUM-kBanpar TeCTOM KOjU TIOKa-
3yje Ja je YKyITHH MOJIe)T IpHuje Kopekirje Ouo Hectadbuinad. Hanasbe, pesynraru
MOKa3yjy Jla Of MeT KOMIIOHEHTH arperaTHe TPaXkmbe, YeTUPU Bapujadiie nMajy
BHIIIe KOCHUIIM]EHTE TOKOM ITMBIITHOT PEKHUMa y OITHOCY Ha BOJHH. 3aKJbydaK
CTyauje jecte, u3Mel)y ocTaior, Aa je IMBHIIHA BJIaJJaBUHA €KOHOMCKH 00Jba
ol BojHe BiagaBuHe y Hurepuju. IIpemopydeno je ma moJuTHIapu ¥ HOCHOITH
MONUTHYKKX (DYHKIM]ja J[jeTyjy Y OKBHpHMa 3aKOHA KaKo OH ce ojprKana TPEeHyT-
Ha JEMOKpATH]y.

Kibyune pujeun: opymo domahu npouszoo, GOjHU PeNCUM, YUBUTHU DENCUM,
mecm Yoy.
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1. INTRODUCTION

Growth management is a specific problem of corporate governance. Most man-
agers view growth as a variable to be maximized. However, maximizing growth
is not always a positive strategy and can often lead to bankruptcy.

The growth of the company is a process of continuous positive business activi-
ties of the company, which is observed from different aspects such as: financial,
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strategic, structural and organizational aspects (Wichkam, 2006). Although the
company growth is viewed from the aspect of the variability of these factors,
factors such as strategic growth, structural growth and organizational growth,
in fact, represent the development of a company. The terms “growth” and “de-
velopment” are often identified in the literature as one term, although they have
different semantic meanings. The company growth is manifested through quanti-
tative indicators, while the company development is manifested through qualita-
tive indicators, which, together with their changes, indicate the improvement of
the existing situation (Isakovi¢, 2015).

Companies go through different phases of the business cycle in their develop-
ment. The first phase is the start-up phase in which funds are used to develop the
product and stabilize its sales in the market. In the next, the second phase, the
company achieves significant growth and operates at a profit, but to maintain the
growth it usually needs additional funds (borrowed or equity). The third phase
of the life cycle saturation begins when the company’s growth begins to decline,
i.e. when the company does not invest in projects that would provide growth.
The last phase is a decline: the company is on the verge of profitability, it gener-
ates cash which is reinvested internally, i.e. in the company itself, and it suffers
a decline in sales. In the last two phases companies use managerial skills to find
profitable investment alternatives for new products or invest in the acquisition
(takeover) of other companies that are still in the growth phase.

Initial research on company growth was based on the neoclassical theory of op-
timal company size, which involves maximizing profits. A significant contribu-
tion to the theory of enterprise growth is Penrose’s theory of growth, which sees
enterprise growth as a learning process through the work of managers and other
employees. Managers become more productive over time, gain new knowledge
and become more innovative, and focus on business expansion. Managers who
are focused on the growth generate higher costs than expected to achieve the
growth. Firms that grow fast have higher operating costs than those that do not
have rapid growth. This is called the Penrose effect (Coad, 2007). The question
is what are the factors that affect the company growth? Most research is based on
the analysis of the company size and age and their impact on growth. According
to Gibrat’s law or the law of proportional effect, the growth rate of a company is
independent of the company size in the initial period (Gibrat, 1931).

The hypothesis that the growth of a company is independent of its size has been
tested empirically several times and most tests have not confirmed its accuracy.
In short, empirical research indicates the existence of a negative correlation be-
tween the company size and the company growth, with a tendency to reduce the
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size variance as the company size grows. In other words, small businesses as a
whole have a higher but more chaotic rate of war (Coad, 2007). In addition to the
company size, there are a number of other indicators that affect the growth of the
company. Indicators can be: at the level of companies (innovation, profitability,
productivity, etc.), at the level of industry (degree of concentration, market size,)
and macroeconomic indicators (GDP growth, employment, inflation, tax policy).
There are a large number of indicators that can show the company growth. The
most common ways to measure growth are shown in the following table (Gru-
enwald, 2015).

Table 1. Methods of measuring enterprise growth

Indicators Authors
Income, Sales Mishina et al. (2004); Shaw, Dufty, Johnson, and Lockhart (2005); Gardner
growth (2005); Simsek, Veiga, Lubatkin, and Dino (2005) Zatzick and Iverson

(2006); Sine, Mitsuhashi and Kirsch (2006); Arthaud-Day et al. (2006);
Moreno and Casillas (2007); Holzl (2009); Anaydike-Danes et al. (2009);
Evangelista and Vezzani, (2010); Cassia and Minola (2012); Murmann et
al. (2014); Beers and Zand, (2014); Coad et al. (2014)

Operating profit, Shaw, Gupta & Delery (2005);

Net profit,

EBITDA

Market share -

Employment Shaw, Dufty, Johnson, and Lockhart (2005); Holzl (2009);

growth Murmann et al. (2014); Anaydike-Danes et al.(2009); Carz Nitzki and
Delanote (2013); Barbaro et al. (2014)

Cover point -

Productivity Boer and During (2001); OECD (2006); Rocchina-Barrachina et al. (2010);
Urgal et al. (2013)

ROE Shaw, Gupta and Delery (2005); Westphal and Bednnar (2005)

ROI, ROIC Luo and Chung (2005); Tan and Tan (2005)

ROA Miller and Eden (2006); Arthaud-Day, Certo, Dalton and Dalton (2006);
Sanders and Tuschke (2007); Goerzen and Beamish (2005)

TSR Kumar (2005); Johnson, Ellstrand, Dalton and Dalton (2005)

EVA -

Source: Gruenwald, R.K. (2015): Measuring Growth of the Firm: Theoretical Considerations,
Cracow University of Economics, Poland

The aim of this paper is to explain and describe scientifically the movement of
the growth rate of enterprises in Republic of Srpska, and to define the method-
ology for measuring the balanced growth rate. Also, the aim of the paper is to
describe the movement of the growth rate of enterprises in different industries.
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The research hypothesis we set is: “The growth rate of a company depends on
the industry of the company.”

The growth of the company means the growth of the company’s income. The
growth of sales volume requires greater commitment of funds (growth of assets)
for which sources must be provided (growth of liabilities). Retained earnings, as
well as new loans or bond issues, can generate money, but only to a limited ex-
tent. If a company does not want to issue shares and sell them, borrowed capital
and internally generated resources (retained earnings) are the growth limit.

2. MATERIAL AND METHODS

The two relevant sources of financing assets are equity and borrowed capital. In
the context of this research, we will address the issue of growth sustainability
(balanced growth). The growth rate of liabilities and the growth rate of equity
are the basic growth limits. The borrowing capacity of the company is limited
by creditworthiness (ability), which implies that the basic growth limit is the one
that refers to the possibility of growth from equity.

In order to explain the sustainable growth of the company, we will start from the
following assumptions:

a) the company strives to grow as much as its market opportunities allow,
b) business owners do not want to issue and sell a new issue of shares,
c¢) the company has a desired capital structure and defined dividend policy.

The research methodology goes through the following steps. The achieved
growth rate is calculated for each company. The realized growth rate of the com-
pany is calculated as the ratio of the increase in the value of the company’s capi-
tal in relation to the capital of the previous year. The sustainable growth rate of a
company' can be calculated using the following formula:

g=PxRxAx T (Stowe, 2000)

where:

g - company growth rate,

P - profit margin or net profit rate,
R - retained earnings rate,

A - turnover ratio of total assets,

1 Balanced growth rate (g) is the growth rate at which the financial flexibility of the company is
not impaired.
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T - the ratio of total assets to equity.

In the previous formula PAT (profit margin, total assets turnover ratio and equity
multiplier) essentially represents ROE (return on equity).

Based on the above, we can derive the following growth formula:

g =R x ROE,

where R is the rate of retained earnings and ROE is the rate of return on its
own funds.

In essence, the variable R denotes the financial policy of management in relation
to dividends and retained earnings, while ROE is an indicator of business per-
formance of the company. Within ROE, another indicator explains the financial
policy of the company and that is the multiplier of equity. Also, one of the ways
we can write down the formula for sustainable growth is:

g=R x Tx ROA,

where:
R - retained earnings indicator,
T - equity multiplier,

ROA (return on assets) - operating performance of the company, i.e. the rate
of return on total assets.

The growth rate of the company can be higher or lower than g, or the rate of
sustainable growth of the company. The retained earnings ratio R = g / ROE was
calculated for each company that operated with a profit assuming growth sus-
tainability. By determining the relationship between the investment decision on
optimal growth and dividend payment policy, the Higgins model of sustainable
growth was expanded with a model that optimizes the sustainable growth rate
and the dividend payment ratio. (Chen et al., 2013). The indicator is calculated
for each company. Companies are divided into three segments, small, medium
and large. The obtained values were then sorted from the highest to the lowest
value, and the formed list was then divided into four equal groups on the basis of
the first quartile, the median and the third quartile. An overview is given in the
following chart.
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Indicator value

Bigger 4
value
The third quartile g Q3 (75% of the total)
Median — Q2 (50% of the total)
The first quartile —¥ Q1 (25% of the total)
Smaller
value v

Figure 1. Graphic display of the list
Source: Authors

There are several reasons why medians and quartiles are used instead of the
arithmetic mean. Median and quartiles eliminate the influence of extremely large
and extremely small values. They also give a more accurate picture of the pointer
than the ordinary arithmetic mean. Between the first and third quarters there are
50% of the observed companies (Vuéenovic¢, 2017).

The research was performed on the database of financial statements of the com-
panies from Republika Srpska in 2017 and 2018, with the analysis of the com-
panies involved in a group of small, medium and large companies, or eliminated
by the micro enterprises that are defined as such in the Law on Accounting and
Auditing of Republika Srpska. After that, the company was selected according
to the growth in the following categories: assets, capital and total company rev-
enues. The analysis included 795 companies from Republika Srpska.

Out of the observed 795 companies, 309 companies are from the wholesale and
retail trade industry, 26% are from the processing industry, while other activities
do not exceed 10% of the total number of observed companies.

For further analysis, the companies were divided into three groups. The first
group of companies are those with a capital of up to 1.000.000 BAM, the second
group of companies are those companies with a capital between 1.000.000 BAM
and 5.000.000 BAM, while the third group includes the companies with a capital
of over 5.000.000 BAM. The largest number of companies belongs to the first
group of companies, i.e. 486 companies, the second group consists of 213, while
the third group of companies includes 96 companies. In the observed sample, we
analysed the optimal level of company growth with certain assumptions, and that
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Figure 2. The structure of enterprises in the sample by the type of industry
Source: Authors

is the debt-to-equity ratio of at least 2:1, which means the share of capital should
not be less than 33%, so that the company retains 70% of last year’s net profit.

While comparing data, we used measures of central tendency: arithmetic mean,
median and quartiles. The use of the median is more in line with the set descrip-
tion, because it eliminates the effects of extreme values on the whole set. The
research methodology was based on the calculation of the coefficient for each
individual company in order to obtain the arithmetic mean, median and quartile
to obtain the relevant indicators. As econometric stochastic models have little
value for predicting or explaining the growth process at the level of individual
companies, the central subject of interest is understanding the growth process at
the level of an individual company. Empirical data indicate a very asymmetric
size distribution of enterprises, with a small number of large enterprises and a
large number of smaller enterprises.

This distribution of enterprise size can be explained by stochastic processes
in which variables the size of enterprises and the result of cumulative random
shocks over time are observed. The distribution of a company by size is the result
of random processes.
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Table 2. Comparative presentation of the share of capital in the total liabilities of the
company shown by the company size

< = 0 o~ E é *® =

& = = [ ~
Companies M Q @ & M N N

= £ 2 2 § ¢ & 2

= = = = < < A A
I group of

companies with

up to one million
BAM of capital

1I group of
companies from one
million to 5 million
BAM of capital

III group of
companies with
over 5 million
BAM of capital

Grand Total 28.22% 24.79% 51.22% 49.97% 51.72% 49.81% 73.89% 73.03%

20.46% 16.91% 37.90% 35.21% 42.90% 40.49% 61.63% 58.61%

45.78% 45.33% 68.74% 65.97% 63.35% 62.12% 81.65% 82.01%

58.98% 55.71% 74.42% 72.82% 70.59% 69.73% 86.80% 88.19%

Source: Author’s calculations 2

When we look at all comparative data in the previous table, through all measures
of the central tendency, we notice that there is an increase in the share of capital
of the observed companies in 2018 compared to 2017. On average, companies
meet the requirement of the total amount of capital which is above 33%. If we
look at the groups of companies we can conclude that the largest share of capital
in sources of financing belongs to the companies from group III or companies
with over 5 million capital.

The highest average rate and the highest median share of capital in the total li-
abilities of the company have companies from the hospitality industry, followed
by finance and insurance, while the lowest average participation rate have com-
panies from the field of education, agriculture, forestry and fishing, and the low-
est median have companies from the field of transport and storage. The highest
growth rate of the median share in capital in total liabilities is recorded by the
enterprises engaged in accommodation and catering, hotel and catering, while
the highest rate of median share in capital participation in liabilities of the com-
pany is recorded by the companies engaged in mining and quarrying.

2 Legend labels: 1QUKP18 — the first quartile of the share of capital in liabilities in 2018,
1QUKP17- the first quartile of the share of capital in liabilities in 2017, MUKP18 - median equity
participation in liabilities in 2018, MUKP17 - median equity participation in liabilities in 2017,
ASUKP 18 — arithmetic mean of equity participation in liabilities in 2018, ASUKP 17 — arithmetic
mean of equity participation in liabilities in 2017, 3QUKP18 — the third quartile of equity participa-
tion in liabilities in 2018, 3QUKP17 — the third quartile of equity participation in liabilities in 2017.
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Based on the research methodology previously defined for each company, a sus-
tainable growth rate was calculated for 2018. Sustainable growth rates by the
group of companies are shown in the following table.

Table 4. Sustainable growth rates of enterprises by the groups of enterprises®

Companies IQOSR  MOSR  ASOSR 3QOSR
p

llgir;’/‘[“(’) I?i:;‘;‘fames with up to one million 1.87%  4.82%  11.71%  10.38%
flﬂﬁfﬁ};"g’,ﬁﬁﬁfﬁiﬁﬁaf“’m one million to 5 2.18%  5.03%  670%  8.62%
g;%\zoztl?c(;; ?;Ilnpames with over 5 million 2.14% 4.08% 5.15% 734%
Grand Total 1.93%  477%  9.58%  9.35%

Source: Author’s calculations

By analyzing the data from the previous table, we conclude that the median is the
best way to show a sustainable growth rate. The arithmetic mean is influenced by
extreme data, which is seen in the fact that the third quartile is smaller than the
arithmetic mean. The total median growth rate for all companies is 4.77%, with
companies from the second group having the highest growth rate.

Table 5. Sustainable enterprise growth rates by enterprise industries

Industries IQOSR  MOSR ASOSR 3QOSR

Administrative and support service 7.88% 16.99% 16.53% 24.29%
Activities of extraterritorial organizations and bodies 0.69% 1.65% 2.57% 4.01%
Accommodation, food preparation and serving activities 1.72%  7.21% 19.85% 15.74%

Health and social work 539% 11.72% 97.12% 26.41%
Financial companies and insurance industry 0.48%  3.53% 10.00% 13.14%
Construction industry 0.81% 4.23% 825% 12.60%
Information and communication 1.25%  7.52% 15.82% 25.48%

Pubhc administration and defense; compulsory social 055% 1.11% 1.11%  1.66%
insurance

Education 1.95% 195% 195% 1.95%
Agriculture, forestry and fishing 0.28%  1.25% 4.94% 4.71%
Real estate business 1.05% 227% 3.07% 4.56%
Manufacturing industry 2.05% 449% 643% 8.16%
Traffic and storage 1.75%  3.22%  5.53%  6.63%

3 Legend labels: 1QOSR - the first quartile sustainable growth rate, MOSR - median quartile
sustainable growth rate, ASOSR - arithmetic mean sustainable growth rate, 3QOSR — the third
quartile of sustainable growth rates.
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Industries IQOSR MOSR ASOSR 3QOSR
Professional, scientific and technical activites 3.70% 10.37% 17.07% 26.12%
Wholesale and retail trade 2.54%  5.53% 7.97%  8.62%
Mining and quarrying 0.33% 2.50% 4.90% 4.21%
Total 1.93% 4.77%  9.58%  9.35%

Source: Author’s calculations

The highest median sustainable growth rate by activity of enterprises is in the
activity of Administrative and support service activities with 16.99%, while the
lowest median sustainable growth rate is in the activity of Public administration
and defence and compulsory social security with 1.11%.

Table 6. Comparative data on the sustainable growth rate of enterprises and growth
indicators of income, assets and capital*

Companies ASOSR MOSR ASRP MSRP ASRA MSRA ASRK MSRK

I group of companies
with up to one million 11.71% 4.82% 315.56% 26.34% 93.05% 27.51% 76.30% 33.82%

BAM of capital

II group of companies
from one millionto 5 6.70%  5.03% 33.76% 16.37% 25.90% 12.92% 34.76% 16.58%

million BAM of capital

III group of companies
with over 5 million 5.15% 4.08% 22.36% 13.96% 81.20% 10.44% 19.41% 12.37%

BAM of capital
Grand Total 9.58% 4.77% 204.65% 20.40% 73.62% 20.15% 58.30% 24.47%

Source: Author’s calculations

The previous table shows the arithmetic mean and sustainable growth rate of
the company compared to the indicators of revenue growth, capital growth and
asset growth. Further analysis shows that the impact on the arithmetic mean of
the indicators of growth of income, capital and assets have extreme indicators
and the data obtained are not adequate for analysis. If we compare the medians
of optimal growth rates with the medians of growth of income, capital and as-
sets, we see that companies from the first group of companies, according to these
indicators, are growing several times faster than what is optimal. As the size of
the company increases, the difference between these indicators and the optimal
growth rate is smaller, although in all groups of medians the sustainable growth
rate is lower than the median growth rate of income, capital and assets.

4 Legend of labels: ASOSR - arithmetic mean of sustainable growth rate, MOSR - median quar-
tile sustainable growth rate, ASRP-arithmetic mean of income growth, MSRP median income
growth, ASRA arithmetic mean of asset growth, MSRA median of asset growth, ASRK arithmetic
mean of capital growth, MSRK median capital growth.
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The previous table shows comparative data on the sustainable growth rate of the
company and indicators of growth of income, assets and capital by activities of
the company. All growth indicators of income, capital and asset categories are
growing faster than the growth indicators of the sustainable growth rate. The
largest differences in growth rates are in the activities of administrative and sup-
port service activities, and real estate activities, while the smallest difference in
the rates is in public administration and defense.

Table 8. Comparative data on sustainable growth rates and actual growth rates by
groups of companies’

Companies ASOSR ASSSR MOSR MSSR 1QOSR 1QSSR 3QOSR 3QSSR

I group of companies

with up to one million  11.71% 52.47% 4.82% 6.11% 1.87% 1.18% 10.38% 61.38%
BAM of capital

II group of companies

from one million to 5 6.70% 7.17% 5.03% 0.82% 2.18% 0.11% 8.62% 30.44%
million BAM of capital

111 group of companies

with over 5 million 515% 2.72% 4.08% 0.29% 2.14% 0.03% 7.34% 25.43%
BAM of capital
Grand Total 9.58% 34.32% 4.77% 2.72% 1.93% 0.41% 9.35% 44.42%

Source: Author’s calculations

The previous table compares the sustainable growth rate with the actual growth
rate of the company according to the measures of the central tendency. The data
shown by the arithmetic mean as in the previous analyzes are not relevant be-
cause extreme values have too much influence. If we look at the median of the
optimal growth rate and the median of the real growth rate, we see that compa-
nies grow within a sustainable growth rate. Companies in the first group grow
faster than sustainable growth, while companies in the second and third groups
grow slower than sustainable growth.

5 Legend: ASOSR - arithmetic mean of sustainable growth rate, ASSSR - arithmetic mean of real
growth rate, MOSR - median quartile of sustainable growth rate, MSSR - median quartile of real
growth rate, 1QOSR - first quartile of sustainable growth rate, 1QSSR - first quartile of real growth
rate 3QOSR - third quartile of sustainable growth rate, 3QSSR - third quartile of actual growth
rate.
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The previous table compares the sustainable growth rate with the actual growth
rate of the company according to the measures of the central tendency. If we look
at the median sustainable and real growth rates, we see that construction and edu-
cation activities have a larger deviation of the real growth rate from the optimal
growth rate, while other activities grow at a rate that is lower than the sustainable
growth rate or slightly higher than sustainable.

3. DISCUSSION

Enterprise growth can be expressed in absolute or relative values. Relative indi-
cators are mostly used by small enterprises, while growth expressed in absolute
indicators is preferred by large enterprises. The disadvantages of the relative
and absolute indicator are reflected in the fact that faster relative growth of the
company means a better position in the market. In contrast, the company can
achieve growth expressed in absolute values, while reducing its market share.
According to neoclassical theory, assuming perfect competition in the market,
the company grows until it reaches a minimum point on the average cost curve.
Thus, the growth of enterprise income is an asymptotically decreasing function
of the relative size of the enterprise within the activity or market in which it
competes, while in the same market, smaller enterprises grow faster than large
enterprises (Lehtoranta, 2010.)

The influential theory of enterprise growth is the one according to which the
growth of an enterprise is proportional to the speed at which it acquires or ac-
cepts and applies new technological, organizational and managerial knowledge.
Innovation activities are proving to be the key to the growth of small businesses
(Hassan and Hart, 2016). However, complications associated with empirical
testing of this theory and its extensions, due to the lack of reliable quantitative
measures of relevant enterprise characteristics, have led to this enterprise growth
theory having a greater impact on research related to strategic management and
enterprise competitiveness than to research dealing with their growth.

In practice, enterprise growth rates have a pronounced stochastic trend (the size
of an enterprise follows a “random walk” model), and the apparent relationships
between growth rates between different enterprises are temporary and unpredict-
able. Therefore, the new generation theoretical models, which are still in devel-
opment, accept the stochastic nature of enterprise growth rates and concentrate
on explaining the impact of stochastic “jumps” in their time series. The question
of the shape and stability of the empirical distribution of enterprise growth rates
at different stages of the economic cycle is also not trivial, given that the expect-
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ed value and curvature of this distribution are pro-cyclical, while the standard
deviation and asymmetry is non-cyclical. The statistical relationship between
the size of an enterprise and the standard deviation of its growth rate from the
arithmetic mean over time is in practice negative. This means that the growth
rates of a larger company are less volatile over time than the growth rates of a
comparably smaller company and that the autocorrelations of the growth rates of
individual companies are determined by the size of that company. The empirical
rule is that the autocorrelation of growth rates is positive for larger companies
and negative for smaller companies. Furthermore, it has been shown that the
autocorrelation of a company’s growth rate also depends on the realization of
the company’s growth rate in previous periods. This suggests the importance
of including macroeconomic variables among explanatory variables for analyz-
ing enterprise growth rates in the data panel, which includes data from different
phases of the business cycle. There is an interaction between the size of the com-
pany and the phase of economic growth, so in the phase of prosperity smaller
companies grow faster, while in the downward phase and in the recovery phase
this is done by larger companies (Coad, 2009.)

The results of the research indicate a very asymmetric distribution of the size
of enterprises, with a small number of large enterprises and a large number of
smaller enterprises. Empirical findings show that organization, optimal produc-
tion and financial capacity are the key determinants of the growth process of
industrial small and medium enterprises (Levratto et al., 2010).

Numerous factors can affect the growth of a company, but the influence of indi-
vidual factors on the growth of a company is rarely significant and permanent.
A study conducted in Greece found that the factors that positively affect the
company growth are the following: profitability, liquidity, long-term financing
and employee productivity, while they have a negative impact on the growth of
sales of fixed assets. The total assets used as a size variable did not prove signifi-
cant (Voulgaris et al., 2003.). Access to external sources of financing is a major
obstacle to business growth. The existence of a positive relationship between
characteristics and growth has been established. Enterprise size and growth are
inversely proportional (Tarfasa et al., 2016). The results of the research on en-
terprise growth factors in Belgium showed that: 1. innovations have a positive
impact on enterprise growth; 2. solvency negatively affects the growth of the
company; 3. profitability, financial leverage and liquidity do not have a signifi-
cant impact on the growth of the company; 4. innovation has only a positive
impact on the growth of small enterprises and does not affect the growth of large
enterprises. Finally, the negative impact of solvency on company growth is sig-
nificant only for companies in the manufacturing sector (Loi and Khan, 2012).
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The size and height have a negative relationship. The size of the company does
not significantly affect the profitability of the company (Kouser et al., 2012).

The total median growth rate for all companies in the sample of the survey is
4.77%, with companies from the second group having the highest growth rate.
The highest growth rate of the median share in the capital in the total liabilities
have companies in the activities of providing accommodation, food preparation
and serving, hotel business, while the highest rate of decline of the median share
of capital in the liabilities of the company was recorded by the companies en-
gaged in mining and quarrying. The median is a better measure of showing a
sustainable growth rate relative to the arithmetic mean. The arithmetic mean
is influenced by extreme data, which we see in the fact that the third quartile is
smaller than the arithmetic mean. The empirical statistical distribution of enter-
prise growth rates roughly corresponds to a symmetric exponential theoretical
distribution (Laplace’s schedule). The main implication is that the most eco-
nomically important companies are in the right tail of the empirical distribution
of growth rates, i.e. there is no excessive economic sense of the average value
of this distribution, as it is common in regression-type econometric research.
(Coad, 2009).

Some authors used logarithmic values to avoid inequality in the samples. How-
ever, the problem arises when interpreting the results of the model. In linear form
the interpretation is simple. When x changes by one unit, then y changes by P
units. When doing logarithm, the interpretation is also simple. The problem arises
when comparing the results obtained using these methods (Kouser et al., 2012).

When we compare the median optimal growth rates with the medians of growth
of income, capital and assets, we see that companies from the first group of com-
panies measured by these indicators grow several times faster than optimal, as
the size of companies increases, so the difference between these indicators and
optimal growth rates is lower, although for all groups of medians the sustainable
growth rates are lower than the median growth rates of income, capital and as-
sets. Empirical research conducted in Argentina showed that financial resources,
investment in new technology and market diversification are the most important
indicators of company growth (Hermelo and Vassolo, 2007). Most studies find a
weak negative relationship between the firm size and expected growth rate, even
after considering a number of control variables, the most prominent of which
are the probability of survival in the sample, the activity the firm engages in,
and the least efficient firm size in that industry. Some studies conclude that there
is not enough statistical evidence to reject the so-called Gibrat’s law, according
to which the company size and the expected rate of its growth are statistically
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independent. Prior to conclusion, such surveys usually make the necessary cor-
rections for measurement error problems. By applying autocorrelation and het-
eroscedasticity, the growth rate of the enterprise in the sample is modified, which
can all affect the outcome of the assessment of the relationship between the size
of the enterprise and its expected growth rate. (Coad, 2009).

4. CONCLUSIONS

The company growth almost always changes the nature of the management
problems that the company faces, as well as the knowledge and skills necessary
for the company to deal with the problems that arise. The research methodology
was based on calculating the coefficient for each company in order to obtain
the arithmetic mean, and median and quartile to obtain the relevant indicators.
As econometric stochastic models have little value for predicting or explain-
ing the growth process at the level of individual firms, the central subject of
interest is understanding the growth process at the level of the individual firm.
Empirical data indicate a very asymmetric size distribution of enterprises, with a
small number of large enterprises and a large number of smaller enterprises. This
distribution of the firm size can be explained by stochastic processes in which
variable firm sizes are observed, and the result of cumulative random shocks
(earthquakes) over time. The distribution of a company by size is the result of
random processes.

The results of the research can be summarized as follows:

- The highest average rate and the highest median share of capital in the
total liabilities of the company are recorded by the companies from the ca-
tering industry, followed by finance and insurance, while the companies in
the field of education and agriculture, forestry and fishing have the lowest
average participation rate, and the companies in the field of transport and
storage have the lowest median.

- The total median growth rate for all companies is 4.77%, with compa-
nies from the second group having the highest growth rate. The highest
growth rate of the median share in capital in total liabilities is recorded by
enterprises from the activities of providing accommodation, food prepara-
tion and serving, hotel industry, while the highest rate of median share of
capital in liabilities of the company is recorded by the companies engaged
in mining and quarrying. The median is a better measure of showing a
sustainable growth rate relative to the arithmetic mean. The arithmetic
mean is influenced by extreme data, which means that the third quartile is
smaller than the arithmetic mean.
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- When we compare the median optimal growth rates with the medians of
growth of income, capital and assets, we see that companies from the first
group of companies measured by these indicators grow several times fast-
er than optimal, as the size of companies increases, so the difference be-
tween these indicators and optimal growth rates is lower, although for all
groups of medians the sustainable growth rates are lower than the median
growth rates of income, capital and assets. On average, companies meet
the requirement of the total amount of capital which is above 33%. When
we look at the groups of companies, we can conclude that the largest share
of capital in the sources of financing belongs to the companies from group
111, that is, the companies that have over 5 million capital.

It can be concluded that numerous factors can affect the growth of a company,
but that the influence of individual factors on the growth of a company is rarely
significant and permanent.

REFERENCES

Chen, H.Y., Gupta, M.C., Lee, A.C., & Lee, C.F. (2013). Sustain- able growth rate, opti-
mal growth rate, and optimal payout ratio: A joint optimization approach. Journal
of Banking & Finance, 37(4), 1205-1222.

Coad Alex (2007). Firm growth: A survey. Jena, Germany: Max Planck Institute of Eco-
nomics.

Coad, A. (2009). The Growth of Firms: A Survey of Theories and Empirical Evidence.
Cheltenham, UK: Edward Elgar.

Gibrat, R. (1931). Les inégalités économiques. Paris, France: Librairie du Recueil Sirey.

Gruenwald, R.K. (2015). Measuring growth of the firm: Theoretical considerations. Cra-
cow, Poland: Cracow University of Economics.

Harmelo, F.D. & Vassolo, R.(2007). The determinants of firm’s growth: an empirical
examination, Revista ABANTE, 10(1), 3-20.

Hassan, R. S. & Hart, M. (2016). The determinants of small firm growth: An empirical
study on Egypt. The Business & Management Review, 7(2), 41-52.

Isakovi¢, S. (2015). Menadzment malih i srednjih preduzeca. Zenica, Bih: Ekonomski
fakultet Univerziteta u Zenici.

Kouser, R., Bano, T., Azeem, M. & Hassan, M. (2012). Inter-relationship between profit-
ability, growth and size: A case of non-financial companies from Pakistan, Pak.
J.Commer.Soc.SCI, 6(2), 405-419.

Lehtoranta, O. (2010.). Innovation, Collaboration in Innovation and the Growth Perfor-
mance of Finnish Firms. VTT Publications 729, 17-76.

Levratto, N., Tessier, L. & Zouikri, M. (2010). The determinants of growth for SME. A
longitudinal study from French manufacturing firms. SSRN Electronic Journal,
28.

http://www.ae.efunibl.org/ 63



http://www.ae.ef.unibl.org/

Sasa Vucenovic et al. BUSINESS GROWTH MANAGEMENT IN REPUBLIKA SRPSKA

Loi, T. H. & Khan, A. A. (2012). Determinants of firm growth: evidence from Belgian
companies. Belgium Gent: Universiteit Gent Faculteit economie en bedrijfskunde.

Stowe, J. (2000). Analysis of Equity Investments. Boston: AIMR. Pearson Custom Pub-
lishin.

Tarfasa, S., Ferede, T., Kebede, S. & Behailu, D. (2016). Determinants of growth of
micro and small enterprises (MSEs): Empirical evidence from Ethiopia. Swiss
Programme for Research on Global Issues for Development.

Voulgaris, F., Asterius, D. & Agiomirgianakis, G. (2003). The determinants of small
firm growth in the Greek manufacturing sector. Journal of Economic Integration
18(4), 817-836.

Vucenovié, S. (2017). Upravljanje investicionim projektima. Banja Luka, BiH: Ekonom-
ski fakultet Univerziteta u Banjoj Luci.

Wichkam, A. P. (20006). Strategic Entrepreneurship, 4th Ed. New Jersey; USA: Prentice
Hall

YIIPAB/BAIBE PACTOM IIPEAY3ERA
Y PEIYBJIMIU CPIICKOJ

! Cama By4enosuh, Exonomcku dakynrer Yausepsurera y bamoj JIyun, bocua u Xeperosuna
? Bpanka 3onak [Tospamiesih Exonomcku dakynrer Yausepsurera y bamoj Jlymm,
bocna u Xeperosuna
3 Urop Mumuh, Exonomcku ¢akyinrer Yausepsurera y bamoj JIymu, Bocna u Xeperosuna

CAKETAK

MeTo10/10THja UCTPAXKKBAKA [T0JIA3U O] PauyHarha Koe()UIHjeHTa 3a CBaKO T0je-
TUHAYHO Mpery3ehe Kako Ou ce n3padyHaBamkeM apUTMETHYKE CpeInHE, Menja-
HE M KBapTWJIa J00WiIM 30puHM Mmokas3aresbi. Kako eKOHOMETPHjCKH CTOXacTHY-
KM MOJIEJIM MMajy Mally BpHjeIHOCT 3a npeaBuhame Wi 00jallmbenhe mporeca
pacTa Ha HUBOY IOjeqUHAYHUX Ipeay3eha, IIEHTpaHU TPEIMET HHTEPECOBaba
je pasymujeBame Mpolieca pacta Ha HMBOY IojeauHavyHor mpeayseha. Ompixu-
Ba cTOIa pacta npeayseha 3aBucu of jenaTHocTu npeayseha. bpojan dakropu
MOTY YTHUIIATH Ha pacT npeay3eha, ajiu je yTHIaj MojeAnHAaYHUX (PaKTopa Ha pacT
npenyseha pujeTko 3Ha4ajaH U ocTojaH. Pe3ynraru mpoBEACHOT HCTPAKUBahA
yKa3yjy Ha BeoMa acHMETPUUYHY TUCTPHOYNHjy BenwumHe npemyseha, ca ma-
M O6pojeM BenuKkux npexyseha u BenmukuM OpojeM Mamux npeny3eha. Moxen
OJIP)KMBOT pacTa MpejICTaBha ePUKACHO CPECTBO 32 (UHAHCH]CKO TJIAHUPAHE
M yCMjepaBare MOCIOBHE MOJUTHKE Ka CTUMYIALMjH pacTa y TOjeIMHUM TIpH-
BpEIHUM TpaHama.

Kmbyune pujeuu: ynpaswame, pacm npedyseha, oopocusa cmona pacma, mjeperse pacmd.
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ABSTRACT

Food processing enterprises could ensure production
competitiveness by improving product quality and
harmonising it with consumer requirements. The non-
communicable diet-related diseases have been increas-
ing rapidly among consumers in the last decade as well
as the impact on people’s attitudes towards nutritional
aspect of the quality of food products and healthier diet.
The aim of this paper is to illustrate the methodology for
increasing production competitiveness in food industry

Keywords: food industry,
production competitiveness,
new product development,
healthy diet

JEL Classification: 010, 032,
DI2

of the Republic of Srpska, based on consumer-oriented
food product development and healthy diet. The struc-
tured questionnaire and scientific methods were used
in young consumer representatives’ research regarding
food product development in the target market. Exactly
720 participants were recruited from public educational
institutions in the Republic of Srpska. The descriptive
statistics and correlation were used for the data analysis.

The results indicated positive statistically significant
correlation coefficients (p<0.05) between consumer
interest in new products and: healthy diet preferences;
product ingredients; product higher nutritive value (vi-
tamins, minerals, dietary fibres content); fruit, fruit juice
and low-energy beverages consumption. Also, knowl-
edge on diet-related diseases was in significant posi-
tive correlation with them. The data analysis revealed
that an increase in production competitiveness could be
assessed through developing food products based on
nutritive elements, modelling and consumer interest in
new food products with higher nutritive quality.

© 2021 ACE. All rights reserved
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1. INTRODUCTION

Modern consumer has the opportunity to choose from a wide range of available
food products, but it sometime results in overconsumption and other unhealthy
eating habits, derived from lack of interest in healthy life. At the same time,
market development and growth bring many new opportunities for companies
in the field of product innovation, with expected increase in productivity and
competitiveness. Innovations are the product of integrated cooperation between
qualified entrepreneurs and employees with suppliers and customers (Soegoto &
Walewangko, 2019; Voinea et al., 2019).

The food industry is one of the important sectors of the economy of the Repub-
lic of Srpska, which can build its strategy on better use of available production
capacities and technological resources, through increasing the volume of pro-
duction and their own development of food products with higher added value,
by substituting products from import with domestic or by increasing export.
Priorities and strategic goals of industry development should be defined by the
development strategy, based on the analysis of real situation and possibilities for
increasing the production competitiveness (Vlada Republike Srpske, 2018). The
food industry could increase productivity and assess strategic position if it care-
fully analyses its own needs and financial, intellectual or personal capabilities
for investment in new products or processes innovation, with enough flexibil-
ity for product markets and customers (Stewart-Knox et al., 2013; Grujic et al.,
2013a.,b; Lehman et al., 2019; Soegoto & Walewangko, 2019).

The occurrence of non-communicable diet-related diseases has been increasing
rapidly among consumers in the last decade as well as the impact on people’s at-
titudes towards the nutritional aspect of the food quality and healthier diet. Con-
temporary recommendations for nutrition are based on current available scien-
tific evidence and policy-related documents such as national dietary guidelines
or food standards regulations. Responsible international and national institutions
focus activities on improving health of all people, present and future generations.
The emphasis is on innovative and evidence-informed policy and practice, with
identified priority areas, which include food quality and supporting healthier
diet. Specific guidelines are developed based on the recommendations and they
are used for nutrition and health policy created at the international level (Mu et
al., 2017; WHO-EU, 2018; Neale & Tapsell, 2019). The recommended form of
novelty in nutrition opens new perspectives for the food industry, to use avail-
able scientific data for transforming and harmonizing food products composition
and content of nutrients with health benefits.
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Furthermore, consumers’ attitudes towards food are related to satisfying hunger,
providing necessary nutrients for the body, improving physical and mental well-
being, as well as preventing diet-related diseases. Dietary patterns and lifestyle
are very important during childhood and adolescence for growth and develop-
ment of adults. Adolescence and youth population lifestyles are characterized by
a period when individuals define their identities through different associations
and consumption practices (Mason et al., 2011; Davison et al., 2015; Richard et
al., 2015; Steinhauser et al., 2019). Their behaviour and opinions, as consumers
of the future, are complex, but must be analysed and included into marketing
research and policy development. It is known that unhealthy eating habits in-
clude high intake of sodium, red meat, fats and sugar, and at the same time low
intake of healthy foods, such as fruit, vegetables, whole grains, nuts and seeds.
Therefore, lifestyle habits often lead to the occurrence of non-communicable
diet-related diseases and increase in healthcare costs, and they were identified
and reported as problems in previous and modern studies of consumers (WHO-
EU, 2018; Mu et al., 2017; Annunziata et al., 2019; Voinea et al., 2019).

Hypotheses and their relation with research design

The aim of this paper is to illustrate the methodology for increasing production
competitiveness in food industry of the Republic of Srpska, based on consumer-
oriented food product development and healthy diet.

Literature has shown that success of new food products depends on the quality
of development strategy, as well as on flexibility in organization and realization
of all activities. Also, communication with consumers must be included and dif-
ferent tests could be used for collecting data regarding importance of quality
characteristics of new food products (Gruji¢ & Gruj¢ié, 2016; 2017; Gruji¢ &
Odzakovi¢, 2017). Information placed on product labels are important for iden-
tification of food product and its quality characteristics. They allow consumers
to compare available packed products and search for some new, depending on
life style, individual preferences for food products or their ingredients. Literature
also revealed that the preference for healthy diet could be related to frequent
consumption of fresh fruit, fruit juices and some /light products (Stewart-Knox
et al., 2013; Gruji¢ & Grujcic, 2016; 2017; WHO-EU, 2018; Soegoto & Wale-
wangko, 2019). Informed consumer expresses interest in food products enriched
with selected nutrients and proven health benefits. The inadequate nutrition can
affect health, and individual health status can impact diet and consumer purchase
intentions (Annunziata et al., 2019 Steinhauser et al., 2019).

Considering all mentioned, planed research with consumers in the target mar-
ket included the analysis of their perception and relationship between variable
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specific for a new food product development, and consumer interest in the se-
lected parameters of food quality and healthy diet indicated in selected questions
(marked with Qx symbols). Therefore, five main and six additional hypothe-
ses have been formulated, focusing on the fields of interest for the research, as
shown in the following text.

There is a relationship between consumer preference for new food products (Q1)
and:

H1: interest in product composition available on labels (Q2);

H2: habit to compare labelled quality data of similar food products before chos-
ing (Q3);

H3: preference for healthy diet (Q4); H3_: their intention to consume fresh fruit
every day (Q5); H3,: to consume fruit juice (Q6); H3 : to consume light products
and beverages produced without added sugar (Q7); H3: intention to buy food
products enriched with vitamins and minerals (Q8); H3 : enriched with dietary
fibres (Q9);

H4: intention to consume food products with improved nutritive content, even if
they have diminished sensory quality (Q10);

HS: knowledge that inadequate nutrition can affect health (Q11); HS : individual
health status impact diet (Q12).

A simple correlation analysis could be applied to examine whether there is a
quantitative agreement between the variations of the observed phenomena and
if any, the Pearson Correlation Coefficient (r) is used to measure the intensity of
the relationship between the observed variables (Lovri¢ et al., 2006, p. 353). The
planned research should enable identification of consumers’ habits and prefer-
ences regarding food quality and nutrition, as useful parameters of new food
products and increasing production competitiveness in the target market.

2. MATERIALS AND METHODS

2.1. Research Design

A scientific approach was used to collect and analyse data with aim to illustrate
the methodology for developing new products and increasing production com-
petitiveness in the food industry of the Republic of Srpska. Data related to the
consumers’ preferences for food quality, its ingredients and nutrition could be
useful elements for development of new products with higher nutritive quality,
based on a healthy diet.
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2.2. Methodology
Characteristics of participants

The target market could be a source of innovative ideas and opportunity for
development. The research was conducted with 720 individuals (16-25 years
old), from public secondary and higher educational institutions in 5 towns (Banja
Luka, Prijedor, Bjeljina, Zvornik, Isto¢no Sarajevo) in Republic of Srpska (Bos-
nia and Herzegovina) as the target market (Table 1). They were recruited based
on individual interest in participation in the research.

Table 1. Demographic characteristics of respondents (N=720)

\]l);li’r;(l;lgeraphlc Options Average age +SD* Frec%;llc)sncy Fre?;sncy
Gender Female 19.5+£2.73 430 59.7
Male 18.54+2.80 290 403
Female age under 18 16.5+0.58 147 34.2
18-20 19.4+0.87 94 21.9
older than 21 22.0+1.63 189 43.9
Male age under 18 16.4+0.67 155 534
18-20 19.0+0.98 55 19.0
older than 21 22.5+1.62 30 27.6

*SD- standard deviation
Source: Prepared by authors based on research data.

Young adults are identified as the target group of consumers with formed indi-
vidual eating habits, and potential users of new food products in future time. The
printed questionnaires, used as a research tool, were distributed in educational
institutions for direct self-reporting data interesting for the investigation. The
research questionnaires had two sections. The first contained questions about
respondents’ demographic variables, such as gender, age and education level,
while the main research data, regarding food product quality and preferences,
were in the second section.

Respondents were classified based on gender (male and female) and age, without
possibility for changes. Data were analysed regarding the total observed young
population and representatives of female and male consumers. The descriptive
statistics included means and standard deviations (SD) of average age, frequen-
cies (n; %) within each group of respondents (Table 1). Some data are missing in
one questionnaire, so they were omitted in one part of the correlation analysis.
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Procedure and questionnaire design

In order to determine whether there is consumer interest in new food products in
the target market, a questionnaire was developed based on the literature review,
with precisely formulated questions related to consumer’s individual behaviour
at the time of purchase.

The questionnaire was used to obtain consumers’ personal data and answers
(Yes/No) to 12 questions grouped based on the stated hypotheses and similari-
ties, as follows: consumer preference for new food products (Q1) and interest
in product composition as labelled data (Q2) and their use in food choice (Q3);
preference for healthy diet (Q4) and specific food (Q5-7); individual knowledge
on nutrition and health relationship (Q8-12), as shown in Table 2. The respond-
ents took about 10 minutes to complete the questionnaire.

Table 2. Questions related to consumer interest in food products and healthy diet

Q‘E(e;f)on Yes/No Questions
Q1 Do you like tasting new food products?
Q2 Do you read labelled information about ingredients used for product
manufacturing?
Q3 When choosing between similar food products, do you compare labelled data?

Q4 Do you like healthy diet?

Q5 Do you eat fruit every day?

Q6 Do you like drinking fruit juice (apple, orange, cherry, etc.)?

Q7 Do you like drinking /ight products and beverages produced without sugar?
Q8 Do you purchase products enriched with vitamins and minerals?

Q9 Do you purchase products enriched with dietary fibres (integral cookie)?

Q10 Would you like to buy a product that is not particularly attractive, but has improved
nutritive content?

Q11 Can inadequate nutrition affect health?
Q12 Do you need a special diet because of health problems?

Source: Authors

Data analysis

The results of the research were grouped and analysed using descriptive statistics
and correlation tests (Pearson’s correlation coefficient r) with the aim to test the
relationship between variables, the respondents’ attitudes towards certain terms
included in questions. The research could be characterized as quantitative. All
analyses were performed using Statistical software 3BStat Gold Edition, Version
1.01 (Lovri€ et al., 2000). Statistically significant values were considered those
of p below 0.05.
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3. RESULTS AND DISCUSSIONS

Companies need a relatively large market, acceptable product quality, customers
and a supportive network for sustainable development, also to be able to use all
resources in a satisfactory way, to have professional organization and motivation
to succeed. The target market should be the source of information for innova-
tive ideas and opportunity for development (Norrman & Bager-Sjdgren, 2010;
Gruji¢ & Grujci¢, 2016; 2017). Economic success in a competitive environment
is possible if the product quality is improved by modifying food formulations or
processing to satisfy identified consumers’ requirements and preferences. Some-
times innovation can be relatively inexpensive and it could be achieved without
the need to purchase new technological equipment, when knowledge and experi-
ence are used (Gruji¢, S. & Grujié, R., 2012; Rabidas & Bowen, 2019).

Target market and product category interesting for consumers were defined at
the beginning of the planned research. Producer’s ability to identify and trans-
form consumers’ expectations of the product quality characteristics are important
for consumer-oriented product development, considering that nature of modern
purchasing intentions is changing together with lifestyle. This would be more
difficult part of the work, as consumers do not directly say what kind of product
or its quality they expect. That is why consumer interest in new food products
and healthy nutrition were investigated using precisely formulated questions,
related to their individual behaviour and food preferences, as a tool. The research
data could confirm or reject the idea of specified category of new food product
development. So, the survey of consumers’ habits was conducted in the target
market of the Republic of Srpska and summary of analysed Yes answers to ques-
tions was given, distributed between respondents grouped based on gender, and
shown in Table 3.

Comparison based on percentages of Yes answers to specified questions, for all
respondents included in the research (N=719), revealed that majority of par-
ticipants (more than 80%) possessed knowledge that inadequate nutrition affects
health (Q11), showed interest in healthy diet (Q4), preference to taste new food
products (Q1) and to purchase products enriched with vitamins and minerals
(Q8). Less interest, in descending order (Table 3), were revealed for reading la-
belled information regarding ingredients of packed food products, but just about
half of respondents compare them with other similar products (Q2-3). The con-
sumers’ preference for healthy diet and food products selected as indicators of
healthy eating were acceptable (50-80% affirmative answers), as respondents
expressed intention to consume fruit juice (Q6), fresh fruit every day (Q5) and
food products with improved nutritive content, even if they have diminished
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sensory quality (Q10). Interest in food products enriched with dietary fibres (Q9)
and light products and beverages produced without added sugar (Q7) was con-
firmed by ~50% of respondents. The need to improve the quality of nutrition of
modern consumers of the future was taken into account, when the research plan
was made. Finding that individual health status impact diet (Q12) of almost 20%
of respondents included in the research, deeper investigation and identification
of its reasons are necessary in near future. Also, some differences in answers of
groups based on consumers’ gender were revealed (Table 3). Identification of
consumers’ choice criteria used during evaluation and selection of the best avail-
able food products, were a tool for collecting ideas or interesting food attributes
of new or renewed food product modelling.

Producer should use all available knowledge, resources, row materials and pro-
cessing methods, within the legally prescribed framework, in order to offer food
product with new, higher and expected level of quality, compared to the available
classic. It could be said that it is indirect modelling of product attributes, using
ingredients for food product with selected quality characteristics, in accordance
with the nutrient based recommendations. Then success can be expected in the
form of increased productivity and competitiveness.

Table 3. Summary of analysed Yes answers to questions for all respondents (N=719)
and respondents grouped based on gender (n, =290 Male, n, =429 Female)

Question Yes answers Yes answers Yes answers
Q) All respondents (N=719) Male (N=290) Female (N=429)
nQXa % b nMQXa % b nFQXa % b
Ql 597 83.03 233 80.34 364 84.85
Q2 521 72.46 191 65.86 330 76.92
Q3 296 41.17 136 46.90 160 37.30
Q4 617 85.81 251 86.55 366 85.31
Q5 480 66.76 199 68.62 281 65.50
Q6 485 67.45 190 65.52 295 68.76
Q7 351 48.82 144 49.66 207 48.25
Q8 588 81.78 229 78.97 359 83.68
Q9 362 50.35 116 40.00 246 57.34
Q10 444 61.75 166 57.24 278 64.80
Qll 689 95.83 273 94.14 416 96.97
Q12 137 19.05 56 19.31 81 18.88

*Number of Yes answers (n,, ) to cach individual question (x = 1-12).
% of Yes answers to each individual question (x = 1-12) calculated based on possible number
of Yes answers.

Source: Authors’ calculation based on research data
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3.1. Consumer interest in a new food product

Growing incidences of health-related diseases indicated the need to prevent
them, especially among younger consumers. The analysis of the real situation
in the target market and the possibility for an increase in the production com-
petitiveness, should start with the identification of consumers’ preferences for
selected food products and their ingredients, related to the healthy diet.

Food products should offer positive nutritional characteristics or health benefit
regarding contained nutrients, to attract modern consumers’ attention (Gruji¢ &
Grujci¢, 2016; 2017; Annunziata et al., 2019; Steinhauser et al., 2019). That is
the reason why the frequency of positive answers to selected questions was ana-
lysed and correlated, while each statement was treated as variable. In order to
investigate the existence of correlation between independent variable specified
for the new food product development in the target market (x) and the consumer
interest in selected parameters of food quality and healthy diet, as dependent
variable (y), Pearson’s correlation coefficient (r) was calculated and formulated
hypotheses were tested (Table 4).

Among contributing factors of obesity development, specific lifestyle and con-
sumption of energy-rich food products could be singled out as important (Hotch-
kiss & Trius, 2016; Mu et al., 2017). Dietary Reference Values is the term used in
nutrition that indicates complete set of nutrient reference values for the amount
of nutrient, which must be consumed on a regular basis, to maintain health of
an individual (or population). They provide the scientific bases on which nutri-
tion recommendations are built, used in diet assessment and diet planning, for
the population or at the individual level. They also serve as the basis for setting
reference values in food products labelling and establishing food based dietary
guidelines (European Food Safety Authority - EFSA, 2017; Voinea et al., 2019).

Food industry could identify opportunities for consumer-oriented food product
development in recommended forms of nutrition. Also, respondents’ intentions
to look for a new food product and buy it, if it satisfies their individual expecta-
tions, should be investigated. An experiment was designed with the intention to
collect relevant data from the target market.

3.2. Consumer interest in new food product composition

Food label on packed food products offer different information regarding quality,
used ingredients, nutritive composition and fortification with vitamins, minerals
and dietary fibres, as well as other useful data (Stewart-Knox et al., 2013; Gruji¢
& Grujcié, 2016; 2017; Annunziata et al., 2019). The correlation between the
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answers should indicate the interrelation of certain terms covered by the ques-
tions, as respondents’ attitudes towards them. First part of the research tested
hypotheses (H1) and results suggested that the level of correlation between con-
sumers’ preference for new food products (Q1) as dependent variables and the
use of labelled information about food product ingredients (Q2) were highly
positive and statistically significant (r=0.9182), the same as the consumers’ hab-
its to compare labelled quality data between similar products, before choosing
food (Q3) (r=0.817), where hypotheses H2 was tested, as an additional indicator
of respondents’ interest in product composition. Results are shown in Table 4.

Our results indicated high interest in information labelled on food, also suggest-
ing that consumers pay attention to information labelled on new products (Table
3), the findings similar to the results of other research (Gruji¢ et al., 2013a,b;
Hung et al., 2019; Rabidas & Bowen, 2019).

Obtained results suggesting that correlation between consumers’ preference
for new food products (Q1) and interest in product composition were positive
and significantly high (p<0.01), supported hypotheses HI and H2, and also con-
firmed the possibility for development of new food products, based on modeling
the quantity and types of ingredients to achieve higher, added value, as a way of
increasing production competitiveness in food industry.

3.3. Consumer interest in a new food product and healthy diet

Quality characteristics of the selected product should be the key elements in
consumer-oriented food product modelling and preparing for the target market
supply. The recommendations for a healthy diet are based on intake of individual
nutrients, covering water, fats, carbohydrates and dietary fibre, protein, energy,
14 vitamins and 15 minerals, which are translated simply into food based recom-
mendations intended for the whole population. The nutrient based dietary advice
indicates different foods, categories of food and their products contribution in
an overall diet that help consumers to maintain good health through optimal
nutrition (Bruschi et al., 2015; Davison et al., 2015; EFSA, 2017; Lehman et al.
2019).

Existence of relationship between consumers’ preference for new food products
(Q1) and preference for healthy diet (Q4) tested hypothesis H3, and results in-
dicated very high statistically significant positive correlation (1=0.945, p<0.01)
(Table 4).
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Table 4. The correlation coefficient (r) and significance of relationship between
selected variables (number of Yes answers to individual questions for all respondents,
N=719)

Questions (Q,) Questions (Q,) used as independent variable and
Tested used as correlation coefficient (1)
hypothesis d‘e/greir;(éfélt Q1 Q10 Q11 012

H1 Q2 0.9182%** 0.9707** 0.9745%** 0.5881*
H2 Q3 0.8170%* 0.7341%** 0.8552%* 0.6764*
H3 Q4 0.9450%* 0.9378** 0.9922%* 0.6925*
H3, Q5 0.9541%** 0.8544** 0.9510%* 0.8111%*
H3, Q6 0.9701%** 0.9121%** 0.9802%** 0.7747**
H3, Q7 0.9326%** 0.7242%* 0.8645%* 0.8862%**
H3, Q8 0.9761%** 0.9155%* 0.9907** 0.7377**
H3, Q9 0.8189%* 0.9395%* 0.8788** 0.4546
H4 Q10 0.8518**

H5 Q11 0.9614%*

H5, Q12 0.8278**

Statistically significant correlation: * p < 0.05, **p<0.01
Source: Authors’ calculation based on research data

The food product’s quality parameters are related to the the type of ingredients
and processing methods. Also, nutrition knowledge and personal health moti-
vation positively influence food products purchase decision (Gruji¢ & Grujcié,
2016; 2017; Neale and Tapsell, 2019; Steinhauser et al., 2019). Consumers’
preferences for some products, recommended for healthy diet were investigated
using additional hypothesis H3__and revealed very high significant positive cor-
relation (p<0.01) between consumers’ preferences for new food products (Q1)
as independent variables and: (H3)) their intention to consume fresh fruit every
day (Q5) (r=0.9541), (H3,) fruit juice (Q6) (r=0.9701); (H3 ) light products and
beverages produced without added sugar (Q7) (r=0.9326); (H3,) intention to
buy, and interest in food products enriched with vitamins and minerals (Q8)
(r=0.9761), the same as (H3 ) for enriched with dietary fibres (Q9) (r=0.8189),
as presented in Table 4.

Food product with adequate nutritive, functional and technological quality, have
little chance to succeed in the market without acceptable sensory quality (Munoz,
2002; Grujié, S. & Grujié, R., 2012). It is known that nutritive content improv-
ing sometimes diminish product sensory quality, but some consumers tolerate it
and purchase the food, to satisfy individual nutritive needs (Stewart-Knox et al.,
2013; Voinea et al., 2019). Also, different modern methods could draw consum-
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ers’ attention to new healthy food products, and change their habits or negative
relationship between healthiness and tastiness (Hung et al., 2019)

Tested Hypothesis H4 indicated high statistically significant positive correlation
(p<0.01) between consumers’ preference for new food products (Q1) and inten-
tion to consume food products with improved nutritive content (Q10), even if
they have diminished sensory quality (=0.8518) (Table 4). The results provide
evidence to support hypothesis H3 and H3_, and identified consumers’ prefer-
ences represent useful information for innovative ideas and base for consumer-
oriented healthy food product development and increasing production competi-
tiveness in food industry of the Republic of Srpska.

3.4. Consumer interest in new food products, nutrition
and health relationship

The consumers’ behaviour based on unhealthy diets is usually connected with
excessive consumption of energy, saturated fat, sugar and salt. On the other side,
nutrient intake recommendations are opening new perspectives for the food in-
dustry to introduce novelty in product range and technical aspect of controlled
food product nutritive value (Beauge, 2012; Stewart-Knox et al., 2013; Neale &
Tapsell, 2019). Based on mentioned opposite statements regarding eating habits,
presented research also aimed to determine consumers’ knowledge about nutri-
tion and health relationship and individual health status, as a part of planned new
food product composition modelling. That is why hypothesis HS was tested and
revealed very high statistically significant positive correlation (p<0.01) between
consumers’ preference for new food products (Q1) as independent variables
and (Q11) knowledge that inadequate nutrition can affect health (r=0.9614); the
same as with (Q12) individual health status impact on diet (r=0.8278), tested
with additional hypotheses H5_(Table 4).

The objective of the presented research determined relationship between the use
of symbols of food quality and their possible impact on new product purchas-
ing and consumption, taking into account respondents’ individual differences in
available data and food preferences. Results confirmed that consumers usually
compare available products quality characteristics, to make the best choice in the
light of their preferences regarding better nutrition. On the other side, each pro-
ducer should identify the quality characteristics and use them for a new product
development, especially if it is prepared in line with nutrient based recommenda-
tions for a healthy diet.
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3.5. Consumer interest in food product quality and healthy diet

Consumers have formed personal values related to sensory quality characteris-
tics, the nature of food, and special concerns about the influence of food they
eat on their health (Steinhauser et al., 2019). New food product success and
competitiveness depend on its quality achieved through transforming identified
customers’ preferences or requirements into the product design, costs of devel-
opment and production (Gruji¢, S. & Gruji¢, R., 2012; Neale & Tapsell, 2019).
Methodology for identifying habits and consumer preferences in the target mar-
ket, presented in this paper, could be a useful model for a new product develop-
ment or improvement of quality of the existing food product based on satisfying
consumer requirements.

Food nutritive fortification is considered as the most appropriate preventive ap-
proach against diseases (Annunziata et al., 2019; Steinhauser et al., 2019). The
improvements of consumers’ nutrition require engagement and action in differ-
ent fields and food producers may contribute by improving the structure, qual-
ity availability and attractiveness of domestic food products from their range.
Quality characteristics of a new product should offer some important benefits to
consumers, compared to other available products. That is why they were asked
carefully selected questions. It is necessary to point out the worrying fact that a
relatively large number of respondents included in the research (Table 3) con-
firmed the individual need for a special diet because of health problems (Q12),
and because of that, it was used as independent variables in correlation analysis.

Additional correlation analyses were done to support innovation-oriented ac-
tivities in the field of research. Recommended balanced and varied diet should
include enough vegetables, fruits and whole grains, but at the same time, food
should be nutritious and tasty. Affirmative answers to selected questions, regard-
ing consumer interest in food products that have improved nutritive content,
even if they have diminished attractiveness and sensory quality (Q10); presented
knowledge regarding nutrition and health interconnection (Q11); and individual
health status impact on diet (Q12), were used as independent variables in addi-
tional analysis to examine the existence of their possible relationship with con-
sumer interest in certain products that healthy diet recommends, as well as the
Pearson Correlation Coefficient (r) to measure the intensity of the relationship
between the observed variables (Table 4).

Individual interest in information and food product characteristics embedded in
the questions were identified for the observed population (N=719 respondents),
using affirmative answers. Consumers’ intention to buy some food product with
improved nutritive content, regardless of its particular attractiveness (Q10) (Ta-

http://www.ae.efunibl.org/ 79



http://www.ae.ef.unibl.org/

Slavica Grujic et al. THE STRATEGY OF INCREASING ...

ble 3) had high statistically significant positive correlation (p<0.01) with select-
ed representative parameters, included in offered questions: individual interest in
labelled information (Q2); comparing labelled information before choosing the
best product (Q3); preference for healthy diet (Q4); intention to consume fresh
fruit every day (Q5), fruit juice (Q6) and light products and beverages produced
without added sugar (Q7); interest in food products enriched with vitamins and
minerals (Q8) and dietary fibres (Q9) (Table 4). The analysis revealed different
aspects of consumers’ attitudes towards the nutritive quality of a food product
and indicated that criteria for healthy food choice were positively related to the
healthy food habits.

Similar results and a high statistically significant positive correlation showed the
analysis of the relationship between previously mentioned dependent variables,
the indicators of healthy food choice, and knowledge about inadequate nutrition
that affects health (Q11), used as independent variable, the same as when cor-
related with independent variable (Q12) which indicated the need for special diet
because of health problems, except for (Q9) interest in food products enriched
with dietary fibres (r=0.4546, p>0.05). Results are presented in Table 4.

The consumers’ nutrition knowledge and health motivation have impact on the
attention paid to nutritive quality of a food product during the purchase (Bruschi
etal., 2015; Steinhauser et al., 2019; Voinea et al., 2019). Introducing controlled
nutrient profile as a technical aspect of innovations in food production, as well
as changing its composition in the direction towards recommended healthy prod-
ucts could impact consumers’ eating preferences (Gruji¢ et al., 2013a,b; Davison
etal., 2015; Lehman et al., 2019).

4. CONCLUSIONS

According to the defined aim, this paper illustrated the methodology for increas-
ing production competitiveness in food industry of the Republic of Srpska, based
on the consumer-oriented food product development and healthy diet.

The results of the research provide information, important and useful for the
food industry, about consumers’ preferences and perception of food products.
Selected factors, positively correlated with new product purchasing intention
and consumers’ choice of healthy food, are identified. Promising and important
are findings that majority of respondents, included in the research, read and use
data indicated on food labels and consider data regarding food composition and
nutritive value, in an effort to improve personal nutritional status.
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Based on the results, it could be concluded that increasing production competi-
tiveness in the food industry of the Republic of Srpska could be assessed by
developing food products which have quality harmonised with recommenda-
tions for healthy nutrition, based on nutritive element modelling and produced
for consumers interested in the new food products with higher nutritive quality.
Identified consumer interest in the quality of individual nutrition is opening new
perspectives for improving the structure of domestic products offered in the mar-
ket. Also, the results confirmed that target market could be used as a source of
information for innovative ideas and opportunity for development.
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CTPATETUJA IIOBERAIBA KOHKYPEHTHOCTH
MMPOU3BOAIBLE Y IPEXPAMBEHOJ UHAYCTPUJHU
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HOBUX ITPOU3BOJA
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Bbocna u Xepuerosuna
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CA/KETAK

[puBpennu cyOjexTn y npexpamOCHO] MHIYCTPUJU MOTY OCHTYpaTd KOHKY-
PEHTHOCT MPOU3BO/IE MoBehameM KBaIHUTETa MPOU3BO/IA, YCArIAIICHOT ca 3a-
XTjeBUMa TOTpoIIaya. ¥ Mocibe/ih0j ISICHU)H EBUICHTHPAHO j€ HAIIO [IHPCHE
He3apa3HuX 000JbeHha JbYIH TIOBE3aHUX Ca UCXPAHOM M IOPACT MHTEPECOBaHbA
MOTpOIIaua 32 HyTPUTHBHU aCTeKT KBAJIUTETA ITpeXpaMOCHUX IPOU3BO/IA U Ipa-
BUJIHY ucxpaHy. L{ujb oBOr paja 010 je J1a ce WiIyCcTpyje METOI0JI0THja 3a IOBe-
hame KOHKYpEHTHOCTH MPOM3BOAE Yy MpexpaMOcHO] UHIYCTpUju PemyOnnke
Cprcke, OasupaHa Ha pa3BOjy IPOM3BOJA ycarialleHor ca morpedama MoTpo-
1ravya ¥ NPUHIMITIMA TIpaBUIIHE UCXpaHe. 3a HCTPaKhBamba ca MPeJCTaBHUIIH-
Ma MJIaJIuX MOTpolaya, Koja ce OJHOCE Ha Pa3Boj MpexpaMOCHOT MPOU3BO/a Ha
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[MJbHOM TPIKHIITY, KOPHIITEH j€ CTPYKTYpHPAHU YIIUTHUK U HayuHe MeToze. Y
UCTpaXUBamke je YKIbydeHO 720 MCIMTaHUKa U3 jJaABHUX OOpa30BHUX YCTaHOBA
y Penyonunum Cprickoj. 3a aHanu3y rnojaraka KOpUINTEHA je TeCKPUIITHBHA CTa-
TUCTHKA U Kopenauuja. Pesynratu cy mokas3ajiu MO3WTHBHE CTAaTUCTUYKH 3Ha-
yajHe koedunujente xopenaiuje (1m1<0.05) usmehy uHTEepecoBama mnorpoiiaya
3a HOBE MPOM3BOJIE M: HACTOjama Jla ce MPaBUIIHO XpaHe; cacTojaka MpOU3BO-
na; nmpou3Bona Behe HyTPUTHBHE BPUjEIHOCTH (CaapiKaj BUTAMUHA, MUHEpaa,
JIMjeTaTHNX BllaKaHa); KOH3yMHUpama Boha, BONHUX COKOBA U HUCKOEHEPTETCKUX
nuha. YcraHoBJbeHa je Takohe HHX0Ba CTATUCTHYKH 3HA4ajHA MIO3UTHBHA KOpe-
Janyja ca 3HameM 0 0OoJIeCTHMa MOBE3aHUM Ca UCXPaHOM. AHAJIHM30M IOJ[aTaka
YCTaHOBJBEHO j€ Ja ce noBehame KOHKYPEHTHOCTH MIPOU3BO/IE-E MOXKE MOCTHNU
pa3BojeM npexpamMOeHHX MPOU3BOJA, 0a3MpaHOM Ha MOJEIOBalYy HYTPUTHB-
HUX eJleMeHaTa U MHTepecy MoTpolIada 3a HoBe pexpaMOeHe npou3Boje Beher
HYTPUTHUBHOT KBAJIUTETA.

KibyuHe pujeum: npexpambena undycmpuja, KOHKYPEHMHOCM RPOU3E00RE, PA3EO]
HOBUX NPOU3600d, NPAGUIHA UCXPAHA.
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ABSTRACT

The modern age is characterized by strong development
and application of information and communication tech-
nologies (ICT) and Industry 4.0, which determine sig-
nificant changes in the economy and society as a whole,
and especially affect production and business processes,
economic growth and development, productivity, busi-
ness models, required qualifications and workers’ skills,
the education system, as well as people’s daily lives.
Thanks to that, developed countries are already achiev-
ing significant effects in terms of efficiency, productiv-
ity, flexibility, gross domestic product (GDP) and living
standards growth, and there are opportunities for small
open economies to create their own approaches to accel-
erate growth and convergence with developed countries.
Otherwise, the negative consequences known as digital
sharing are also possible.

The aim of this paper is to present, based on relevant lit-
erature and experiences of individual countries, the po-
tentials, challenges and possible responses of economic
and business policy makers aimed at the application of
ICT and Industry 4.0 in small open economies, such as
the Western Balkans.

The paper is structured as follows: Introductory remarks -
elaboration of the theoretical basis, characteristics and
implications of ICT and Industry 4.0 on the economy
and society as a whole; Methodology - review of rel-
evant current literature; Results - presentation of basic
potentials, challenges and possible responses of small
open economies in the function of accelerating econom-
ic growth; and Discussion - concluding remarks and rec-
ommendations for possible responses.
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1. INTRODUCTION

The development and wide application of modern technologies, primarily in-
formation and communication (ICT), in all spheres of human life, from living
conditions of individuals, through education, production and business processes
and models, to the functioning of the state and society as a whole, essentially
transform modern society economy. Therefore, in the relevant literature, modern
society is increasingly referred to as information or digital, economic system and
economy as a new, digital or knowledge-based economy, and the current fourth
industrial revolution as Industry 4.0, or already as Industry 5.0, which begins in
Japan and will be based on human-machine cooperation (Petrillo et al. 2018). At
the same time, this technological, social and economic environment as a whole
is a reality of developed countries and economies, but thanks to the fall in the
prices of ICT products and services, they have become available throughout our
planet. This provides a chance and opportunity for underdeveloped societies and
economies in transition, as well as small and medium-sized businesses, to inno-
vate their business, increase efficiency and competitiveness, and create their own
business and development strategies by using the availability of technology, in-
formation, knowledge, and markets, which enables them to successfully engage
in globalized economic flows.

The new economic and development paradigm of Industry 4.0 represents the
integration of IT tools (such as big data, cloud, robot, 3D printing, simulation,
etc.) by connecting to a global network by transmitting digital data. This enables
creation of smart/intelligent solutions that allow to increase the efficiency of
business processes and reduce costs through the value chain and maximizing
results measured by creating added value. The key ideas of Industry 4.0, initially
presented by Kagermann at the Hanover Fair in 2011 (Lee et al. 2014, Zhou et
al. 2015), developed in 2013 in Germany and then spread relatively rapidly in
Europe and around the world (Zhou et al. al. 2015).

Industry 4.0 has become a generally accepted term in scientific and professional
circles, and different authors interpret it in different ways depending on which
aspects of this phenomenon are in their opinion crucial. For the purposes of our
research in the function of this paper, we provide the following three definitions
or understandings of Industry 4.0. The Industrial Internet Consortium (2017) de-
fines Industry 4.0 as the integration of complex physical machines and devices,
with networked sensors and software, used to predict, control, and plan for better
business and social outcomes/results. Kagermann (2014) indicates that Indus-
try 4.0 represents a new level of organization and management of value chains
throughout the life cycle of products. Hermann et al. (2016) state that Industry
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4.0 is a collective term for technologies and concepts of value chain organiza-
tion. Selected definitions, as well as the approaches of many other authors in the
relevant literature, indicate that the prevailing understanding is that the essence
of Industry 4.0 consists of new technologies, digitalization and robotization, and
that key areas or aspects of Industry 4.0 are: Internet of Things (IoT), cyber
physical systems (CPS), information and communication technologies (ICT),
enterprise architecture (EA) and enterprise integration (EI) (Lu 2017). Accord-
ingly, Industry 4.0 encompasses three basic aspects (Petrillo et al. 2018): (1)
Digitization and increased integration of vertical and horizontal value chains:
development of customized products, digital customer/consumer orders, auto-
matic data transfer, and integrated customer service system; (2) Digitized offer
of products and services: complete description of products and related services
via intelligent networks; (3) Introduction of innovative digital business models:
a high level of interaction between systems and technological capabilities that
develops new and integrated digital solutions. The basis of industrial internet is
real-time integration and availability and enterprise-wide control system. The
effect of these changes is a radical transformation of traditional “industries”,
i.e. branches or activities, by changing their approach to work using new tech-
nologies, new machines and equipment, new materials and other inputs, with
knowledge becoming crucial input (Petrillo et al. 2018). Therefore, strategic,
operational, environmental and social opportunities are positive drivers of the
implementation of the Industry 4.0 acquis, whereas challenges in terms of com-
petitiveness, future capabilities, as well as organizational and production capa-
bilities limit its progress. For practical application at the micro level, and as a
first step in the application of Industry 4.0, it is necessary to provide an adequate
understanding of the opportunities and challenges it brings, which depends on
the overall characteristics of the company (Miiller et al. 2018).

Industry 4.0 and the knowledge-based economy, i.e. their practical application
in developed countries, lead to the creation of smart products and smart fac-
tories and new business models whose key factor is consumer/customer. They
can choose the properties of the products they need and want, as well as change
their orders even at the final stage of the production process at no additional cost
(Schechtendalh et al. 2015). Smart products contain sensors, recognition com-
ponents and processors that carry information and knowledge, transmitting them
to consumers/customers, as well as feedback to the production system of the
smart factory (Abramovici and Stark 2013). Industry 4.0 technologies, methods
and tools increase the cost and time efficiency of production processes, product
quality and thus overall competitiveness, affecting the entire product life cy-
cle and providing a new way of product production and business (Alberts et al.
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2016, Pereira and Romero 2017). New business models based on the Industry
4.0 paradigm establish a complete network communication between different
companies, factories, suppliers, logistics, resources, customers/consumers, with
real-time business optimization possible for each participant or phase, depending
on the demand and status of participants in a network structure, which gener-
ates profit maximization of all participants with limited resource sharing (Kager-
mann et al. 2018). The changes also include traditional business models by their
transformation through: (1) additional innovations of value creation and deliv-
ery, (2) diversification through reconfiguration of networked value ecosystems,
as a radical innovation, but also through creation of new smart business models
based on “smartization” of products and service (Ibarra et al. 2018). In the world
of Industry 4.0, based on digitalization and automation, new business systems
have emerged and are functioning as sustainable, but they have not yet become

mainstream (de Man and Strandhagen 2017).

In this overall context of the Industry 4.0 paradigm, the education system as a
whole faces additional challenges, including dual education, professional prac-
tices, lifelong learning, as well as additional training and education of exist-
ing employees in accordance with the needs of the new work environment and
new business models. This means that “knowledge workers” need to be prepared
for the new business and work environment of Industry 4.0, and probably soon
5.0, which is changing dramatically and requires new, larger and more adequate
knowledge and skills. New education systems should therefore, in addition to
general IT knowledge and skills and interdisciplinary skills development, antici-
pate the future needs of a knowledge-based economy and society, as it is very
likely that today’s students will work in industries or services that did not exist at
the time they began their schooling (Maresova et al. 2018).

The key competencies of “knowledge workers” in modern and future manu-
facturing and service companies in the knowledge economy and paradigm of
Industry 4.0 and the upcoming 5.0, will be those based on IT, software, software
applications and automated processes and systems. These will include not only
basic know-how and the ability to use digital devices, applications, Web 2.0 and
various electronic tools, but also the use of required user oriented skills such as:
CAD /Computer Aided Design/, CRM /Customer Relationship Management/,
ERP /Enterprise Resource Planning/. In addition, communication, social and or-
ganizational skills, teamwork, project team work, and intercultural awareness
and knowledge of foreign languages will be increasingly important. In order
to improve their skills and encourage innovation, “knowledge workers” are ex-
pected to be involved in the lifelong learning process (National Institute for Edu-
cation 2018).
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In addition to the above, the application of ICT, as the basis of Industry 4.0 and
modern and future knowledge-based economy, in accordance with economic
theory and previous empirical evidence, creates significant potential for labor
productivity growth and economic growth. Although there is debate in the scien-
tific community about the intensity and dynamics of these impacts, including the
controversy of slowing economic growth and accelerating innovation (Gordon
2018), empirical research confirms that the use of ICT during the 1990s signifi-
cantly contributed to accelerating GDP growth and labor productivity in devel-
oped countries, especially in the United States (USA: Jorgenson 2001; Oliner
and Sichel 2002; EU15: van Ark et al. 2002; Daveri 2002). Thus, in the USA in
the period 2000-02, the average labor productivity grew at a rate of 3.4%, while
in the period 1995-2001, that rate was 2.5% (Economist 2003). The positive
impact of the ICT and IT sectors on growth and labor productivity in the same
period was achieved in Southeast Asia (IMF 2001, Lee and Khatri 2003), as well
as in most European transition countries (CEE), which contributed to their con-
vergence with EU15 economies. 2004). Therefore, one must be aware of the em-
pirically confirmed fact that new technologies make a full contribution to labor
productivity growth and economic growth with a certain time lag (for example,
electricity about 40 years after discovery and application, after more than half
of US companies started to use it in production processes) (Piatkowski, 2004).
The intensity and dynamics of the effects of the application of ICT significantly
depends on the ability of each economy and its companies to use them produc-
tively. At the macro level, the diffusion and application of ICT are encouraged
by the development and strengthening of economic, institutional and regulatory
infrastructure, and at the micro level, changes in the structure, organization and
business models of companies.

2. METHODOLOGY - REVIEW OF RELEVANT CURRENT
LITERATURE

The issue of ICT, the fourth industrial revolution or Industry 4.0 and their es-
sence and implications for the economy and society as a whole, has attracted
special attention of many researchers and institutes of various profiles, creators
of economic and business policies, scientific and business conferences, interna-
tional institutions. .. On the basis of these researches, a large number of papers
were created and published. They observe and discuss this complex area from
different angles and present the results to the interested academic and business
public.

The review of relevant literature for the purposes of this paper was facilitated
because we found in the literature and as a further guide selected two papers
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that conducted detailed research and presented a review of papers from relevant
databases of peer-reviewed papers on Industry 4.0, with the initial “search en-
gine” were key words that are also in line with the goal of our paper. These are
the papers:

(1) Maresova, Petra et al. (2018): Consequences of Industry 4.0 in business
and economics, Economies, ISSN 2227-7099, MDPI, Basel, Vol.6, ISS.3,
pp. 1-14, http: //dx.doi,org/10.33907economies6030046

(2) Petrillo, Antonella et al. (2018): Fourth Industrial Revolution: Current
Practices, Challenges, and Opportunities. Digital Transformation in Smart
Manufacturing.

Four researchers from P. Maresova’s team made a selection of papers from the
Web of Science, Scopus and Science Direct databases, published in the period
2014 - first quarter of 2018, using the following search keywords: Industry 4.0,
economy, economic development, production economy and financial sector. In
this way, 2275 papers were initially identified, with the most papers published
during 2015. By applying the appropriate elimination criteria, all initially “se-
lected” papers were analyzed, and their number was reduced to 292 for further
processing, whereas 67 papers were the subject of the final review of the entire
content. The paper presented the results and findings of the finally selected 30
papers, of which 20 papers were presented at scientific conferences. The focus of
the analysis was to determine whether the papers, i.e. the authors, deal with the
following aspects of Industry 4.0 in the context of business and economy: work
environment, skills development, economic growth and macroeconomic aspects,
sustainability/environment, digitization/smart factories/intelligent manufactur-
ing, security/safety, government policies to support and implement Industry 4.0,
and changes in business systems and processes. Detailed description of the topic
of each paper in the field of research related to the concept of Industry 4.0 is
given for 10 research papers published in academic journals, stating the purpose,
basic findings and, most importantly, in the opinion of the authors of this study,
the limitations of the study/paper. Key conclusions of the work of Maresova et
al. (2018) are: Studies have described the impacts of Industry 4.0 on the labor
market, education, changes in operational processes or economic growth. How-
ever, many studies do not have a coherent view of the topic they are dealing with.
The authors usually focus on the aspect of business and economic implications
and continue to examine it more deeply. The papers are usually based on the
Industry 4.0 initiative, but omit related initiatives, such as the Work 4.0, Man-
agement 4.0, Marketing 4.0 and other initiatives. The connections and relation-
ships of all relevant stakeholders, private and state-owned companies, the state,
trade unions and employers’ associations, are often ignored. The authors of this
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research believe that these interrelationships should therefore be taken into ac-
count, in order for individual countries to adequately prepare for the social and
economic impacts that the current trend of digitalization and automation brings
with it. In the future, one can expect an increasing connection between industry,
science, research and new innovative technologies, which must be approached in
a complex way to make the transition to Industry 4.0 successful.

The A. Petrillo’s research team searched the Scopus database, the largest da-
tabase of abstracts and peer-reviewed literature, with the term Industry 4.0 be-
ing the search engine. The subject of the search were scientific articles, papers
presented at conferences and book chapters published in the period from 2012
to 2017, which contain the keywords Industry 4.0 or smart manufacturing. Ini-
tially, 886 papers were identified, and having in mind that Industry 4.0, both as
a concept and as a new paradigm, originated in Germany, most of them come
from Germany. The researchers then focused only on the published papers, of
which there were 274 in the observed period. A review and analysis of these
papers found that 73% of them relate to engineering issues and aspects, 39.4%
to aspects and communication issues and 20.4% on business process manage-
ment. Further analysis of selected papers was performed using the following
seven keywords that characterize Industry 4.0: cyber-physical systems, big data
or digitalization, the Internet of Things or wireless communication, automation
or artificial intelligence or robotics, additive manufacturing or 3D printers, cloud
computing and simulation/augmented/virtual reality. It was determined in what
way and to what extent the mentioned keywords were elaborated, and what are
the mutual relations in the analyzed papers, as well as the list of the most cited
analyzed papers by other authors. The importance of a number of preconditions
that need to be met in order to successfully apply the key technologies of Indus-
try 4.0 and achieve positive implications for the economy at the macro and micro
level, both in developed and developing countries, was also emphasized. The
investment in Industry 4.0 in a sample of 235 European companies in the amount
of EUR 140 trillion was also analyzed, which should enable the digitalization of
their value chains for more than 80% of companies over the next 5 years.

Having in mind the goal of our paper, the relevant literature was also consult-
ed, which presents the implications and experiences of transition economies, of
new EU members, and Central and Southeast European countries in building
a knowledge-based economy, ICT application and overall Industry 4.0 acquis,
productivity and economic growth and the possibility of successful convergence
or catching-up of developed countries (Piatkowski 2004, 2005, Cuaresma et al.
2012, Radosevic 2006, 2009, 2015).
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3. RESULTS - PRESENTATION OF BASIC POTENTIALS,

CHALLENGES AND POSSIBLE RESPONSES OF
SMALL OPEN ECONOMIES IN THE FUNCTION OF
ACCELERATING ECONOMIC GROWTH

In accordance with the topic and goal of this paper, our focus is on business and
economic aspects, potentials, challenges and possible responses of economic and
business policy makers, i.e. the search for an answer to the question: Whether
and with what approach the application of modern ICT can be a determinant of
sustainable economic growth and the development of small open economies and
a factor that will support their convergence with developed countries?

Research synthesized in the paper of P. Maresova et al. (2018) point to the fol-
lowing key aspects of the business and economic implications of Industry 4.0:

(1)

()

(3)

92

Education and work skills - emphasized need for “intelligent operators” in
smart factories for which a new system of education and preparation for
the development of adequate skills in a completely changed work environ-
ment should be created and implemented. This system implies an innova-
tive and interdisciplinary higher education for new “knowledge workers”
with new content in the field of ICT and Industry 4.0, including working
methods, which combine alternating schooling and work, including learn-
ing practices. In addition, it is necessary to further educate and train “old”
or existing workers to make them productive in new digitized production,
service and overall business processes and models, through initial retrain-
ing and additional training, and subsequent continuing and lifelong edu-
cation, together with new workers, in order to continuously maintain the
necessary competencies in accordance with further innovations and the
needs of the knowledge-based economy and society.

Application of smart technologies, intelligent production and digitaliza-
tion of production, service and business processes - which enables highly
automated production and business processes and smart systems, espe-
cially in some sectors (automotive and electrical industry) in order to
adapt faster to changing business environment. This increases cost effi-
ciency, provides prerequisites for better and more successful planning and
control systems, more efficient organizational and business models, and
production flexibility, even in small batches in manufacturing of mass-
produced products.

Government policies as elements of support or the necessary framework -
which enable, improve and promote the process of application of Industry
4.0 in various ways at the national and regional level (education, invest-
ment, social policy).
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(4) Changes in the domain of economy or production - which also determine
changes in the structure of industrial indicators that no longer correspond
to the structure of GDP. Industry 4.0 is becoming a growth factor, either by
applying ICT technologies in existing companies/sectors, or by forming
new companies in the IT sector.

(5) Social transformation, as a result of the digital transformation of the pro-
duction, service, as well as the public sector - leading to significant chang-
es in the labor market, which drives changes in the education system.
These are changes that will lead to the disappearance of some existing and
the emergence of new jobs, which are announced quite dramatically, both
in terms of intensity and dynamics. Some research (Osborne and Stroko-
sch 2013) indicates that about 47% of all employees in the USA will be at
risk of losing existing jobs, while the ratio of the number of “vulnerable”
or threatened with disappearance and the number of new jobs in Germany
is 7: 6 (Arntz et al . 2016). An adequate response and social approach to
current and expected further changes in the labor market is the concept of
“digital” education for Industry 4.0 and the knowledge-based economy
and society that should combine mechanical and electronic engineering
and information technology to develop digital skills in the whole society.
In connection with the digitalization of government administration and
services for employees, the unemployed and those at risk of unemploy-
ment (Kuhnova 2017).

Research synthesized in the work of A. Petrillo et al. (2018) were focused on
current practices, challenges and opportunities for the application of the Industry
4.0 acquis, whose main goal is to accelerate and make production more efficient.
The key technology of Industry 4.0 is cyber physical systems (CPS), which is a
set of several different technologies that create an independent, interconnected
and intelligent system of integrated different and physically distant objects/ele-
ments. Such cyber physical systems enable the generation and collection of data,
their processing and aggregation, and use as support for decision making. Cyber
physical systems function at the following 5 levels: (1) smart connectivity - ob-
taining real-time data via intelligent sensors and transmitting them via specific
communication protocols; (2) conversion of data into information - the possibil-
ity of collecting data and their conversion into information that has added value;
(3) digital twins - the ability to represent real time in digital reality; (4) cognition
- the ability to identify different scenarios and support the appropriate decision-
making process; (5) configuration - providing feedback on physical reality from
virtual reality and applying corrective actions at the previous level.
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Key Technologies of Industry 4.0 are synthesized by the following graphical
presentation:

Advanced
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Graph 1. Key Tehnologies of Industry 4.0. Source: Petrillo et al. 2018. p. 9

In order to successfully apply the technologies and achievements of Industry 4.0
and achieve the expected effects, it is necessary to provide appropriate prereq-
uisites, in particular: (1) creating awareness of the importance of innovation, (2)
education and innovation management, (3) identifying potential improvements,
and (4) creating an appropriate education system that will continuously provide
the necessary qualifications and skills for “knowledge workers”, both new and
retraining and training of existing workers/employees in accordance with the
new needs of the labor market in the Industry 4.0 system. It is very important to
keep in mind the overall changes determined by the application of system 4.0
(technologies, smart factories, business models, qualifications and skills, market,
...), and the need to adapt appropriate approaches to each individual country,
company, research organization.

In line with the above, the main challenges for developing countries and coun-
tries in transition, which are the focus of our paper, are: (1) training of “intel-
ligent factory operators” as “knowledge workers”, in order to acquire specific
digital business management skills, (2) flexibility, as there are relatively few
companies that have so far implemented the leading 4.0 systems, and (3) the

94 http://www.ae.efunibl.org/



http://www.ae.ef.unibl.org/

(ACE) Acta Economica, Vol. XIX, No. 34, 2021 85-112

need to provide adequate funding to begin the process of planning the introduc-
tion of the Industry 4.0 system at the national or regional level.

Industry 4.0 has a significant impact, not only on the IT sector, but also on tradi-
tional industries, such as oil and gas production, electricity generation and distri-
bution, rail transport and mining. The economic opportunities and implications
of Industry 4.0 are very broad and affect the entire economy and all countries.
The greatest expected economic effects will be in the most developed countries
that invest the most in Industry 4.0 technologies, which contributes to strength-
ening their national economies, but through outsorcing undisputedly motivated
by economic reasons, these effects will be transferred to countries with low costs
and incomes.

Industry 4.0 has the potential to significantly improve business processes in
manufacturing companies through greater: (1) efficiency - savings of raw materi-
als, materials and energy; (2) productivity - through the application of intelligent
technologies; (3) flexibility - using cyber-physical systems; (4) individualization
of demand - by integration of customers/consumers into networks/cyber physi-
cal systems/ and (5) decentralization - faster decision-making based on available
data. In order for this potential to become a reality and for the stated effects to
be realized, the companies that claim them must first invest significant funds
in Industry 4.0 technologies. Only large and financially strong companies can
afford that “satisfaction”, and an additional problem is that it is difficult to ob-
jectively assess the return on such an investment. Therefore, countries that have
the ambition to use the potential of Industry 4.0 for further economic growth
should, through appropriate economic policy measures, create and implement
national and regional investment plans in this area, as well as incentives for com-
panies to invest in Industry 4.0. Companies that for any reason stay out of the
changes brought about by Industry 4.0, risk business failure and disappearance
from the business scene as a result of technological lagging behind competitors.
Therefore, facing the current and especially future challenges of strengthening
the competitive position imposes as a strategic goal the digitalization of produc-
tion processes based on Industry 4.0 technologies, the creation of new business
models in the real, financial and public sectors. This strategic goal results in
obligations for companies, governments, universities and the education system
as a whole, science, researchers and research centers, financial and other institu-
tions, to develop the national research and innovation systems, in order to create
their own technological and innovative potentials, including also transfer and
successful application of current and new technologies, which can be a factor of
convergence of developing countries and small open economies, i.e. reaching the
level of development and income in developed economies and societies.

http://www.ae.efunibl.org/ 95



http://www.ae.ef.unibl.org/

Radomir Bozi¢ MODERN TECHNOLOGIES AS A DETERMINANT ...

The set of changes brought about by Industry 4.0 significantly modifies the work
environment and work patterns, which determines the need to adapt the educa-
tion system as a whole, including higher education, alternating education and
jobs for new “knowledge workers”, and lifelong learning and continuing educa-
tion of all employees through investment of employers in maintaining and ac-
quiring their new knowledge and skills. New skills should, among other things,
enable more efficient bridging of the gap between engineering and information
sciences, automatic learning and artificial intelligence, which have become a
reality of modern times, and create a precondition for efficient and integrated ap-
plication of all acquired knowledge. In order to adequately respond to these chal-
lenges, university study programs should be designed to prepare future “work-
ers” for the needs of the factories of the future. Acquiring computer knowledge
and skills and learning foreign languages should be a mandatory, not an optional
part of modern university studies. The study should be more student-friendly,
with the easing of bureaucratic procedures, additionally supported by summer
schools focused on raising awareness of computer science, and mandatory visits
to smart factories. Through these visits and student internships, it is possible for
students to get acquainted with their functioning as a company, but also for these
companies to acquaint students with the technologies they apply (Petrillo et al.
2018). In order to provide appropriate skills for “knowledge workers”, in addi-
tion to university education as the first stage, further professional development
(school/work transition/) is very important, as a phase that provides the first
technical qualification to future workers. This is realized through various work-
shops, which include technical issues as well as the acquisition of “soft skills”,
and work in university companies that allow students to adapt their profiles to
the requirements of companies in which they will develop their business careers
and contacts with these companies. Student internships also enable the acqui-
sition of technical experiences, as well as the development of personal skills
and inclinations for teamwork. Finally, the third and final stage of professional
development, the phase of continuous education and training of the “intelligent
factory operator”, as a key worker of smart factories, is the inevitability for every
smart factory to continuously invest in additional education of its employees in
order to maintain and improve their knowledge and skills in modern conditions..
This is confirmed by the data that more than 80% of the total of over 300 Ameri-
can manufacturing companies during 2013 and 2014 invested about $ 1,000 per
year in continuous training of each employee (Acenture, Manufacturing Institute
2014).

Previously elaborated potentials, challenges, as well as approaches of economic
and business policy makers are significantly and successfully applied in a num-
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ber of developed world economies. In the context of the aim of this paper, the
question arises: What are the opportunities and chances for small open econo-
mies in such a modern economic environment that have an urgent need to ac-
celerate their economic growth and reduce the income and living gap in relation
to developed countries?

The results of relevant research have confirmed that the potential for accelerat-
ing economic growth exists in underdeveloped and transition countries, small
and open economies, by investing in the transfer and application of technolo-
gies and knowledge from developed countries, which base their growth on their
own innovations and technological progress, which is a slower process. It is
about the so-called iron law of convergence or the catching-up effect that al-
lows countries that create and implement an appropriate approach to technology
transfer and application from more developed countries a convergence rate of
about 2% per year (see more in: Barro and Sala-i-Martin 1992, Rodrik 2013,
Barro 2015, Petrovi¢ et al. 2019). Transfer and application of knowledge and
technologies from developed countries is also possible through foreign direct
investment (FDI), as one of the modalities of inclusion in global value chains.
At the same time, countries that strive for faster growth and successful conver-
gence should create and implement their own approach, which will provide ap-
propriate positioning at the beginning or end of global value chains, in order to
maximize added value, based on its creation and retention. This means it should
be borne in mind that the legality and the fact that research and development and
design are initial activities in the value chain, represented by a smiling curve,
and marketing and services are the final ones that provide the highest added
value (OECD 2013). Therefore, it is necessary to develop one’s own capacities
in these areas in order for companies, regions and countries to be competitive
and a partner to “key players” in global value chains at these stages, and not only
in production activities characterized by the lowest added value. The overall ef-
fect of upgrading own economic performance of all participants will depend on
the successful or desirable positioning in global value chains. This assessment is
confirmed by the experiences and results achieved in this area by the countries
of the Visegrad Group (V4). The results of empirical research (VIckova 2015)
indicate that these countries, measured by the participation index, are among
the most integrated into global value chains. However, this share is based on a
high share of foreign value added, a low share of services in their exports and a
dominant share of production activities, due to the size of these economies (with
the exception of Poland), production orientation, and the fact that these countries
have served as a platform. for outsourcing manufacturing activities, mainly to
German companies. In order to improve their position and achieve greater eco-

http://www.ae.efunibl.org/ 97



http://www.ae.ef.unibl.org/

Radomir Bozi¢ MODERN TECHNOLOGIES AS A DETERMINANT ...

nomic benefits from participation in the global value chains the V4 countries, as
well as other small open economies, need to improve the level of education and
skills and flexibility of the workforce, to improve and develop their own research
and development potential. environment, strengthen and stabilize institutions,
critically assess the role of FDI, strengthen domestic ownership in companies
to prevent the repatriation of profits. The goal of these activities is to provide
control over what, how and for whom to produce (VI¢kova 2015) in order to
make the most of share in global value chains. In addition to the above, research
on the external dimensions of smart specialization provided through participa-
tion in global value chains in the countries of the European Union admitted to
membership after 2004 (EU13) (Radosevic and Stancova 2015), indicate that
the effects of technology transfer and improvement largely depend on whether
countries and regions use through mutual cooperation the global value chains
and international research and development networks as levers, connections and
learning mechanisms in the process of smart specialization. Global value chains
and the multinational companies that establish them can be drivers of productiv-
ity growth and economic growth, if used as mechanisms of learning and innova-
tion in “domestic” companies. This requires an appropriate approach/policies
that: (1) stimulate demand (not supply), drive FDI in research, development and
innovation, (2) focus on the quality of FDI and global value chains, (3) integrate
FDI and innovation policy, (4) develop a strategic approach to the internationali-
zation of research and development, and (5) strengthen and upgrade horizontal
links in the innovation system.

In addition, countries striving for faster and sustainable growth, such as all
Central and Eastern European (CEE) countries, should, as part of their overall
development and convergence strategy and policy, accept, promote and imple-
ment structural changes in the function of building society and knowledge-based
economies, including the technologies and changes that Industry 4.0 brings with
it (Piech and Radosevic 2006). Unlike the period at the end of the 20th and the
beginning of the 21st century, when the growth of these countries was achieved
due to redistribution and efficiency increase based on FDI production capac-
ity (static modernization effect), future growth will depend on technology ac-
cumulation and FDI spillover effect (dynamic effect of modernization) (Sza-
lavetz 2000). Thus, the path and transition to a knowledge-based society and
economy does not only mean focusing on the knowledge-based manufacturing
sector and branches or activities based on high technologies, but also the diffu-
sion and application of new technologies throughout the economy by stimulating
innovation systems in order to make the economic growth based on the “new”
economy long-term. Therefore, it is necessary to encourage the development of
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the knowledge intensive services sector (KIS - knowledge intensive services), as
well as all sectors to use ICT technologies, not just the IT sector. Given that CEE
countries with small open economies are highly dependent on access to foreign
markets and FDI, it is very important that they link their national innovation
policies and systems appropriately to FDI and the global value chains in which
they are involved (Piech and Radosevic 2006). Research also indicates that the
competitiveness of Southeast European countries in the context of integration
and convergence with developed European countries largely depends on their in-
dividual research and development potentials (primary infrastructure, human re-
sources, institutions), as well as joint research and their funding, where through
mutual cooperation they present themselves as partners who can be partners to
the economies of the European Union (Radosevic 2009). This cooperation has
the potential to help overcome obstacles and bottlenecks, and also to strengthen
national and joint innovation systems, which will be able to base convergence or
catch-up strategies, not only on imitation of available technologies and knowl-
edge, but also on their adaptation. and innovation, so that the ability to innovate
and the importance of science for convergence remain crucial (Fagerberg and
Srholec 2005). One of the important messages is that the traditional definition
and treatment of science and technology policy as a sectoral policy should be
expanded so that its focus is on connecting public research and development
institutions with domestic industry, agriculture and the medical sector, and use of
international assistance to integrate research and technological development in
the countries of Southeast Europe into European programs and better intercon-
nection of local innovation systems (Radosevic 2009).

The research team of Cuaresma C, and others (2012) sought to answer the ques-
tion of who are the drivers of growth, convergence and prosperity of 11 coun-
tries of the European Union (EU11) (Bulgaria, Croatia, Czech Republic, Esto-
nia, Hungary, Latvia, Lithuania, Poland, Romania, Slovenia and Slovakia). This
group of developing countries initially achieved impressive results in the devel-
opment of the market economy and its positioning in the institutions of the Euro-
pean Union. The per capita income convergence process with developed Western
European countries (EU15) is expected to continue, but at a slower pace. At the
same time, the greatest contribution to further convergence is expected from the
reduction of the gap in investment in human capital in relation to the EU15. In
the area of trade and finance, integration between the EU11 and this group of
EU15 countries is expected to continue, and the focus will be on strengthening
stability in cross-border banking. In the field of enterprise and innovation the
good results have been achieved in job creation, productivity growth and com-
petitiveness in the international market, but innovation indicators indicate that
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the group of EU11 countries is lagging behind other EU member states. Demo-
graphic trends in Europe raise questions about the sustainability of the European
growth model, pension policies as well as policies to close the education gap,
incentives for labor market participation and the return of skilled workers will be
increasingly important for the economies of EU11 countries. Although the inte-
gration of EU11 countries has helped to improve the quality of government work
by strengthening the rule of law, economic openness, and promoting the right
to vote and accountability accompanied by high costs for social benefits, public
administration and governments in the EU11 are less efficient than in the EU15
and in developing countries with a similar level of income, which is negatively
reflected on growth. In addition, in line with the further expected deterioration
of the demographic situation, pressures for higher social spending are expected.

A significant contribution to the study and consideration of the impact of ICT,
Industry 4.0 on growth in transition economies, as well as the potential for eco-
nomic development in the new EU countries and candidate countries, is provided
by empirical research presented in M. Piatkowski in 2004 and 2005.

The paper “The Impact of ICT on Growth in Transition Economies” (Piatkowski
2004) analyzes the multi-channel contribution of ICT to growth in labor pro-
duction and productivity in eight CEE transition economies (Bulgaria, Czech
Republic, Hungary, Poland, Romania, Russia, Slovakia and Slovenia). in the
1995-2001 period.

This paper, i.e. research in the function of its development, is a significant con-
tribution to understanding the potential and impact of ICT in developing coun-
tries and transition economies, given that most of the available literature mainly
contains research results of ICT contribution to accelerating GDP growth and
labor productivity in developed countries. especially in the United States. This
contribution was especially emphasized during the 90s of the last century. De-
spite the collapse of the “internet bubble” and the unfulfilled expected stronger
effect of the “new economy”, it seems that technological advances brought by
ICT have not stopped, as evidenced by the continuously high growth rates of
labor productivity in the US which during 2000-02 were on average 3.4% versus
“only” 2.5% in the period 1995-2001. (Economist 2003). Similar trends have
been observed in other developed countries, including Ireland, the Netherlands,
Australia, Denmark and the United Kingdom (OECD 2004, 2003, van Ark and
Piatkowski 2004). In contrast, there has been little research and evidence in pub-
lished papers on the impact of ICT on the economies of developing countries
and transition economies. Exceptions are several IMF publications (IMF 2001)
which indicate that there is a positive impact of ICT on output growth in the late
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1990s in selected Southeast Asian countries, and the paper of Lee and Khatri
(2003) proving the impact of capital investment in ICT on economic growth
in the countries of Southeast Asia. The first assessments of the impact of ICT
investment in ICT and the contribution to economic growth and productivity
growth in the 4 new EU member states, members of Group V4 (Czech Republic,
Hungary, Poland and Slovakia), based on growth accounting methodology, are
presented in M. Piatkowski (2003). This methodology was also used in the paper
of the same author who investigates the impact of ICT on growth in eight transi-
tion economies (Piatkowski 2004). Starting from the fact that ICT products and
services are the results of “production” of ICT industry or sector and at the same
time input for branches/activities that use ICT products and services, the overall
impact of ICT on economic growth is realized through the following 4 channels:
(1) production of goods and services, which directly contribute to the growth
of aggregate value added created in a given economy; (2) increase in total fac-
tor productivity (TFP) of production in the ICT sector, which contributes to the
growth of total factor productivity in a given economy; (3) the use of ICT capital
as an input in the production of other products and services; and (4) contribu-
tion to total factor productivity in the economy as a whole based on productivity
gains in non-ICT products and services sectors, determined by the production
and use of ICT (spillover effect).

This research found that during the observed period, ICT provided a significant
contribution to GDP growth and labor productivity in the eight transition coun-
tries covered by the research, with significant differences between the analyzed
countries. The contribution of ICT through the increase in the value of capital/
investment in ICT and the growth of total factor productivity in the ICT man-
ufacturing sector brought an average of 0.87 percentage points to production
growth in four CEE countries (Czech Republic, Hungary, Poland and Slovakia),
for which only there were enough data. The stated aggregate contribution of ICT
in these countries was higher than in the developed 15 EU countries (EU15),
which in the same period was 0.73 percentage points. Based on these indica-
tors, it can be concluded that ICTs have contributed to convergence, i.e. catch-
ing up with the EU15 by these four CEE countries (V4). The survey also found
that the contribution of ICT capital alone to output growth in the five leading
CEE countries (previous four countries plus Slovenia) averaged 0.61 percent-
age points, and was significantly higher than in the EU15 countries (0.46 per-
centage points on average). However, in the remaining three analyzed countries
(Bulgaria, Romania and Russia), the contribution of ICT capital to the growth
of production was much lower than in the previously mentioned five leading
CEE countries, but also lower than in the EU15 countries. A similar “pattern”
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was confirmed by comparing the contribution of ICT capital to labor productiv-
ity growth. Therefore, this research found that in the three mentioned “lagging”
transition economies, ICT did not enable convergence, i.e. catching up with the
EU1S5 countries, but on the contrary, the gap in the level of development and
income was deepened.

The research was also focused on the future perspectives of economic growth of
the analyzed countries. Given the fact that post-transition growth reserves in the
observed countries are largely depleted, it was assumed that the future growth of
these economies will largely depend on the ability and capacity to use ICT pro-
ductively. The Polish economy was taken as a projection of future impact, and it
was estimated that ICT capital is likely to contribute 0.6 percentage points to the
average GDP growth of 4% in the period until 2025, without taking into account
the possibility of finding new, more productive ICT applications, which could
further increase the contribution of ICT to economic growth and productivity
growth. In addition, the mentioned spillover effect should be borne in mind,
as there is a realistic expectation that the increasing use of ICT will accelerate
the pace of innovation and knowledge diffusion, and that firms/companies, in-
dustries/branches and the economy as a whole will have a chance to accelerate
productivity growth through imitation, acceptance and application of concepts,
models and ideas developed by other more developed countries. However, it is
very wrong and dangerous to expect that [CT will be able to be used productively
in any country, branch or activity, or company, without providing appropriate
assumptions. These assumptions necessarily include changes, i.e. reviewing and
adjusting economic policies at the macro level, changes in the structure, organi-
zation and business models at the micro level, improving the level of knowl-
edge and ICT skills of the workforce. The experience of countries that have
been successful in this field so far, indicates that the continuous and consistent
improvement of economic, institutional and regulatory infrastructure must be
ensured at the macro level, in order to accelerate economic growth and produc-
tivity growth, based on technological progress and its application, in modern
conditions embodied in ICT and their diffusion and application. In this context,
economic policies, which seek to maximize the benefits of ICT and Industry
4.0 as a modern scientific and business paradigm, must focus on creating a fa-
vorable business environment, open borders for trade, increasing foreign capital
inflows and spending on human capital, improving law enforcement efficiency,
strengthening macroeconomic stability, and above all, promoting competition in
the labor market.

The paper “The Potential of ICT for Development and Economic Restructuring
of the New Member States and Candidate Countries” (Piatkowski 2005) presents
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some of the key research results of one of the studies within the project “Fore-
sight on Information Society Technologies in an Enlagred Europe” (FISTE ),
realized by the Institute for Prospective Technological Studies, one of the seven
research institutes within the DG Joint Research Center (JRC) of the European
Commission. The survey covered new EU member states at the time: the Czech
Republic, Cyprus, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, Slovakia
and Slovenia, including also candidate countries: Bulgaria, Romania and Turkey,
and Croatia, which has not yet had candidate status. Within this project, mono-
graphs were created for all the mentioned countries, based on the conducted
research. They present analyses of the development of the information society in
each of the countries, positive and negative impacts, strengths and weaknesses
of each country, and give a look at the possible outcomes, based on quantitative
data. The synthesized report and accompanying reports presented at the expert
workshops identified three main challenges that will affect the development of
the information society in Europe in the next decade: (1) Changing competitive
pressures: the potential of ICT for economic growth; (2) Growing social divi-
sions: the role of ICT in social or digital disparities; and (3) Growing demo-
graphic pressure: the tertiary transition in education. The key findings of the
conducted research related to the first mentioned challenge can be synthesized
as follows:

1) ICT can help annaylzed countries (new EU members) in the process of

economic convergence or catching up with developed European countries
(EU15)
The application of ICT provides faster productivity growth in CEE coun-
tries at the macro level, as well as at the level of branches/activities in
relation to the EU15 and the USA. The research found that ICTs during
the period 1995-2001 contributed to reducing the income disparities of
the five leading CEE countries compared to the EU15. However, the gap
between Bulgaria and Romania has widened, as the application of ICT has
not encouraged convergence with the EU1L5 due to the weakness of their
economic and institutional environment during the survey period.

2) There is potential for productivity growth in ICT-based sectors using ICT
The research showed that there is a significant potential for productivity
growth, based on the application of ICT, not only in the IT sector, but also
in other sectors that do not produce products and provide services in the
field of ICT, if they successfully apply ICT in their activities. Therefore,
these sectors (branches or activities) will benefit more or less based on
the application of ICT, depending on how successfully they can apply
ICT in their activities. To the extent that this potential of ICT is realized,

http://www.ae.ef.unibl.org/ 103



http://www.ae.ef.unibl.org/

Radomir Bozi¢ MODERN TECHNOLOGIES AS A DETERMINANT ...

individual countries and branches or activities can accelerate economic
growth and increase the degree of convergence or catching up of devel-
oped EU1S5 countries.

The key conclusion of these studies is that the analyzed countries, which aspire
to faster economic growth in modern information or society and knowledge-
based economies and paradigms of Industry 4.0, should create and implement
policies that encourage greater use of ICT in all sectors, activities, including the
public sector, and create an economic and institutional environment in which the
business sector will invest more in ICT. This is a precondition for contributing
to a significant acceleration of economic growth through the development of the
information society in these countries in line with the Lisbon Strategy.

4. DISCUSSION - CONCLUDING REMARKS AND
RECOMMENDATIONS FOR POSSIBLE RESPONSES

In the relevant literature, strategic acts, including also everyday business com-
munication, modern society is increasingly referred to as information or digital,
economic system and economy as a new, digital or knowledge-based economy,
and the current fourth industrial revolution as Industry 4.0. This technological,
social and economic environment as a whole is a reality of developed coun-
tries and economies, but its achievements have become available throughout our
planet. This provides an opportunity for underdeveloped societies and econo-
mies in transition, as well as small and medium-sized businesses, to use the
availability of technology, information, knowledge, and markets to innovate
their businesses, increase efficiency and competitiveness, and create their own
business and development strategies that enable them to successfully engage in
globalized economic flows.

The new economic and development paradigm of Industry 4.0 represents the in-
tegration of IT tools (such as big data, cloud, robot, 3D printing, simulation, etc.)
by connecting to a global network by transmitting digital data. On this basis,
smart/intelligent solutions can be created to allow to increase the efficiency of
business processes and reduce costs through the value chain and maximize results
measured by creating added value. The application of this modern paradigm im-
plies: (1) Digitization and increased integration of vertical and horizontal value
chains; (2) Digitized offer of products and services and (3) Creation and appli-
cation of innovative digital business models. The effect of these changes is not
only the strong development of the IT sector, but also the radical transformation
of traditional “industries”, i.e. branches or activities, by changing their approach

104 http://www.ae.ef.unibl.org/



http://www.ae.ef.unibl.org/

(ACE) Acta Economica, Vol. XIX, No. 34, 2021 85-112

to work by using new technologies, new machines and equipment, new materials
and other inputs, whereby knowledge becomes the crucial input.

The set of changes brought about by Industry 4.0 significantly changes the work
environment and work patterns, which determines the need to adapt the educa-
tion system as a whole, including higher education, alternating education and
jobs for new “knowledge workers”, and lifelong learning and continuing educa-
tion of all employees through employers’ investing in maintaining and acquiring
their new knowledge and skills. New skills should, among other things, enable
more efficient bridging of the gap between engineering and information scienc-
es, automatic learning and artificial intelligence.

In order to successfully apply the technologies and achievements of Industry
4.0 and achieve the expected effects, it is necessary to provide appropriate pre-
requisites, such as: (1) creating awareness of the importance of innovation, (2)
education and innovative management, (3) identifying potential improvements,
and (4) creating an appropriate education system that will provide the necessary
qualifications and skills for “knowledge workers” on a continuous basis, both
for new workers, and retraining and additional training of existing workers or
employees, in accordance with the new needs of the labor market.

The application of ICT, as the basis of Industry 4.0 and modern and future
knowledge-based economics, in accordance with economic theory and previous
empirical evidence, creates significant potential for labor productivity growth
and economic growth. Although there is debate in the scientific community
about the intensity and dynamics of these impacts, empirical research confirms
that the use of ICT during the 1990s significantly contributed to accelerating
GDP growth rates and labor productivity in developed countries, especially in
the United States. Thus, in the USA in the period 2000-02, the average labor pro-
ductivity grew at the rate of 3.4%, while in the period 1995-2001 that rate was
2.5%. The positive impact of the ICT and IT sectors on growth and labor produc-
tivity in the same period was achieved in Southeast Asia, as well as in most tran-
sition European countries (CEE), which contributed to their convergence with
the economies of EU15 countries. Yet, one should keep in mind the empirically
confirmed fact that new technologies make a full contribution to the growth of
labor productivity and economic growth with a certain time lag. The intensity
and dynamics of the effects of the application of ICT significantly depends on
the ability of each economy and its companies to use them productively. At the
macro level, the diffusion and application of ICT encourages the development
and strengthening of economic, institutional and regulatory infrastructure, and
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at the micro level, changes in the structure, organization and business models of
companies.

Industry 4.0 has the potential to significantly improve business processes in
manufacturing companies through greater: (1) efficiency (2) productivity (3)
Slexibility (4) individualization of demand and (5) decentralization. In order for
this potential to become a reality and for the stated effects to be realized, the
companies that claim them must first invest significant funds in Industry 4.0
technologies. Companies that for any reason stay out of the changes brought by
Industry 4.0, risk business failure and disappearance from the business scene as
a result of technological lag behind competitors.

The following question logically arises in the context of the aim of this paper:
What are the opportunities and chances in such a modern economic environment
for small open economies that have an urgent need to accelerate their economic
growth and reduce the income and living standard gap with developed countries?

The results of relevant research have confirmed that the potential for acceler-
ating economic growth exists also in underdeveloped and transition countries,
small and open economies, by investing in the transfer and application of tech-
nologies and knowledge from developed countries, which base their growth on
their own innovations and technological progress, which is more expensive and
slower process. It is about the so-called iron law of convergence or the catching-
up effect, which allows countries that create and implement an appropriate ap-
proach to technology transfer and application from more developed countries
a convergence rate of about 2% per year. One of the studies listed in this paper
found that ICTs in the period 1995-2001 in the V4 group of countries and Slo-
venia contributed to the growth of production and productivity more than in the
developed countries of the EU1S5, and thus convergence, i.e. catching up with
the EU15 countries. In contrast, in the remaining three analyzed CEE countries,
ICT contributed significantly lower to production growth than in the five leading
CEE countries, and also lower than in the EU15 countries, as a result of which
ICT did not enable convergence in these three transition economies or the catch-
ing-up effect. On the contrary, the gap in the level of development and income
has deepened. Transfer and application of knowledge and technologies from de-
veloped countries is possible through foreign direct investment (FDI), as one
of the modalities of inclusion in global value chains. The countries that aspire
to faster growth and successful convergence should create and implement their
own approach, which will provide appropriate positioning at the beginning and/
or end of global value chains, in order to maximize added value. This means one
should consider that legality and the fact that initial activities in the value chain
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represented by the “smile curve” are research and development and design, and
the final ones are marketing and services, those that provide the highest added
value, its creation and retention.

However, it would be wrong to expect that ICT will be able to be used pro-
ductively in any country, branch or activity, or company, without providing ap-
propriate preconditions. These preconditions necessarily include changes, i.e.
reviewing and adjusting economic policies at the macro level, changes in the
structure, organization and business models at the micro level, improving the
level of knowledge and ICT skills of the workforce. The experiences of countries
that have been successful in this field so far, indicate that continuous and consist-
ent improvement of economic, institutional and regulatory infrastructure must
be provided at the macro level, in order to accelerate economic growth and pro-
ductivity growth, based on technological progress and its application, in modern
conditions and embodied in ICT - their diffusion and application. In this context,
economic policies, which seek to maximize the benefits of ICT and Industry 4.0,
must focus on creating a favorable business environment, open borders for trade,
increasing foreign capital inflows and spending on human capital, improving
law enforcement efficiency, strengthening macroeconomic stability, as well as
the promotion of competition in the labor market.

The key conclusion that emerges from the results of relevant research is that
all countries, which aspire to faster economic growth in modern information
or society and knowledge-based economies and paradigms of Industry 4.0, and
especially small and open economies, should create and implement policies that
encourage greater use of ICT in all sectors, branches or activities, including the
public sector, and create an economic and institutional environment in which the
business sector will invest more in ICT.

Facing the current and especially future challenges of strengthening the competi-
tive position imposes as a strategic goal the digitalization of production and busi-
ness processes based on Industry 4.0 technologies, the creation and application
of new business models in the real, financial and public sectors. This strategic
goal imposes obligations for companies, governments, universities and the edu-
cation system as a whole, science, researchers and research centers, financial and
other institutions, to develop national research and innovation systems, in order
to create their own technological and innovative potentials, and transfer and suc-
cessful application of current and new technologies, which can be a factor in the
convergence of developing countries and small open economies, i.e. reaching
the level of development and income in developed economies and societies, and
therefore the determinants of sustainable economic growth and development.
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CABPEMEHE TEXHOJIOT'HJE KAO AETEPMUHAHTA
OAPKNBOI' EKOHOMCKOI' PACTA U PA3BOJA MAJIUX
OTBOPEHUX EKOHOMUJA

— IloreHuujanau, uzazosu u moryhu onrosopu —

'"Panomup boxuh, Yausepsuter y Mcrounom CapajeBy. ExoHomcku daxynrer [Tae,
bocha u Xepuerosuna

CAKETAK

CaBpemeHo qo00a KapaKTepHIe CHaXKaH pa3Boj U MpHUMjeHa HH()OPMAITHOHO-KO-
myHukanmnonnx texuonoruja (UKT) m Uugyctpuje 4.0, Koje mEeTEpMHUHHIITY
3HauYajHe MIPOMjEHE Y €KOHOMHUJU W JPYINTBY y IjeJIHHH, a TTOCEOHO yTHUYy Ha
MPOM3BOJIHE U TIOCIIOBHE MPOIIece, EKOHOMCKH pacT M Pa3Boj, MPOIYKTUBHOCT,
TIOCJIOBHE MOJIeNie, oTpeOHe KBann(uKaIije U BjeIITHHE paJHUKa, 00pa3oB-
HU CHCTEM, Ka0 U CBAaKOJHEBHHM >KHBOT JbYIIU. 3aXBaJbyjyhu TOME pa3BUjeHE 3¢-
MJbe Beh ocTBapyjy 3Ha4ajHe e(eKTe y AoMeHy e(DUKaCHOCTH, MPOIXYKTHBHO-
ctH, ¢uekcnOmIHOCTH, pacta 6pyTo momaher mpomssoma (B/II1) u kuBOTHOT
cTaHaap/a, a ToCcToje MOryhHOCTH | 3a Majie OTBOPCHE CKOHOMH]E 1a KPEHPajy
BJIACTHUTE MPUCTYIEC Y MUY yOp3ama pacta U KOHBEPIreHIIMje ca Pa3BUjeHUM
3eMJbama. Y CylpoTHOM cy Moryhe 1 HeraTuBHE MOCJbEIMIIE TO3HATE KAO JUIH-
TaJiHa Tojerna.

nse oBor pajna je 1a, Ha OCHOBY pelIeBaHTHE JINTEpaType U NCKyCTaBa I10jeIu-
HUX 3eMaJba, MPE3CHTYje MOTCHIHNjalle, N3a30Be U MOTyhe oAroBope Kpearopa
€KOHOMCKWX U MTOCIIOBHUX MOJUTHKA ycMjepene Ha mpuMjeny UKT u UnanycTpu-
je 4.0 y MauM OTBOPEHHM €KOHOMHjaMa, KaKBe Cy M 3eMJbe 3amaaHor bamkana.

Pan je crpykrypupan Ha cibenehu HauMH: Y8ooHe Hanomene - enadbopanuja Te-
opHjcKe OCHOBe, KapakTepructuka u umiumkanuja UKT u Uanycrpuje 4.0 Ha
€KOHOMU]Y U OPYIITBO Y ILjeTuHu; Memodonocuja — TIperiie]] peliecBaHTHE aKTy-
eNHe uTeparype; Pezyimamu — Npe3eHTOBake OCHOBHUX MOTEHIIMjaa, 13a30-
Ba M MOTYhHX OATOBOpa MaJInX OTBOPCHUX EKOHOMH]a y (DYHKIIHUjH YOp3amka eKo-
HOMCKOT pacta; U J{uckycuja — 3aKJby4Ha pa3Marparma Hu Mpernopyke 3a Mmoryhe
OJIrOBOpE.

Kibyune pujeun: KT, unoycmpuja4.0, unosayuje, ekoHoMCKUpacm, npooykmueHoCn,
NOCI08HU NPOYecl U MOOeNU, Maje OmeopeHe eKOHoMIje
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ABSTRACT

The paper is based on the thesis that the company com-
petitiveness should be built on the basis of accounting
support to strategic choices. Competitiveness at the sin-
gle company level is, for the most part, a consequence
of management activities. More recently, modern man-
agement concepts are available to them, which also re-
quire adequate information support. Hence, the content
of the defined topic was intended to present the possi-
bilities of accounting information support in achieving
and measuring competitiveness, as identified based on
customer attitudes about the key factors for company’s
market success. Achieving such an aim would contrib-
ute to identifying the criteria of accounting information
system success in achieving desired market position,
but also in promotion, to a great extent neglected pos-
sibilities of this part of information system, in domes-
tic companies. Required adequacy of information sup-
port is presented in the form of accounting instruments
which can help in setting and implementing differentia-
tion strategy.

© 2021 ACE. All rights reserved

1. INTRODUCTION

The question: “how to be competitive” or “how to be better than others” in sat-
isfying needs for products or services, is occupying the thoughts of economists
for centuries. In conditions of globalized market and growing offers of different
products and services, which satisfy needs of their users in a same or similar way,
the competitiveness concept gets additional importance. This is exactly why one
starts from the standpoint where the competitiveness is “the requirement of sur-
vival and the prosperity of the company” (Malini¢, 2013, p. 50).

Subject of this research is related to one of the key assumptions of competitive-
ness of companies as market participants: accounting support to the managers,
especially in implementing differentiation strategy. The key factors of market
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success have been identified in theory and practice. Based on them, new man-
agement concepts have emerged, and those concepts require an adequate infor-
mation support, so the paper will present the accounting instruments that should
provide that support.

2. LITERATURE REVIEW

In economic terms, competitiveness can be viewed from different points of view:
from the point of view of multinational associations, national economies, re-
gions, firms and from the point of view of individuals. Individual levels are
interdependent, which makes the analysis and achievement of competitiveness
assumptions, a very complex problem.

The issue of competitiveness was initially treated from the point of view of the
national economy, in the form of absolute and comparative advantages that one
nation has compared to others. These benefits have been found in natural re-
sources, capital and people. Over time, with the development of transport con-
nections, technology, communication tools and other forms of globalization,
competitiveness was sought at the level of individual companies who began
to prove their competitiveness in a growing market and whose regulation and
functioning characteristics became more and more standardized. As measures
of competitiveness at the level of an individual company, the size of market
share, profitability, amount of comparable costs and productivity are commonly
used. Also, this successfulness or competitiveness is nowadays measured by the
results related to compliance with the standards regarding social responsibility,
environmental protection, working conditions of employees and the like.

2.1. Conceptual assumptions of company competitiveness

The issue of companies’ competitiveness is a matter of its strategic choices. By
choosing a way in which the company will oppose the competitors, the so-called
competitive or business strategy and basic direction in investing limited funds
will be defined. In that sense, companies use generic strategies (Porter, 1985)
that should enable a firm to compete on the basis of: a) differentiation leadership
in a way of meeting the needs of products and services users, b) cost leadership
and c) focusing on the needs that no one satisfies (manufacturer or service pro-
vider within a small market segment - the so-called niche). Also, for different
markets companies “may choose the combination of different strategies” and in
that way achieve strategic positioning (Drury, 2012, p. 581).
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The basis of competition has changed over time, with continues upgrade of pre-
viously identified prerequisites of competitiveness (see figure 1), by which a
growing satisfaction of customer needs was verified. This growing satisfaction
should enable customer loyalty, i.e. company’s long-term competitiveness.
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Figure 1. Evolution in the elements of competitiveness.
Source: Gajié, 2017, p. 80

There are many factors that affect the customer satisfaction and loyalty. How-
ever, there is sufficient evidence and consistent views that relevant factors for se-
lection of products and services could be systematized into so-called key success
factors for individual product and service providers, based on buyer’s wishes.
There are also different ways in defining key success factors. For example, Mill-
er and Roth identified eleven competencies for achieving competitive advantage:
consistent quality, reliable delivery, high-performance products, fast delivery,
low-cost offerings, introducing new products or fast changes in design, offering
of wide range of products, advertising i.e. effective promotion, broad distribu-
tion, fast volume change and after sales services (Miller & Roth, Manufacturing
Strategies, Operations Management Review, 1988, pp. 8-20, as cited in Juran &
Gryna, 1999, p. 84); Hansen, Moven, & Guan state that quality, flexibility, and
cost-effectiveness are fundamental principles of the global level of competitive-
ness (Hansen, Mowen, & Guan, 2009, p. 766), Melnik & Denzler define quality,
delivery, flexibility and cost as key drivers of market success from a customer
perspective (Melnyk & Denzler, Production Operations Management. Irwin.
Chicago. 1996, as cited in Fredendall & Hill, 2001, p. 28), while for some au-
thors, simultaneously management and accounting instruments can be found as
competitive prerequisite (Dunk, 2012). According to the most cited authors from
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management accounting field, Colin Drury and Charles Horngren, key success
factors are: quality, time, innovations and costs (Drury, 1996, p. 23; Horngren,
Foster, & Datar, 2000, p. 8).

These views are supported by domestic market research (Gaji¢, 2010, pp. 379
- 407). The research was carried out for three types of products: products that
belong to basic low-value consumer goods (milk), products that are subject to
seasonal purchases (winter jacket) and to luxury goods, that is, products that are
purchased only a few times over the lifetime of the buyer (car). In order to iden-
tify the key factors of competitiveness, the criteria by which buyers make their
purchase choices were identified. The total number of different criteria for the
analyzed products is: for milk - 30, for winter jacket - 29, and for car - 36. It was
concluded that each of the product selection criteria can be classified into the
following categories, which were considered as key factors of market success,
known also as competitive factors!:

1) Quality - characteristics of product usage value and production and sale of
products without making errors or failures in the process;

2) Time - customer needs are quickly met (external context), and the entire
process of preparation, production and delivery takes place quickly and
without time waste (internal context);

3) Innovation - applied novelty in characteristics that affect product attributes
(product innovations) or ways of its production (process innovations), and
in ways customer needs are met, but also those changes that affect the cost
of meeting customer needs;

4) Cost - as a characteristic of competitiveness, this key success factor im-
plies that all three previous elements are provided at low cost so that the
price of the product or service that is determined on the basis of these costs
is competitive.

It is clear that the costs have a direct impact on business results, but at the same
time they are a common feature of all key success factors. Regardless of the way
in which the market strategy is defined and on which key factors of market suc-
cess it is based on, efficiency in the use of resources, as measured by the amount
of costs, is an inevitable competition factor. However, due to the objectives of
this research, further attention will be focused on other factors of market success,
as a general base for differentiation strategy.

1 The relative share of the “other” buying criteria in the total number of criteria for analyzed three
products allows for them to be considered irrelevant and, according to consumer behaviour theory,
are considered irrational and cannot be treated as universal assumptions of competitiveness.
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2.2. The impact of accounting support on achieving competitiveness

Traditionally, accounting and the tools at its disposal have been perceived as
means of recording the consequences of business transactions, with the key task
of'achieving a clear understanding of the value of scarce resources used (costing)
and the economic and non-economic effects (measuring results) of such resource
consumption. Over time, with the development of the management profession
and various management techniques, accounting is first asked for help with tac-
tical and then strategic decisions about how to manage these scarce resources.

The lack of adequate accounting support for strategic management and achiev-
ing competitiveness was exactly the basis for a critical approach to the content
of accounting reports, which was especially emphasized in the second half of
the 80s and early 90s of the twentieth century. Johnson and Kaplan’s conclusion
from 1987, that management accounting lacks innovative content that would
adequately take account of changes in the business environment has been con-
firmed by later research (Drury, 1996; Bromwich and Bhimani, 1989, 1994).
Criticisms were especially related to: the need to take into account the changed
structure of production costs and diversification of offerings, which is why tradi-
tional production cost accounting systems provided misleading information for
decision making purposes; the view that conventional management accounting
practices are identified only as a means of supporting the reporting needs of
external users of accounting reports, while also completely ignoring the need
for accounting treatment of the external environment within which the company
operated.

Domestic practice studies? in this segment are not numerous and have not yielded
positive results. Available domestic market research (for example, Gajié, 2011,
pp- 127-152) indicates an insufficient use of traditional accounting support in-
struments for the management process. For example, only 40% of respondents
know the data pertaining to activity level required for total business costs to be
covered (data on the break-even point); only 31% of respondents in addition to
the absorption costing for valuing stock of products (statutory calculation), also
uses the variable costing (known to be more suitable for management needs);
only 63% of respondents use the operating budget as a guideline for how to
plan activities of a company; only 37% respondents calculate deviations from
planned numbers, which significantly reduces the informative value of the plan
itself; in 64% of companies the management makes a decision that is not based
on accounting information.

2 Research conducted on Republic of Srpska companies.
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Research conducted to identify the application of accounting instruments in the
segment of the application of integrated cost management, with an emphasis on
accounting support for strategic decisions (Lucié, 2016, pp. 61-87) gives similar
results. Practically none of the analyzed companies use modern cost accounting
concepts and 53% of them use actual (real) absorption cost accounting, while the
remaining companies use standard and standard variable cost accounting equal-
ly, which is consistent with the conclusion from the research presented earlier
that costing which is better for managerial activities is insufficiently used. In the
segment of aforementioned research, related to the modern methods of cost man-
agement, the cited author got the following results: two out of thirty companies
from the relevant sample apply activity-based costing (7 apply it partially) and
target costing (4 apply it partially) while the cost calculation according to the
kaizen methodology (as an assumption for just-in-time costing concept) is not
applied. However, in the conclusion of the obtained results, it is stated that “the
application of conventional cost accounting systems in the surveyed companies
is justified” (Luci¢, 2016, p. 77).

However, there is no sufficient information on the national and international
competitiveness of the analyzed companies (especially those that do not apply
modern management and cost accounting concepts). The author justifies the use
of conventional costing systems with the low level in the indirect cost and hav-
ing business done in a low competitive environment (Luci¢, 2016, p. 75). Still,
if one assumes that the technological advancement and globalization are the two
key assumptions of doing business in contemporary business conditions, while
technological advancements implies the change in the structure of total costs to-
wards indirect costs and globalization implies a serious exposure to competition,
then one could indirectly conclude that the analyzed companies do not have the
necessary “strength” from a competitive standpoint.

3. RESEARCH RESULTS RELATED TO ACCOUNTING
SUPPORT FOR ACHIEVING COMPETITIVENESS

When defining the tasks of an accounting function in relation to achieving com-
petitiveness, clear answers to the key questions should be given: when to prepare
the information or the competitiveness report, how the reporting subject (com-
petitiveness) will be defined, what source of information will be used and what is
the specific content of the information or the competitiveness report (Figure 2).

3 Research conducted on a large production companies from Bosnia and Herzegovina.
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traditional Accounting Support to | contemporary
Competitiveness

\

Previous, as needed, support 0
(before making the decision) ... <:‘ When?

Subsequent, periodic, support
When? |:> (usually annual) after
the decision has been made ...

... on the assumptions for achieving
... on the identified competitive competitiveness - on the state of

About what? |:> status of the company .. the products or services characteristics <:| About what?

it offers and the processes

from which they arise ...

Source of - - : - : Source of
. ) ... through publicly available ... through information not publicly . .
? . p . ?
information? information ... available ... information?
... on the individual characteristics of
_Content of ... on general financial indicators products or services synthesized in key _Content of
information? success factors - the QTIC concept information?

of competitiveness

Figure 2. Assumptions for defining accounting support to competitiveness. Source: Author

Of course, these reports are not mutually exclusive, but rather dependent and
complementary.

3.1. The concept of traditional and contemporary accounting
support in measuring competitiveness

Traditionally, the accounting provides ex-post comparisons of historical perfor-
mance in the competitive segment, based on publicly available information from
the financial statements of competitors. There are several common indicators of
competitiveness that can be viewed comparatively. For these purposes, suppose
an example of comparative analysis for: company “ABC”, a direct competitor
(a company whose performances should be reached in a short-term), a potential
competitor (a company whose results are close to those of “ABC”) and a mar-
ket leader, best company whose accomplishments everyone wants to reach (see
Table 1).

For the analyzed company (“ABC”) in 2019, sales revenue increased by 11.11%
compared to the previous accounting period (indicator from row 4), but its mar-
ket share decreased by 5.41% (indicator from row 7). Thus, while revenues have
increased, the competitiveness of businesses, as measured by market share, has
decreased. The importance of this indicator is even more emphasized when look-
ing at the immediate and potential competitor, and the market leader, because
they all have higher relative sales revenues growth than the analyzed company,
and the potential competitor and market leader have also grows in market share.
An increase in sales revenue does not lead to an increase in the competitive posi-
tion of a company if the percentage of growth in the potential (size) of the market
to generate sales revenue is greater than the percentage increase in sales revenue.
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As a result, the market position of the “ABC” company and its immediate com-
petitor has deteriorated.

ABC’s relative market share with respect to competition (indicator from row 8)
is an indicator that will give a more accurate understanding of ABC’s competi-
tive position and prospects. It is the ratio of the market share of an individual
competitor to the market share of “ABC”.

According to the analyzed data, it can be concluded that the situation of the ana-
lyzed company has worsened with respect to all three competitors in the current
accounting period, compared to the previous one. The difference in market share
increases with respect to companies where the backlog was recorded in the pre-
vious accounting period (with respect to the direct competitor and market leader)
and decreases with respect to potential competitor.

Also, the relative increase in the business results of the analyzed company is
smaller compared to other competitors (indicator from row 14), where the data
about the average unit profit indicates that direct competitor and market leader
can further improve their competitive position by reducing sales prices and con-
sequent increase in sales. The general conclusion in this segment is that an in-
crease in the business result (for the analyzed company 20%) does not lead to an
increase in the competitive position of the company if the percentage of growth
of market potential is higher (as in this example: 31.12%).

The analysis of the competitive position of the analyzed company can be further
supplemented by analysis and comparison of costs.

In this segment, it can be concluded that the reduction of average production
costs per unit of product at the company “ABC” by 9.22% (indicator from line
12), does not strengthen its competitive position, because the percentage reduc-
tion in average production costs of direct and potential competitors is greater
than the percentage reduction of the average costs of the analyzed company, and
although the percentage reduction is higher than the market leader, the average
costs of that company are still the lowest. A decrease in sales prices is evident in
all companies, which suggests that all companies use a strategy of reducing sales
prices to improve their competitive position. The analyzed company reduced the
selling price by 5.44%, while the reduction of average costs was 9.22%, which is
a better option than if the indicators were reversed.

In a way described above, the accounting report could enable conclusion on the
competitive status of the analyzed company.*

4 The above example can be extended with more details, especially regarding global competitive-
ness indicators, such as: the rate of growth of foreign sales ratio and total sales, the growth of the
rate of foreign and total sources of financing, and others.
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In contemporary business conditions, a broader concept of measuring and com-
paring business results against competition is available. It shows business re-
sults in a more comprehensive way. Namely, the example above contains only
financial indicators available from official financial statements. Information
on sources of competitiveness is missing, which are generally “hidden” under
non-financial performance indicators. For the purpose of identifying sources of
competitive position and sources of competitiveness, Balanced Scorecard’ is ex-
tensively used. It is an integrated set of measures linked in four specific perspec-
tives for viewing results: the financial perspective (focused on results relevant
to owners), the customer perspective (focused on customer satisfaction with
wideness of supply and product or service characteristics), the internal processes
perspective (especially those relevant to the core business, and those relevant
to customers), and the learning and growth perspective (especially important
from the point of view of the ability to adapt to external changes). The applica-
tion of this concept implies that the managers, depending on the specifics of the
companies they manage, select the measures that best suit their business needs,
which can identify competitive strengths and weaknesses. These types of com-
petitive performance indicators, apart from financial performance indicators, are
not publicly available. They can mostly be collected on the basis of informal
links, from joint buyers and sellers, creditors, employees of their own company,
and from analysts and consultants from different segments of the competition.
An example of one such set of indicators is given in Figure 3.

Results obtained by given measures (which of course are not exhausted by Ex-
ample 2) may be subject to comparison with competitor’s results.

In order to support the efficient management of key success factors, the account-
ing information system is also expected to have “ex ante” support. This would
enable desirable integration of the information base preparation stage and the
decision-making stages, since “actions must already be taken in the information
evaluation process” (Bhimani & Bromwich, 2010, p. 105).

If the support of selection and implementation of a market strategy is done
through accounting reports, then there are two basic directions. Namely, it was
stated earlier that the factors of market success in contemporary business condi-
tions are synthesized in quality of performance, reaction time to customer de-
mands, offerings of innovative contents and costs, as a basis for defining the
sales price. Companies that apply a differentiation strategy to competitiveness
are based precisely on the first three factors identified, while cost-based strate-
gies are primarily defined by the desire to offer customers a cheaper product or
service over competition.

5 This concept was originally promoted by its authors (Kaplan & Norton, 1992, 71-79).
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Financial perspective

Targets Measures of achieving targets
Profit amount
Return on capital
Company profit Revenue increase by individual
pany p objects
Cost reduction by individual
activities
EVA
New value creation MVA
Residual income
Customer Perspective Internal processes perspective
Targets Measures of achieving targets Targets Measures of achieving targets
. New products offerings Reaching standards in| ~ Variations in prices and
Market share increase Malr)ket share indexg resource consumption efficiency
Customer satisfaction with| No. of customer complaints Full use(of' production Degree of capacity utilization
company’s products and % of accepted customer capacity
services suggestions Human resource utilization
Distributi h 1 No. of new channels Rationalization Production with zero deffects
istribution til annels Sales in new markets of resource use Production yvnh_out downtlme
grow] INo. of buyers from new markets| % of deliveries on time
Customer loyalty Customer retention rate Safety at work Number of injuries at work

Learning and growth perspective

Targets Measures of achieving targets

Continuous improvements

Process efficiency Savings in resources

Number and duration
% of employee participation
Investment in training in
relation to total costs

Training and education

No. of activities eliminated
without affecting product
characteristics
Reducing costs by improving
efficiency
Qualification index

Innovation

Growth of satisfaction index
Reducing employee turnover
% of the outflow of employees
Degree of creative expression

Employee satisfaction

Figure 3. An example of a Balanced Scorecard. Source: Author

3.2. Concepts of contemporary accounting support to achieving
competitiveness based on differentiation strategy

Differentiation strategy is possible to implement by acting on the key factors of
market success: 1) quality, 2) time and 3) innovation.

(1) In order to ensure adequate quality management and competitiveness in this
segment of competition, it is necessary that the accounting function successfully
carries out the following activities:

- identify necessary activities for achieving characteristics that generate
costs of quality,

- determine the types of quality costs and measure them,

- conduct measurements of effects of resources consumed in order to im-
prove quality and
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- adequately inform management on the costs and effects of quality im-
provement.

In the simplified review (Table 2) a possible layout of the cost of quality report
is given. The given review provides information on what activities cause quality
costs (prevention, control (or measurement), internally and externally identified
defects), how are the individual quality costs grouped, what are the costs of in-
dividual activities, and all for two consecutive periods relative to the target cost
amount.

The knowledge of provided information will allow the management to more
easily plan, control and make decisions regarding the quality of products and ser-
vices which the company markets. Another important use of quality cost reports
is to monitor the amount of quality costs that track the expected cost savings
foreseen by the introduction of the quality improvement program. Also, what is
particularly important is that the company improves the structure of total costs
of quality, since the costs of preventive and measurement activities increase rela-
tive to the costs of errors (whether internally or externally stated), based on the
principle of investing in preventing defects and costs rather than correcting and
covering them. For example, the share of costs of externally identified defects in
total costs is decreasing (from 28.13% in 2018 to 22.52% in 2019). It also means
that the number of defects that “reached” customers is reduced, which is the most
disastrous from the point of view of the market image of the company.

(2) When competition is based on time, or rather the speed of meeting customer
needs, it is done by: faster introduction of new products and faster delivery of
existing products or services to customers.

In contemporary business conditions, faster introduction of new products or
services is achieved by respecting the needs and wishes of customers, and by
cooperation of individual functional areas within the company. Operationally,
the entire process must be supported by innovation in products and services, in
production technologies, as well as with appropriate information tools to assist
in the creation and processing of databases, simulating various options in the
product design and engineering phases. For this reason, the description of ac-
counting support for such a market-based strategy is usually presented in the
segment concerned with innovation-based competitiveness, either in processes
or in products and services.

The time of delivering the existing products or services to customers consists of:
order receipt time, manufacturing cycle time and delivery time (see figure 4).
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Customer . . Order manufactured: .
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places order R R Product becomes
manufacturing begins for order . to customer
for product finished goods

Waiting Manufacturing

— . .
time time

[——Receipt time —»¢————Manufacturing cycle time—————»<—Delivery time—|

Y

Customer-response time

A

Figure 4. Components of customer response time
Source: Horngren, Datar, & Rajan, 2015, p. 745

Faster delivery of existing products or services to the customers is achieved by
applying total quality management concepts and procedures based on the “just-
in-time” (JIT) concept. The impact of the concept of total quality management
on the time management is clear: the fewer defects in products and the fewer
products that do not meet the product-specific criteria, the less time it will take
to correct these deficiencies and the less time it will take to “retake” the market
and customers, who are “lost” because of these shortcomings. The basics of ac-
counting support for the concept of quality-based competitiveness have been
briefly outlined previously.

Also, the “just in time” concept can significantly reduce the time that does not
add to the new value of a product or service, especially the time it takes for prod-
ucts to go from raw material through the entire production process to finished
products. In such a concept, it is the responsibility of the accounting information
system to identify time that does not contribute to the new value of the product
(service), with particular attention being paid to inventory management, as a
traditional factor that adversely affects time consumption and also the liquidity
and solvency of a company. This approach provides significant cost savings by
reducing inventory levels, and the ultimate goal of the concept is to convert the
row material into finished products over a cycle time equal to the processing
time of the product, thus eliminating time or activities that do not add new value
to the product.®

6 One of the precise empirical studies of the concrete benefits of applying this concept of inventory
management, for the four companies analyzed, is the following (Kanji & Asher, 2006, 50):

C Inventory Reduction in time Reduced Reduction of required
ompany . )
reduction losses reprocessing storage space
A 94 % 95 % 50 % 40 %
B 82 ‘%(: 95 “Af 51 ‘%(j 70 0/2
C 75 % 92 % 37 % 58 %
D 94 % 70 % 75 % 40 %

126 http://www.ae.ef.unibl.org/


http://www.ae.ef.unibl.org/

(ACE) Acta Economica, Vol. XIX, No. 34, 2021 113-135

According to this concept, all activities are aimed at reducing the quantity and
thus the value of the stocks, establishing closer relations with suppliers, which
should provide smaller quantities of purchases but at shorter intervals and with
customers who need to receive finished products without their prior storage in
the company. Both goals must be achieved in the form of so-called strategic
partnership of all participants in the supply chain who deliver the product to the
end user. For the purposes of that strategic partnership, the key responsibility of
the accounting function is that for a fixed period of time - for example between
one and three months in advance, delivery schedules are defined, to allow the
cost and revenue centers, but also buyers and suppliers, to determine their own
schedules, thereby significantly increasing the accountability and importance of
accounting planning. The precision of such schedules implies that all value flows
in the enterprise, as well as all the processes, are harmonized internally, within
the enterprise, as well as at the level of the supply chain of which it is an integral
part.

Due to the fact that inputs are received from suppliers only in quantity and at the
time when they are required for production, the manufacturer does not create the
inventories of inputs. This means that the accounting planning depends on the
accuracy of time for which individual activities are anticipated and the quality
of process inputs obtained, but firstly on the timing and volume of requested
outputs from customers, since the entire process of creating and delivering to
customers is initiated by them.

While supporting the process of time management, accounting reports should
identify the chronology of the business process and the time required of each
individual activity of that process. Therefore, cooperation with the managers of
individual functional areas is necessary, since it is important to measure the time
spent on individual activities performed. Also, it is important to separate those
activities and time spent on them, which occur without contributing to the value
for customers. This applies to all activities that take place in internal value chain,
but also in the customer supply chain (external value chain). This would create
an informational basis for reducing redundant activities, synchronizing available
resources with the time needed to adequately meet customer needs, and reduc-
ing total time in a supply chain, which are undoubtedly effects that will give the
accounting support a strategic importance, and contribute to the competitiveness
of the company.

Common instruments for measuring customer response time are:

- Manufacturing Lead Time - the time between receipt of the order in the
sales department and delivery of the ordered to the customer,
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— Throughput Time - the time between the receipt of an order in production
and the completion of a product or batch, during which following activi-
ties are done: processing of inputs, movement or manipulation of resourc-
es and work equipment, waiting time for the next stage of the process and
the control time of the products and processes,

- Manufacturing cycle efficiency - calculated as a ratio of product produc-
tion time to the total production cycle time; whereby this indicator should
be as close to number 1, as the rest of the time does not add to the new
value for customers,

- Takt Time — the ratio of available production time and the number of units
required, whereby this indicator has a particularly important use in cases
where the company has a limited capacity and in cases where the order
relates to different products.

Of course, to the extent possible, given the internal character of this information,
the values obtained should be compared with competitor’s results, in order to
obtain clear information on what is the competitive status of the company.

(3) Although they can also be seen as cost-cutting activities, the innovations of
products and services and processes are seen as activities undertaken to imple-
ment a differentiation strategy. Namely, the goal of innovation is novelty in the
process of product preparation, its distribution, sales, use, appearance, functional
characteristics, etc. Basically, it is about continually adjusting to customer re-
quirements to win and preserve their affection.

The accounting function should help to identify the economic viability of invest-
ing in innovative contents by comparing the costs and effects expected from such
investments. For this purpose, conventional differential value analyses within
the cost-benefit concept is used, which should be made in advance, already in the
design phase of such innovative contents.

Contemporary accounting support for innovation processes starts from the as-
sumption that it begins from the market price for the product or a service that is
offered to customers. In this context, the concept of “target cost” is used as a key
accounting tool. Unlike the traditional approach to innovation, when the price of
an end-product or service is identified at the end of the innovation process, the
concept of target cost starts with a price which is already defined by the market.
The increased competition leads to the fact that price as a mechanism of com-
petition is taken as a given, limiting, known factor. This is especially true in the
production of consumer goods or services, which are under greater pressure from
competitors. Assuming that the owners also have a predefined yield that they
hope for and that it is also taken as a given data, the only thing left to the manag-
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ers is to influence the cost. The design process, engineering and trial production
process is repeated until the target cost is reached.

Key elements of accounting support for the management process in this segment
are:

- preparing reports on activities or product/service characteristics that add
value to the customer and those which do not,

- preparing information on costs and effects based on initial and corrected
ideas and blueprints,

- areview of the costs incurred by planned activities or characteristics, in-
dicating areas where costs have been reduced and where there has been
no progress,

- determining the difference between actual (current) or assumed and target
costs,

- participation in the development of an information system that should effi-
ciently support the introduction of this calculation, but also the operational
process of continuous improvement and reduction of costs in the later
stages, once production has started and

- preparation of analysis for the possibly necessary capital investments.

To illustrate, suppose an example (Table 3) of target costing for a company that
manufactures and sales cars, and is considering the introduction of a new model.

Table 3. Example of target costing

Target costing at the product level (in KM)

Sales Price - defined by the market (for models with similar characteristics) 44 460
Selling price (net, excl. 17% VAT) 38 000
Target unit operating profit (20% of market sales price) 8 892
Overhead allocated per unit of product 2108
Target production costs 27 000
Anticipated costs 31400
Difference (cost reduction required) 4 400

Source: Author’s calculation

Thus, the anticipated unit cost should be reduced by 4 400 KM and compressed
to the target level. If analysis is performed by components, the target cost would
be determined for each component. Taking into account the previously identi-
fied importance of the individual components for customers, an overview of the
required reduction by components could be as presented in Table 4.

Column 1 presents an index of the importance of components or product char-
acteristics, which is calculated as the sum of the results of multiplication of the
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relative importance of each element of the quality — time — innovation - costs
concept of competitiveness (as ranked by customers) and the contribution of
each component to an individual element of the quality — time — innovation -
costs concept of competitiveness.” Column 2 presents the estimated costs per
component of the product under design; while column 3 calculates the propor-
tion of individual cost values per component in the total estimated costs. Under
column 4, it is possible to identify which components should be sought for cost
reduction options regarding the fact that the buyers treat some components less
important in relation to the relative cost share of those components in the total
cost. Product components where the indicator in column 4 is greater than 1 indi-
cate that this component causes more costs in relation to its importance for the
customer. Indices with a value greater than 1 show excessive costs. According
to the obtained indicators, the company by its investment in “electronics”, over-
estimates its importance from the point of view of the customer by 76%, while
the investment in “braking mechanism”, underestimates its importance for the
customers by 45%, etc. Column 5 presents the breakdown of target costs by in-
dividual components with the help of the degree of importance of the specified
components for the customers, in order to obtain also the nominal amounts of the
required cost reduction by individual components in column 6.

Table 4. Example of target costing — cost reduction by components

The degree - Ratio of a Breakdown
. The relative .
(index) of .. ...~ relative share of target costs
importance of Anticipated participation of costs by  on individual Neede_d cost
Product the individual ( co;(ti/[) of costs of a components  components reduction by
I in component in ; component
Components component total cost and index of  (allowable
for customers importance costs)
0 @ (3)= @)= (5)= ©6)=
(2) /31200 3)/(1) (1) x 27 000 2)-(5)
Engine 18.16% 6400 20.38% 1.12 4903 1 497
Transmission 3 440, 4000 12.74% 0.95 3629 371
mechanism
Braking 20.40% 3600 11.46% 0.56 5508 -1 908
mechanism
Chassis 16.52% 4500 14.33% 0.87 4 460 40
Electronics 10.76% 5900 18.79% 1.75 2905 2995
Comfort 10.72% 4200 13.38% 1.25 2 894 1306
Other features 10.00% 2 800 8.92% 0.89 2700 100
Total 100.00% 31400 100.00% 1 27 000 4400

Source: Author’s calculation

7 These data were taken from the survey done by: Gaji¢, 2010, p. 402.
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Given that it has previously been stated that the key factors of market success are
essentially interrelated and formally linked by the cost component, individual
accounting support instruments of management can also be viewed in relation
to each other, or uniquely. The basis for this uniqueness lies in the fact that each
of the factors of market success will have a different influence on the buyer’s
decision. In doing so, the relative relationships of these factors must be identified
for each individual product or service in order to understand the importance of
the individual characteristics. This will further enable the resource management
based on the importance of the individual characteristics of the products or ser-
vices, and each enterprise, or its customers, will identify the specific importance
of the individual factors from the point of view of the specific activity the enter-
prise performs (as shown in Table 4).

Companies that are strategically focused on diversifying their product or service
range, that is, gaining a competitive advantage based on differences in the char-
acteristics of the products and services they offer, need to identify the value of
resources spent and revenues generated based on individual characteristics of
the product and service, especially those on which competitive advantage is be-
ing built upon and realized. Accounting treats the product characteristics as cost
drivers. Each individual characteristic (attribute) must be analyzed in the form
of a cost / benefit ratio, and the results obtained are compared with the customer
expectations and the index of importance of the individual characteristic for the
customers.

From an accounting standpoint, this assumption is covered by cost calculation
based on product features or attributes (Feature Costing). In doing so, elements
within the key success factors would be considered as individual features or at-
tributes. The calculation is based on the premise that management should man-
age the product features, which make the unique value delivered to the customer.
The concept was introduced as a continuation of the activity-based costing idea.
Each activity is viewed from the standpoint of the product characteristics that the
activity seeks to achieve, with the aim of identifying the cost behind the defined
product characteristic, since the basis of competitive advantage in the market is
identified through individual product characteristics. Such a procedure would
mean a simpler assumption of strategic planning and determination of the focus
of business policy at the stage when defining how to allocate scarce resources.

4. DISCUSSION AND CONCLUSIONS

In contemporary business environment, a key competitive assumption will be
brought down to the ability of information systems to provide a better basis
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for making adequate decisions about how to implement competitive strategies.
To this end, some of the key accounting support instruments for managing key
factors of market success, that is, competitiveness, are presented. The thesis pre-
sented in the paper is that competitiveness must be based on the key success
factors (quality-time-innovation-cost concept), which precisely fit into two basic
generic strategies: the strategy of leadership in diversity and the cost leadership
strategy. Without appropriate accounting support companies can operate only
within markets niches, dominantly determined by market imperfections, such
as: lack of healthy competition, inadequate customer information and the like.

The fact that some modern accounting tools are expensive or complicated to ap-
ply, such as activity-based accounting, does not mean that they cannot or may not
be applied, especially if one knows that the original assumptions of the model
have changed (see Kaplan & Anderson, 2004). A key limitation in this regard re-
lates to the ability to perform an accurate cost-benefit analysis of the application
of instruments that accounting offers. Also, the findings that “traditional costing
systems meet the costing objectives” are not acceptable without identifying the
current competitive status of the company, in which segment the appropriate
tools are also offered.

On the other hand, on the way to achieving competitiveness, it is also very im-
portant a managerial vision of competitiveness, whether adopted as a formal or
informal basis for defining the goals of a company. If management activities are
undertaken to achieve local and short-term goals, this cannot lead to competi-
tiveness, even at that local level. Therefore, investments in the development of
an accounting system must be of strategic importance for the company, because
the problem is not whether the existing system meets current needs, but whether
it is possible to be better than competitors on the basis of additional information,
currently and in the future.

The presented concepts of accounting support for management used in order to
achieve competitiveness in the market are of microeconomic character in na-
ture, intended for individual companies whose product or services are subject to
opposition in the globalized market. With stable macroeconomic assumptions,
which are assumed by the given analyzes, they can contribute to better resource
management both in tactical (operational) and strategic terms, and consequently
in better business results. The answer to the question whether they belong to stra-
tegic or operational tools to support managerial activities will depend on how the
individual instrument is used. For example, the use of activity-based costing as
a concept to support a product range decision at the stage where the production
line is installed can support tactical decisions, while at the stage of production
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line selection it can have strategic importance and directly affect the competi-
tiveness of the company.

Because of all that has been stated above, individual market strategies must be
clearly defined and persistently implemented on the basis of appropriate ac-
counting tools. Likewise, individual accounting tools, although presented sepa-
rately by different market strategies, have multiple utility values in terms of sup-
porting management activities that affect competitiveness. For example, the use
of activity-based costing will allow appropriate assumptions for more accurate
determination of unit costs, as well as the ability to better manage quality costs,
which will further affect the ability to meet customer needs faster and identify
the needs and opportunities for development innovative contents in products and
services or processes. Similarly, identifying and calculating quality costs will
reveal the types and extent of resources that are generated without (or without
sufficient) effects on customer value added, and so on.

Without modern accounting concepts of recording resource spending, its cal-
culation and without measuring the effects of resource spending, it will not be
possible to achieve adequate information support to managers, and therefore to
achieve satisfactory competitiveness based on differentiation strategy. Because
of that the future of the management-oriented segment of the accounting infor-
mation system will depend on the ability to offer adequate support in achiev-
ing the companies’ competitiveness, as evidenced by actual accounting trends
(Cokins, 2013).
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INPETIHOCTABKE PAYYHOBOACTBEHE ITOJAPLIKE ITPU
NPUMJEHU CTPATETUJE JU®EPEHIIUJALINJE

TIpenpar I'ajuh, Exonomcku daxynarer Yausep3urera y bamoj JIymu; Bocha u Xepuerosuna

CA/KETAK

Pan je 6Gasupan Ha Te3M J1a KOHKYpPEHTHOCT mpeny3eha Tpeda rpaauTu Ha OCHO-
By pauyHOBOJICTBEHE MOJPIIKE CTpaTerrjckuM n3boprma. KoHKypeHTHOCT Ha
HUBOY TIOj€MHAYHOT MPUBPEIHOT APYIITBA je, Y HajBehoj MjepH, mocipenuma
YIIpaBJhauKuX aKTUBHOCTH MEHaIIepa. Y HOBH]jE BpHjeMe, FbMa Cy Ha pacIioia-
ramby CaBpeMEHH YIpaBJbadKd KOHIIENTH, KOjU Takohe 3aXTHjeBajy alleKBaTHY,
nH(pOopMaIOHy TOAPIIKY. 300T ToTa je canpikaj nerHucaHe TeMe MMao 3a b
Jla Ipe/ICTaBH MOT'YHHOCTH padyHOBOJICTBEHE HH(POPMAITHOHE TIOIPIIIKE TP JI0-
CTH3aly M Mjepery KOHKYPEHTHOCTH, JedrHIcane Ha 0a3u cTaBoBa Kyrama o
KJBYYHUM (aKTopuMa TPXKHITHOT ycrnjexa npenyseha. JlocTuzame Tako mocra-
BJBCHOT I[MJba JONPHHUjEI0 OU HACHTU(DHUKAIM]H KPUTEPUjyMa YCITjEIIHOCTH
PadyyHOBOJICTBEHOT HH(POPMALIMOHOT cUcTeMa Y 00e30jehuBamy nHOpMaIHOHE
MOJIPIIKE Y JOCTH3abY JKeJbCHE TPKUIIHE TIO3UIU]e, aJId U IPOMOIH]jH, Y 3HAT-
HOj MjepH, 3aHeMapeHnX MOTYNHOCTH OBOT Jujenia MH()OPMAIMOHOT CUCTeMa
y nomahum npenysehnma. [lorpebHa anekBaTHOCT MH(OpPMAIMOHE TMOAPIIKE
npejcTaBbeHa je y GopMH padyyHOBOJCTBEHHUX MHCTpyMeHara Koju Tpeba na
[MOMOTHY MOCTaBJ/bakbe M MPOBeAOY cTpaTeruje nudepeHiyjaiuje.

KibyuHe pujeum: KoHKypeHmHOCH, KOHKYPEHMCKA Cmpamezujd, Ynpaesauko
PAUYHOBOOCMEBO, 0OPAUYH MPOUKOBA KEATUMEmMA, 00paAuyH MpowKosa Ha Oasu
ampubyma npouseood, 00payyH mpouikosa Ha 6asu YUubHUX MPOUIKOSd, 00-
PAuyH MpowKosa Ha 6a3u AKMUGHOCMU

http://www.ae.ef.unibl.org/ 135


http://www.ae.ef.unibl.org/




GLOBAL DEVELOPMENT OF THE ECO-INDUSTRY
SECTOR

1 Maria Kaczmarczyk, Department of Development Economics, Faculty of Economics and
Sociology, University of Lodz, Poland

*Corresponding author E-mail: mariacharzynska@wp.pl
1 ORCID ID: 0000-0002-7763-412X

ARTICLE INFO ABSTRACT

Review Scientific Paper Eco-industry has become an equal and recognized econom-
Received: 18.05.2020 ic sector developing in all economic systems in the world.
Revised: 15.03.2021 The main reason of its creation was the worsening state of
Accepted: 24.03.2021 the natural environment in the second half of the twenti-

eth century and also the growing ecological awareness of
doi10.7251/ACE2134137K the contemporary societies. However, the differences in
uDC its production level and the resulting regional specializa-
330.15:[338.1:502.131.1 tions in its scope in the recent decades are determined by
a number of economic, technological and institutional fac-
tors. The article discusses the functioning definitions and
difficulties in their development and application, as well
as the sources of the data on the size of the eco-industry
sector in the world. In addition, calculations regarding the
JEL Classification: Q50 growth rate of the eco-industry sector in 1996, 2004, 2012
and 2017 and its internal global industrial structure in 2016
were presented. In the final part of the work there were
given and analysed the reasons and consequences related
to the explanation of the different production volumes of
the eco-industry sector in various countries of the world.

© 2021 ACE. All rights reserved

Keywords: eco-industry,
green economy, sustainable
development, green growth

1. INTRODUCTION

Environmental technologies have gained importance in the last two decades,
primarily due to the higher ecological awareness of modern societies. Their de-
velopment also results from the need for effective management of the Earth’s
ecological resources, which is significantly linked to the category of “eco-ef-
ficiency” based on the concept of “creating more goods and services with less
resource consumption and creating less waste and pollution” as defined by
WBCSD. WBCSD (World Business Council for Sustainable Development) is
the global organization run by managers of various levels of over 200 leading
companies cooperating with each other to accelerate the transition to a pro-envi-
ronmentally sustainable activity system. It helps member companies to be more
successful, focusing on maximum positive impact on shareholders, environment
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and society. Member companies come from all business sectors and all major
economies, representing a combined income that exceeds USD 8.5 billion and
19 million employees.

The demographic and economic statistics indicate the migration of modern so-
cieties to large cities. Numerous socioeconomic forecasts underline that two to
four billion more people will live on the Earth in the next 50 years.

Therefore, there will be a need to design effective ecological solutions for large
human communities based on technologies included in the eco-industry sector.
In the following analyzes a common OECD and Eurostat definition for eco-
industry was used, in which a distinction between basic and so-called related
ecological industries was realized. The main branches of eco-industry are those
[identifiable] sectors in which the main or significant part of activities is under-
taken to produce goods and provide services for measuring, preventing, limit-
ing, minimizing or correcting environmental damage, as well as issues related to
waste, noise and the protection of the ecosystems. (see OECD/Eurostat, 1999).

The heart of the ecological crisis is the violation of ecological balance, under-
stood as a category for optimizing the interaction between the nature and civi-
lization. Ecological balance in this sense is a system of relationships between
the needs of society and the economy (and the ways of satisfying them) and the
environment that contributes to the achievement of the adopted goals (optimal
satisfaction of the given needs), while not causing changes in the environment
that would threaten the sustainability of the implementation of these purposes.
(Dobrzanski, 1999).

H. Skolimowski’s vision of ethics assumes the existence of a basic moral rule -
an ecological imperative. It is a duty of an active person who is reasonably in-
volved in the evolution process to achieve its ultimate goal - the full bloom of
life on Earth. The humankind has the greatest ethical rights, but it is also mor-
ally responsible for nature as a whole, as well as for its individual components.
(Dobrzanski, 1999).

B. Prandecka focused on the human dependence on the use of natural resources
at every level of economic development and in every society, regardless of the
level of civilizational development achieved. (Prandecka, 1991).

Eco-industry is a sector of particular importance for modern economies. In ad-
dition to its main necessary role - improving and preventing from the negative
changes in the natural environment - it begins to be seen as an element of build-
ing competitive advantage and a source of measurable economic benefits. It de-
velops heterogeneously in individual regions and economies due to the mul-
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titude of factors that directly or indirectly affect its development. Shaping the
economic development policy requires reliable information about the process
of creating eco-innovation, which may be followed by the development of the
eco-industry sector.

Therefore, it is important and necessary to conduct research on the system of
indicators that are helpful in identifying the factors that strengthen or inhibit the
process of eco-innovation as well as the balanced and sustainable socio-econom-
ic development. (see Araszkiewicz, 2012).

The research problem in the text is the hypothesis that the level of eco-industry
sector is in the special relation with the idicators: level of GDP of the economies,
the level ecological footprint index and the environmental stringency index. The
growth of the eco-industry sector in the contemporary economies is based on the
growth of GDP level and the growth of the level of the environmental stringency
index and it also causes the loss of the ecological footprint index. This has been
indicating the division between the economic growth measured by the GDP in-
dicator and the condition of the natural environment measured by the ecological
footprint indicator in the analysed period 1996-2016.

The rest of the article characterizes the eco-industry sector with its origins and
presents the current data on the level of its sold production in the contemporary
world economies. In addition, the purpose of the text is to answer the question
which factors may affect the local volumes of eco-industry production and co-
occur with the changes in economies with the highest dynamics of the value of
eco-industrial local production in the analyzed period of 1996-2017.

2. MATERIALS AND METHODOLOGY

Eco-industry has gained a position and importance in the international economy
since early 1990s, when it began to counteract strongly to the negative changes
in the natural environment. At this time the process of keeping the statistics of
the production values was introduced.

The interdisciplinary nature of environmental protection science required the
construction of a multifaceted, theoretical foundation which it can be based on.
One of its elements is economics - nowadays defined as the knowledge about
the use of limited resources to create various goods and divide effects between

people. (Zylicz, 1999)
The concept of the green economy developed by the OECD in which the practi-
cal dimension is the eco-industry sector, is related to such categories as specific

http://www.ae.ef.unibl.org/ 139



http://www.ae.ef.unibl.org/

Maria Kaczmarczyk GLOBAL DEVELOPMENT OF THE ECO-INDUSTRY SECTOR

products and services related to pro-environmental activities, investments, sec-
tors of the economy, public procurement, as well as jobs. (Szyja, 2015)

Eco-innovations are seen as such changes that consciously strive to reduce the
burden on the environment. It is a kind of combination of innovation (innovation,
creativity, change) with the sensitivity and ecological awareness of the organiza-
tion. Eco-innovation is analyzed with demonstration of its relationships with the
concept of sustainable and self-sustaining development. (Araszkiewicz, 2012)

The basis for the creation of the eco-industrial sector is the category of eco-inno-
vation, i.e. the creation of technological units aimed at protecting or improving
the environment, which become products and are subject to market laws. One of
the key features of eco-industry is its diversity. The scope of activities subject to
the basic branches of industry for environmental protection activity ranges from
technologically advanced services, for example in the field of renewable energy
and air pollution control to mature and well-established applications in recycling
and waste processing.

The eco-industry is a market so heterogeneous that it becomes complicated to
carry out its strict characterization. The heterogeneity of eco-industry is asso-
ciated with internal differences in the sub-sectors of ecological industries re-
garding their opportunities and ability to create inventions and develop further
technological potential, as well as regarding their ability to create added value
in economies.

The purpose of this part of the article is to present the regional and national
leader — economies in terms of the value of eco-industry’s sold production as
percentage of GDP . This information was organized in tabular form at 4 time
points for 1996, 2004, 2012 and 2017. In the next part of the article, tools were
used to analyze the dynamics of the value of sold production of eco-industry in
2004, 2012 and 2017 presented using the individual indexes of this procsses.
Then, a graphical representation of the share of thematic sub-areas in the total
sold production of eco-industry in 2016 was also realized. The final part of the
study analyzes the dynamics of the absolute value of the sold production value
level of the eco-industry sector in 2016 in relation to the level of production in
1996 (in constant prices in 2016) in selected world economies. In addition, the
time-parallel analysis of the change of the processes associated with and having
direct or indirect impact on the size of ecoindustrial production in individual lo-
cal economies was presented, i.e.

- GDP per capita indicator,
- Ecological footprint indicator,
- Environmental stringency index.
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3. RESULTS OF THE ANALYSIS

Figure 1 presents the share of individual thematic sectors in the global market
of eco-industry sector. In 2016, the renewable energy system sub-sector had the
largest share in the eco-industry production market. Water devices, solid waste
management and water treatment systems constituted slightly smaller parts.
Smaller share, but also playing a large role in this sector were: hydrological
equipment and chemicals, environmental engineering and consulting and the
control of air pollution emissions. Other branches had the share in this sector at
the level of 4 % and less, and these were: reclamation services, resource recov-
ery, hazardous waste management, waste management equipment, IT systems as
well as prevention and management of technical processes.

The data presented in Figure 1 were created by Environmental Business Inter-
national, which evaluates the size of eco-industry, compiling revenues from the
30-100 largest companies in individual economies, moderating the responses of
the survey, as well as the size of the unexplored sector based on estimates of the
number of companies in each identified sub-category.

Global market for eco-industry sector - the share of the individual subsectors (in %)

) ‘ Management, 14%
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Environmental Business International evaluates the size of eco-industry, compiling revenues from
the 30-100 largest companies in individual economies, moderating the responses of the survey, as
well as the size of the unexplored sector based on estimates of the number of companies in each
identified sub-category.

Figure 1. Global market for eco-industry sector production in 2016 — the share of
individual sub sectors (in %). Source: author’s own calculation based on EBI Report
3000, The Global Environmental Market. Fall 2017, San Diego, CA, p. 20.
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Eco-industry is the branch of the economy with the high potential for change in
terms of its internal profit transfers, the creation of new interest groups and the
activation of new determinants of its development.

At least 50% of the market of US companies providing environmental services
and operating outside the home economy belongs to energy or natural resource
management concerns, but their market share has decreased due to the domi-
nance of new global corporations (from other regions) and also due to the urbani-
zation processes and the related need to develop local municipal infrastructure,
whose services have grown in importance. (EBI Report 3000, 2017)

Strategy to counteract to the negative changes in the natural environment for the
global development of eco-business is not as much used as it was a few years
ago, or at least not to a significant extent. Due to the impact of global corpora-
tions on the global economy, many companies in the eco-industry sector have
started to implement the principle of “following the customer” as the best and
safest approach to increase their global reach. (EBI Report 3000, 2017)

Global international entities have started to appear and provide comprehensive
engineering and assembly services for environmental protection installations
worlwide.

In addition, by creating the value added while striving to increase the produc-
tion capacity in the economies based on natural resources many newer high-rise
economies around the Word contribute to the creation of new markets for pro-
environmental equipment and services.

The environmental protection sector is largely based on highly specialized tech-
nological solutions and its effective functioning is embedded to strict organiza-
tional and legislative solutions of individual economies. Barriers to entry into
this sector are the advanced know-how and high technology prices.The ecologi-
cal clusters which have been created for several years are highly complex pro-
cesses aimed at supporting entrepreneurs in eliminating barriers to the develop-
ment of eco-industry.

They include many groups of stakeholders - apart from their decision-makers
(i.e. small and large companies from major and related industries) - academic in-
stitutions and various supporting structures, including cluster organizations and
potential investors. All these groups are of key importance for the development
of the regional industry for environmental protection, i.e. eco-industry. (Europen
Cluster Observatory, 2013)
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In the WIFO document dated 2006 within the global market for eco-industry two
main segments were identified and analysed to measure the level of advance-
ment of eco-industry in the global economies (Ecorys 2009):

1. The eco-industry market in developing countries where the demand for
clean water and wastewater treatment accounts for the majority of this
industry;

2. The market in developed countries where more advanced and highly val-
ued products and services are offered.

The structure of dependencies within the eco-industry sector changes in indi-
vidual stages of its functioning on the markets. The main clients of eco-industry
products and services in the initial stages of its development in a given economy
operate primarily in the public sector. Private sector demand is gradually increas-
ing in relation to the public sector. The public sector plays a significant role in
demand thanks to the system of regulations, subsidies and procurement policy
in the early stages of development of the eco-industry sector. Over time, pro-
environmental industries are maturing and evolving, becoming more integrated
with business and conventional industries and sectors (Ecorys, 2009).

A preliminary analysis of the register of enterprises active in the eco-industry
sector indicates that it is a significantly concentrated sector in which around
10% of companies account for almost 80% of its total operating revenues and
turnover.

Factors determining the development of eco-industry beyond the natural trends
of economic concentration lie in companies’ ability of geographical extension,
business expansion and reaching a critical level in order to bear the initial costs
of research and development (Ecorys, 2009).

The sector of goods and services for environmental protection (eco-industry)
is characterized by the extremely uneven growth in individual countries of the
modern world compared to other industries and economic activities. It is deter-
mined by a significant number of determinants of its development that can be
divided into economic, organizational, technological and institutional factors of
individual regions and economies.

In addition, internationalization in many eco-industry subsectors takes place
through trade in services and investments, not just through products trade. Also,
growing pressure on the environment, evolving pro-environmental legislation,
international obligations and emerging opportunities and the needs of emerging
economies of the BRICs block are creating a new set of interests and connections
within it.
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According to Table 1 presenting the shares of individual countries and regions of
the world in the global production of eco-industry in 1996, 2004, 2012 and 2017,
the highest percentage in this value in 4 years analyzed was in the markets such
as USA, Western Europe and Japan.

USA keeps the largest share in global eco-industrial production with a 37.5% share

in 1996, which was 31% in 2017. Western Europe is in second place in the pro-
duction value ranking for 1996 with the result of a 29.2% share in the eco-indus-
trial market and recorded a slight decrease in this respect to 27% in 2017.

Japan is the third largest eco-industry market, which with 19.1% of world pro-
duction

in 1996 reached 9.5% in 2017. Other Asian economies have tripled their mar-
ket share in products and services for environmental protection over the period
2004-2017. Mexico increased the percentage of share in the eco-industry sector
from 6% to 14% in 2017. Other Latin American economies achieved a 4% share
in 2017. Canada recorded a slight increase in 2017 from 2.9% in 1996 to 3% in
2017. Australia and New Zealand as well as Central and Eastern Europe account-
ed for 1.6% in this market in 1996 and showed an increase to 2.9 % and 2.5%
in 2017, respectively. The Middle East and Africa recorded an approximately
threefold increase in their share in the eco-industry market.

The global eco-industry sector grew in 1996 at a rate of 2.2%, while in the fol-
lowing years the growth rate reached 5.5%, 3.5% and 3.7% in 2004-2012 and
2017 compared to the previous year of the above analysis.

Table 1. The global value of sold production of eco-industry in 1996, 2004, 2012 and
2017 - share of individual regions and economies in %.

1996 2004 2012 2017
USA 37.50% 37.20% 36.50% 31%
Western Europe 29.20% 29.10% 27% 27%
Japan 19.10% 15.10% 11.80% 9.50%
Rest of Asia 4.20% 6.40% 10.50% 13%
Mexico 6% 7% 9% 14%
Rest of Latin America 1.60% 2.40% 2.90% 4%
Canada 2.90% 2.70% 2.60% 3%
Australia/Nz 1.60% 1.70% 1.70% 2.90%
Central/East. Europe 1.60% 2.10% 1.90% 2.5%
Middle East 1.10% 1.60% 2.90% 4.00%
Africa 0.50% 0.90% 1.40% 1.30%

Source: author’s own calculations based on EBI Report 3000, The Global Environmental Market,
Fall 2017, San Diego, CA, p. 18-19.
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Table 2. The dynamics of the value of sold production of eco-industry in selected
economies and regions of the world in 2004, 2012 and 2017.

2004, 1996 = 100 2012, 2004 =100 2017,2012 =100

USA 0.99 0.98 1.18
Western Europe 1.00 0.93 1.13
Japan 0.79 0.78 1.11
Rest of Asia 1.52 1.64 1.44
Mexico 1.23 1.22 1.21
Rest of Latin America 1.46 1.21 1.16
Canada 0.93 0.94 1.18
Australia/Nz 1.11 0.97 1.08
Central/East. Europe 1.35 0.91 1.08
Middle East 1.39 1,87 1,49

Source: author’s own calculations based on EBI Report 3000, The Global Environmental Market,
Fall 2017, San Diego, CA, p. 18-19 and Eurostat, GDP deflator, https://ec.europa.cu/eurostat/tgm/
table.do?tab=table&init=1&plugin=1&pcode=sdg 08 10&language=en [20-03-2019].

Table 2. presents the dynamics of the global sold production of eco-industry sec-
tor in 2004, 2012 and 2017 according to which the high value of eco-industry
growth in the analyzed years was noticed for Asia (excluding Japan), Mexico,
Latin America (without Mexico), the Middle East and Africa. A significant in-
crease (by 35%) was also recorded in 2004 compared to 1996 in the eco-industry
sector in Central and Eastern Europe, while in 2017, compared to 2012, eco-
industry in the US also grew at a high rate of 18%.

The highest growth rate of the eco-industry sector was recorded for Asia (ex-
cluding Japan), Middle East and African economies at three time points analyzed
and also for Latin America (excluding Mexico).

Arundel and Kemp stated that measuring eco-innovation, and thus the produc-
tion level of the eco-industry sector contributes to the comparative analysis of
countries, determining the level of the process of disconnecting socio-economic
growth and environmental degradation (so-called decoupling) (Kanerva, 2009).

As in Europe, an important driver of the development of eco-industry and espe-
cially of some of its sub-segments around the world are rising energy costs and
the growing demand for energy efficiency (Ecorys, 2009).

However, according to J. Horbach, the determinants of eco-innovation form
Tyree main groups: demand, supply and external factors related to public institu-
tions and their development policy (Horbach, 2005).
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Kuznets’s theory assumes that the negative environmental impact of individu-
al economies increases to a certain level of the national income achieved after
which it begins to fall. This is due to the transfer of resources towards new higher
needs realized by the consumption of luxury goods, which include a clean natu-
ral environment (Kuznets, 1955).

The next section analyzes the selected economic indicators that may directly or
indirectly affect the level of ecoindustrial production (as mentioned in the litera-
ture above) in selected global economies - i.e. the level of GDP per capita, the
level of the ecological footprint and the level of strictness of pro-environmental
regulations (environmental protection stringency indicator) in the individual
economies of the world.

Table 3. The dynamics of the value of eco-industry production in 2016 (1996 = 100)
and its determinants in selected global economies

The dynamics

of the value of GDPper Ecological Environmental Environmental
eco-industry  capitain  footprint stringency index  stringency
production in 2016, 1996 2016, 1996 average level for index — place

2016,1996= =100 =100 2014-2017  in the ranking
100

USA 243 134 0.810 55 g

Western Europe - 2.05 132 0.828 6.14 2

Germany

Japan 1.06 1.17 0.804 5.59 7

Rest of Asia - 3.85 5.16 1.895 38 40

China

Mexico 8.26 126 0.897 3.61 39

Rest of America - 8.93 127 0.903 4.09 29

Brazil

Canada 2.07 136 0.895 539 15

Australia/Nz 5.10 143 0.846 5.02 12

Central/Bast. 3.54 2.18 0.936 4.16 26

Europe= Poland

Source: own calculations based on EBI Report 3000, The Global Environmental Market,
Fall 2017, San Diego, CA, p. 18-19, World Bank 2019 https://data.worldbank.org/
indicator/NY.GDP.PCAP.KD [12-06-2019], Ecological Footprint 2019, https://www.
footprintnetwork.org/our-work/ecological-footprint/ [12-06-2019].

GDP per capita is a measure of economic activity and also serves as an indicator
of the development of material standards of living in the country. However, this
is a limited measure of economic well-being. GDP does not include the majority
of unpaid household work, nor does it take into account the negative effects of
economic activities, such as environmental degradation. The data comes from
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World Bank statistics and are ordered in the 2010 fixed price formula in US dol-
lars.

The ecological footprint indicator and its individual components measure uti-
lization and future opportunities to use ecological resources. Based on around
15,000 subcomponents in the form of national statistical data on an annual basis,
the ecological footprint indicator is calculated for over 200 economies, terri-
tories and regions from 1961 to the present. Data on the ecological footprint
accounts are related to, among others food and agriculture organizations, the
United Nations goods trade database and the United Nations Department of Sta-
tistics, as well as the International Energy Agency. Supplementary data sources
include research in peer-reviewed scientific journals and thematic collections.
Of the countries, territories and regions analyzed in the ecological footprint ac-
counts, as many as 150 had a population of over one million and are based on
complete and reliable data sets. For most of them, the Global Footprint Network
is able to provide a time series of both the ecological footprint and the so-called
biological capacity

OECD environmental policy stringency indicator (EPS) is a measure of the rigor
of environmental policy for a given country and a tool comparable internation-
ally. The sharpness is defined as the extent to which environmental policies de-
fine explicite or hidden price for pollutant or environmentally harmful behavior.
The index ranges from 0 (not strict) to 6 (highest stringency). The index includes
28 OECD countries and 6 BRIICS countries for the period 1990-2012 and years
2014 and 2017 developed in consultation with Environmental Business Interna-
tional. The index is based on the degree of rigor of 14 environmental policy in-
struments, mainly related to the climate protection and the atmospheric pollution

In accordance with Table 3, the highest production dynamics in the eco-industry
sector in 2016 compared to 1996 was achieved by Brazil (8.93). Mexico came in
the second place with a dynamics of 8.26. At the same time, Brazil and Mexico
had similar dynamics of GDP per capita - 1.27 and 1.26% respectively and de-
creasing dynamics of the ecological footprint indicator at 0.903 and 0.897. The
dynamics of the envirmnemtal stringency index in 2017 was was on the level of
3.61 for Mexico and 4.09 for Brazil in comparison to 1996.

Moderate dynamics in the value of eco-industry production in 2016 in relation to
1996 and in comparison to other analyzed economies was recorded for Australia
with New Zealand, China and Poland. China achieved over five times bigger
economic growth compared to 1996, while Australia with New Zealand showed
dynamics at 1.43 and Poland - 2.18. The ecological footprint indicator increased
in China at this time as much as 89.5%, while in Australia with New Zealand
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and in Poland it decreased by 15.4% and 6.4%, respectively. In addition, China
was in the last place in the ranking of the environmental stringency index in
comparison to other analyzed economies with Australia and New Zealand on the
high 12th place.

USA, Germany, Japan and Canada showed moderate growth in the scope of eco-
industry production compared to other analyzed regions.The GDP per capita dy-
namics in these economies ranged from 1.17 in Japan to 1.36 in Canada, and the
ecological footprint index in these countries declined compared to 1996. In these
economies, the environmental stringency index also occupies a high position in
the ranking taking into account the majority of global economies.

According to the material presented above, it becomes possible to formulate
conclusion about a visible separation of the economic development process (here
measured by the GDP per capita indicator) from the introduction of significant
negative changes to the natural environment in modern economies. This is evi-
denced by the fact that the presented countries (excluding China), realizing eco-
nomic growth of several or several dozen percent in 2016 compared to 1996,
simultaneously reduced the ecological footprint indicator expressing the degree
of changes introduced to the natural environment as a result of human economic
activity.

Only China, due to its more than five times bigger economic growth in 2016
compared to the base year 1996, showed a strong increase in the ecological foot-
print index. It should be emphasized that China was at that time at the low place
in the ranking in terms of the regulatory index of environmental stringency in
their economy. This fact could be associated with the insignificant role of the
eco-industry sector in the process of separating the economic development pro-
cess from the creation of the negative changes in the environment, despite the
significant dynamics in the production of the eco-industry sector in the Chinese
economy.

Less dynamic economic growth in the analyzed period in Mexico and Brazil was
associated with a decreasing indicator of the ecological footprint. This could be
due to a much larger parallel increase in the production of environmental tech-
nologies (eco-industry) compared to China, which took place in these economies
with a similar level of severity of environmental stringency index that was in
force at the same time in China.

Eco-industrial industries in the United States, Germany, Japan and other coun-
tries not only compete with each other in their markets, but also in the third mar-
kets, especially in developing countries. Competition in the eco-industry market
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is in effect a triple race between three largest market shareholders. However,
some Asian countries have strengthened enough in niche markets recently and
are achieving good export results, while China has even become the market lead-
er in some eco-industry segments, e.g. solar cells (Ecorys, 2009). The growth of
the eco-industry sector is related also with the the growing level of the environ-
mental stringency index in the above presented research.

While the EU focuses on pollution control, waste management and integrated
production’s chain management, Japan and the United States are focusing on
developing innovative equipment enabling them to take a leading position in the
field of hybrid cars as well as green design. In addition, emerging countries such
as China have been particularly successful in developing advanced environmen-
tal technology subsectors through foreign direct investment (Europen Cluster
Observatory, 2013).

Currently, fast-growing economies such as China and, to a lesser extent, India,
use public funds to develop eco-industries. China is seriously exposed to the ef-
fects of environmental pollution because of the rapid economic growth and made
political commitments to combat negative environmental changes (ECORYS
Netherlands and IDEA Consult, 2009).

4. SUMMARY AND CONCLUSIONS

The eco-industry sector is developing all over the world due to its potential to
counteract to the adverse changes occurring in the natural environment. In ad-
dition, it has become a source of economic profit creation, i.e. a high share in
building the national GDP or raising the competitiveness of the industry and
entire economic systems.

Developing economies, especially from the region of Asia as well as Latin and
South

America feel entitled to pollute the environment in order to achieve a high stand-
ard of living for their inhabitants, as it was done in the previous decades by the
largest and richest world economies. To keep the environment in good condition
and to achieve the productive efficiency, both the richest, developing and emerg-
ing economies form native ecoindustries sectors.

World economies have begun to compete in the market in this sector, which has
resulted in the exchange of know-how, foreign direct investment and the growth
in the field of eco-industrial export. Many economies recorded double-digit
growth in this sector over the period 1996-2017. All these aspects contribute to
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the development of new strategies for companies to enter and stay in the national
and global eco-industry sector, as well as the patent creation systems and the
production and dissemination of technologies for environmental protection. The
eco-industry sector is beginning to play the role of a kind of catalyst for separat-
ing the economic development process from introducing negative changes into
the natural environment, which was analyzed on the example of rapidly develop-
ing global economies, that at the same time show their significant share in the
creation of the value of global production of the eco-industry sector.
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ITTOBAJIHHU PA3BOJ CEKTOPA EKO-UHAYCTPUJE

"Mapwuja Kasmapunk, Onicjek 3a pa3BojHy eKOHOMH]y, DAKyNTET 32 EKOHOMHE]Y U COIHOTIOTH]Y,

VYuusepsurer y Jlonty, Ilojbcka

CA/KETAK

Exo-uHIyCcTpHja je mocTana paBHOIIpaBaH W MPU3HAT €KOHOMCKH CEKTOp KOjU
ce pa3BHja y CBUM €KOHOMCKHM CHUCTEMHUMA y CBHjETY. [ JTaBHU Pa3iior HEeroBor
HacTaHKa OMIIO je TIOTOpIIamk-e CTamka MPUPOTHOT OKPYKEHa Y APYTOj TTOIOBUHI
20. Bujexa, Kao M pacTyha eKxoJyolIka CBHjecT caBpeMeHux ApymTana. Mehytuwm,
pasiuKe y TPOU3BOABY U 00MM MPOUCTEKINX PETHOHATHUX CIeIHjaTu3aluja y
TTOCJEEBUM JIeTIeHrjaMa ofpe)eHn cy OpOjHIM €KOHOMCKHUM, TEXHOJOIIKIM U
WHCTUTYIHOHATHUM (akTtopuMma. Paj pazmarpa gedununmje GyHKIMOHHCARKA
Y TOTENIKohe y ’UXOBOM Pa3BOjy M IPHUMjEHH, Ka0 U U3BOPE TOaTaka O BeH-
YHHH CEKTOpa eKO-MHIyCcTpHje y cBujeTy. [lopen Tora, mpencraBibeHH Cy popa-
YYHHU Y BE3H Ca CTOTIOM pacTa CeKTopa eKo-uHaycTpHje y roanHama 1996, 2004,
2012. u 2017. u yHyTpamma CTpykTypa mobanHux naaycrpuja 2016. rogune.
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ABSTRACT

COVID-19 Pandemic posed a great threat and challeng-
es to the business world, especially the Micro, Small and
Medium Enterprises (MSMEs). Many of these enterprises
suffered a great downturn in business activities and reduc-
tion in profit volume. Many of them were forced to close
down while others survived on the margin. The govern-
ment and other stakeholders in the MSMEs have provided
solutions to their problems but most of them have not re-
ally yielded the desired result. This paper investigates the
challenges that MSMEs in Lagos State encountered as well
as the strategic options for their survival during the Cov-
id-19 Pandemic era. A survey research design was adopted
and primary data were collected with the help of question-
naire. The population of study was 3,224,324 registered
MSMEs in Lagos State, while the sample size of 400 was
determined with Yamane (1967) formulae. A simple ran-
dom sampling technique has been employed to administer
400 copies of questionnaire out of which 297 were prop-
erly filled and returned. The findings from the regression
analysis and the descriptive statistics revealed that there is
no significant effect of MSMEs Covid-19 challenges (such
as: decline in productivity, business closure, supply chain
breakdown, low customer demand, reduction in profit vol-
ume, self-isolation, reduced opportunities to meet new cli-
ents) on business survival. Also, it was revealed that most
of the respondents adopted cutting expenses as a strategic
option for the survival of their businesses. However, the
study concluded that Covid-19 Pandemic is a major threat
to MSME:s survival and growth. It was recommended that
MSMEs should embark on cutting expenses in order to
survive Covid-19 and further, they should embrace crisis
management response, finance and liquidity, operation and
supply chain, determine and activate the business continu-
ity plan, monitor the implementation to enhance their sur-
vival and readjust their response approach towards envi-
ronmental changes.
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1. INTRODUCTION

The Coronavirus (COVID-19) Pandemic is a highly transmittable and patho-
genic viral infection caused by severe acute respiratory. It emerged in Wuhan,
China, and spread around the world to over 223 countries. It caused a global
economic meltdown after the world great economic depression of 1930s (Inter-
national Monetary Fund, 2020; World Health Organization, 2020). Globally, as
of 23rd February, 2021, there have been 111,419,772 confirmed cases of COV-
ID-19 with the death of 2,470,772 and 3,837,298 cases with 101,627 death cases
were confirmed in Africa (WHO, 2021), While in Nigeria there were 153,187
confirmed cases with the death of 1,874 and 129,943 discharged (NCDC, 2021).

It started as a health crisis but has rapidly evolved into one of the worst economic
crises in history. COVID-19 Pandemic has caused global challenges, emergen-
cies and crisis in all sectors of economy especially in health, education, transpor-
tation, tourism, trade, investment (Abulescu, 2020) and has led to a high level of
unemployment which has adversely hindered the standard of living.

MSMEs significantly contribute to the economic growth and development of
Nigeria’s economy in particular and global economy in general. They represent
a seedbed of entrepreneurial skills and innovation, contribute to job creation, and
are considered the backbone of the global economy (Alliance for financial inclu-
sion, 2017). The World Bank has reported that formal MSMEs contribute up to
45% of total employment and up to 33% of national income (GDP) in emerging
economies. These numbers would be significantly higher if MSME:s in the infor-
mal sector were also included. In Nigeria, MSMEs are generally referred to as
enterprises with less than 10 employees, with assets excluding land and building
of less than NSmillion; small enterprises with 10 to 49 employees, assets exclud-
ing land and building of N5million and less than N50million; while medium
enterprises engaged 50 to 199 employees and assets of N5Omillion to less than
N500million excluding land and building (SMEDAN/NBS, 2013).

COVID-19 Pandemic has seriously hurt MSMEs that are considered the back-
bone of Nigeria economy to the extent that social distancing, transportation, bor-
der restrictions, and total lockdowns have interrupted supply chains, reduced
consumer demand and cut cash flow. The outcome of all this is that businesses
are unable to pay worker’s salaries, shop rent, utility bills, credits resulting in bad
effects on households and the economy (Vandenberg, 2020). COVID-19 serves
as a threat to the survival of MSMEs while quarantines, shelter in place orders,
social distancing, and cascading economic impacts make it difficult for many
of these firms to carry out business activities. MSMEs are housed by five major
sectors of the Nigeria economy: Wholesale and Retail Trade account for 42.3%,
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Agriculture represents 20.9%, Manufacturing 9.0%, Accommodation and Food
Services 5.7%, and other services 13.1%, all together equal to about 91.0% of
all MSMEs (Kale, 2019). Further, 97.1% of MSME:s in Nigeria are owned by
sole proprietorship while partnership accounted for 2.2% in terms of ownership
status (Kale, 2019).

COVID-19 Pandemic poses great threats and challenges to the business world
most especially the Micro, Small and Medium Enterprises (MSMEs). Many en-
terprises suffered a great downturn in business activities and profit. Many of
them were forced to close down while others survived on the margin. The conse-
quent lockdown of the economy and the new normal in business practices caught
many firms in the web of distortion in financial flow and industry strategic po-
sition. The government and other stakeholders in the MSMEs have provided a
solution to their problems but most of them have not really yielded the desired
result. The objective of this paper is to show the effect of COVID-19 Pandemic
survival options by MSMEs on crisis management response and to examine the
impact of COVID-19 Pandemic on MSMEs business survival. This paper exam-
ined various strategic options for survival of Covid-19 Pandemic challenges to
MSME:s in Nigeria. Based on the aforementioned, the study therefore wants to
investigate the challenges that MSMEs in Lagos State have encountered as well
as the strategic options for survival during the Covid-19 Pandemic era.

2. LITERATURE REVIEW

2.1. History, Health Implications and Consequences
of the COVID-19 Pandemic

The COVID-19 Pandemic is an unprecedented universe health and economic
crisis that has ravaged the entire world. It started as health crisis before turning
into the global economic downturn that hindered trade, investment, growth and
employment (ITC, 2020). There is no doubt that coronavirus pandemic is one of
the deadliest infectious diseases to have taken place in human history. Presently,
COVID-19 is a respiratory infection disease that can be transmitted from one
person to another. In addition, the disease has ravaged people across the globe,
hence WHO classified it as pandemic on March 11%, 2020. Further, the infection
has gone beyond public health crisis but also had negative impact on the world
economy. Hence, the consequences are business fold up, trade disruptions, re-
ductions in manufacturing and productivity, increase in unemployment, damage
of tourism and aviation industries among others (Pak, et al., 2020).

Health officers noted that a new strain of COVID-19 may likely emanated from
bats or pangolins. In this regard, the human transmission was firstly recorded in
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the city of Wuhan, China, and most of the infected people or cases had connec-
tion with the local seafood market popularly called Wet market (Ajibo, 2020;
Li et al, 2020). Some of the COVID-19 patients symptomatology include fever,
dry cough, dyspnea, breathing difficulty, muscle aches, headache, sore throat or
diarrhea, runny nose and tiredness (CDC, 2020b; Ajibo, 2020; Liu, Kuo & Shih,
2020; Zhu et al, 2019). The roll call of the previous pandemics and the number
of deaths recorded was itemized by Johnson & Mueller, (2002); Kain & Fowler,
(2019); Simonsen, et al, (1998); Vibound et al, (2016) and Liu et al, (2020) as
1918 Spanish flu with about 50 million deaths, as 1957 Asian flu with estimated
1.5 million deaths, as 1968 Hong Kong flu with almost 1 million deaths and as
2009 pandemic flu with approximately 300,000 deaths.

However, the following preventive measures were recommended by WHO
(2020b) & NCDC (2020) against the spread of COVID-19 Pandemic: frequent
use of at least 60% alcohol based sanitizer, regular hand washing with soap and
running tap water, wearing face mask, maintaining social distance of at least 2
meters, avoid touching your face and nose, coughing in to your elbow, work
from home, staying at home unless it is compulsory to go out, urgently seeking
medical attention or going for COVID-19 test in the designated government ap-
proved centre in case of any symptoms of coronavirus pandemic, cleaning the
environment and adhering strictly to COVID-19 protocol as stated by national
and international health organizations. Boseley, Devlin & Belam (2020) stated
that patients’ strong immune system is largely responsible for their recovery
from the infection despite the non-availability of official approved vaccine for
the pandemic by the federal government of Nigeria. The story remains the same
until 18" of February, 2021 when National Agency for Food and Drug Admin-
istration and Control (NAFDAC, 2021) officially approves the use of Oxford
Astrazeneca vaccine in Nigeria to cure the virus.

2.2. COVID-19 Survival Strategies

Coronavirus pandemic seriously inflicted a lot of agony on MSMEs performance
which hinders their survival. The following key strategies identified (PWC,
2020; Keyte, 2020; Technoserve, 2020 and Vandenberg, 2020) are important for
MSME:s to survive and improve their performance during and after the global
COVID-19 Pandemic.

Crisis management and response: Business enterprises need to respond quick-
ly to the outbreak of the COVID-19 Pandemic and put in place measures to
manage the deadly crisis. Current business continuity plans may not be relevant
in managing the fast spreading COVID-19 crisis. Therefore, MSMEs owners
need to develop incident management and scenario plans that are focused on
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the pandemic: adequate and regular communication with stakeholders such as
employees, customers, host community, regulatory agency; comply with govern-
ment directives and limit the risk of business failure (PWC, 2020).

Workforece: Is the labour pool either in employment or unemployment (US Bu-
reau of Labour Statistics, 2016). It is generally used to describe those working
for a single company but can also apply to a geographic region such as a state
or a country (Keyte, 2020). Management also considers welfare of workers and
how to support remote working at scale. Therefore, attention to immediate global
mobility, such as reviewing travel rules, human resources; using remote working
strategy, asking employees to temporarily stop work or work from home; offer
solutions to challenges on current information technology and communication
infrastructure to assist work from home during and after the pandemic (PWC,
2020).

Operations and supply chain: COVID-19 Pandemic has seriously hindered
effective supply chain distributions of products across the world due to borders
closure. Hence, MSMESs need to opt for alternative local raw materials as a sub-
stitution strategy to remain in operation and make the end products conveniently
available to the final consumers at affordable prices (Keyte, 2020). Finance and
liquidity: financial markets are seriously hindered by the COVID-19 Pandemic,
which results in total lockdown and subsequently economic recession.

Tax, trade and regulatory: There is a need for a downward review of tax re-
gime or tax exemption for MSMEs during and after the COVID-19 Pandemic
to survive the crisis. The regulatory agency and government at all levels need to
consider the impact of the pandemic on business enterprises, hence consider the
option of tax relief as survival strategies.

Strategy and brand: MSMEs are trying to relax the effects of the pandemic on
their businesses, hence opt for the following strategies: consider accelerating
digital transformations as the shift to teleworking revealing the gaps in informa-
tion technology infrastructure, workforce planning and digital upskilling (PWC,
2020); enhanced growth and improved performance via planning, financial dis-
cipline, products rebranding, packaging and new approach to business.

New normal business strategies: This is the modern way of doing business via
technology, a digital business model and e-commerce, in order to shift to digital
commerce channel including an emerging or a new market and start many other
businesses online (Keyte, 2020). By working from home, businesses are forced
by circumstances and conditions to adopt teleworking and the benefits are re-
duced businesses spending and expenditures on rent and improved flexibility in
business operations. Local supply chains and border closure which affect inter-
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national business have forced many firms to opt for local supply chain of raw
materials and this has created opportunities for small business recognition in
their area of competency (Technoserve, 2020 and Vandenberg, 2020).

Government support, international donors and developed countries’ aid will help
the MSMEs in Nigeria to recover and survive the crisis. For example some de-
veloped countries like United States of America, Germany, and United Kingdom
donated the COVID-19 relief package in cash to the Federal Government of
Nigeria. Technoserve (2020) and Vandenberg (2020) pointed to customer values,
putting customer safety first and re-assuring the quality process of production
because the product quality must not be compromised.

The production and management process: There must be environment and
technology guarantee for safety of all stakeholders during and after pandemic
lockdown. Furthermore, knowledge worker management: enterprises must be a
learning organization by providing creative environment to a knowledge worker
and invest more in human capacity development.

Tax deferral: All forms of taxes such as income tax, property tax, excise duties,
shop permits and other payments by businesses to government are deferred to
ease liquidity problems that are encountered by MSMEs during the COVID-19
Pandemic (Vandenberg, 2020). Credit: the Federal Government of Nigeria makes
more credit available to MSMEs through various means such as direct lend-
ing through the Central Bank of Nigeria (CBN), Bank of Industry, interest rates
reduction, CBN monetary relaxation and extending grace periods on existing
loans. Wage subsidy: government should assist the MSMEs financially in paying
wages to employees during lockdown to sustain the company. Enterprises pivot:
the federal, state and local governments in Nigeria should encourage MSMEs to
adapt to current business climate and change to new products and services.

2.3. MSMEs Contributions to the Growth of Economy in Nigeria

MSME:s can be defined based on the number of employees such as 1-9, 10—49
and 50-249 as micro, small and medium enterprises respectively (World Bank
2014). Meanwhile, MSMEs definition differs from country to country. Besides
the number of employees, other variables such as assets, turnaround, and capital
among others are also considered in its definition. The world economies, par-
ticularly those of industrialized countries like Nigeria, stand on the shoulders
of MSME:s business enterprises to grow. The reasons for this are not farfetched,
they are the result of attributes MSMEs possess such as creativity, dynamics, in-
novation, flexibility, efficiency, effectiveness and their portable size which ena-
bles a faster decision-making process (Afrikan Heroes, 2020).
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The contributions of MSMEs to the growth and development of any economy
cannot be underestimated, and they include: contribution to the economy in
terms of increase in the quantity of goods and services; creation of job opportu-
nities globally and particularly to over 84% of Nigerian at relatively low capital
cost (Afrikan Heroes, 2020), especially in the wholesale and retail sector; reduc-
tion of the gap between the rich and the poor (Fitriasari, 2020); the key to the
economic growth and development of the country (Akingbade, 2020); develop-
ment of a large number of skilled and semi-skilled employees as a basis for fu-
ture industrial growth; improvement of forward and backward integration strate-
gies between economically, socially and geographically diverse sectors of the
economy; provision of opportunities for developing and adapting to appropriate
technological approaches; creation of an environment for entrepreneurial and
managerial talent, among others. MSMEs are essential for the industrialization
of the world economy and serve as the backbone of the socio-economic trans-
formation of industrializing and industrialized economies (Ogundele, 2017).
MSME:s enhance technical, technological and entrepreneurial capacities among
critical segments of the economy. MSMEs serve as a medium for the redistribu-
tion of income, provision of job opportunities and creation of wealth among the
poor in the country (Kale, 2019). MSME:s are believed to be the engine room for
the development of any economy because they form the bulk of business activi-
ties in a growing economy like Nigeria.

2.4. Challenges of COVID-19 Pandemic to MSMEs

The world at large has been engulfed with an unprecedented COVID-19 Pan-
demic which emanated from a health crisis to an economic meltdown. Schol-
ars reaffirm the fact that MSMEs all over the world are the most significant
victims of the prolonged COVID-19 Pandemic and economic crisis (Fitriasari,
2020; Bourletidis & Triantafyllopoulos, 2014). Hence, MSMEs challenges are
cutting through crises in health, economy and business, as the governments at
all levels are trying to reduce the spread of the virus and gradually start the
economy. Consequently, some of the major challenges that MSMEs encounter
as identified by Vandenberg (2020) are: lack of operational cash flow, that is,
most of the surveyed MSME:s in Lagos state have shortage of cash reserves for
less than a month; decrease in customer demand for goods and services due to
economic downturn; business closure due to government lockdown policies to
prevent the spread of the virus to other parts of the country; reduced opportuni-
ties/chances to meet new customers as a result of federal government lockdown
order in Lagos State which affects business activities; issues that entail changing
and introducing new business models and strategies, providing new products or
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services which is seriously affected because of work from home policies of the
government and closure of business activities; decline or reduction in sales due
to lockdowns, movement restriction, social distancing and closure of shops and
offices; operational challenges like movement restriction affecting the supply of
goods and social distancing guidelines making it difficult for business to oper-
ate; personal stress, a business owner or manager finding it difficult to adapt to
the current business challenges and managing their and their employees stress.

2.5. Entrepreneurship Theory

Entrepreneurship is the main source of economic growth and instrument for
a change within any economy (Audretsch, 2015; Dorin & Alexandru, 2014;
Schumpeter, 2012). Meanwhile, Schumpeter noted that economic growth and
development are attained through innovations, which results in increase in pro-
ductivity (Konstantakis, Michaelides, & Papageorgiou, 2014).

Further, he stated five types of behaviour that entrepreneurship exhibited: devel-
opment of a new product, modern method of production, creation of a new mar-
ket, setting up a new organization within an industry, or backward integration
strategy, and self-development of source of raw material (Dorin & Alexandru,
2014; Konstantakis et al., 2014).

Further, the development of new and varieties of products, services, and pro-
cesses challenged the old way or status quo of the existing marketplace and
gave entrepreneurs a competitive advantage (Autio, Kenney, Mustar, Siegel, &
Wright, 2014). Three main motivators for MSMEs entrepreneurship are the in-
tention for power and independence, the belief to excel, and the happiness of cre-
ating (Dorin & Alexandru, 2014). These identified attributes in MSMEs owners
motivate them to create better business enterprises. These attributes in the owner
of a small business encouraged them to look for opportunities that took them off
the normal business development path (Autio et al., 2014).

Consequently, entrepreneurship theory pivots around innovation, against the
traditional approach and support new ways of doing things. MSMEs business
owners attain economic growth from their competitors (Baumol, 2015; Dorin &
Alexandru, 2014; Bogliacino & Pianta, 2013; Schumpeter, 2012).

Based on the review of the past studies, this study hypothesized that there is no
significant effect of MSMEs Covid-19 challenges on business survival and also
the study intended to offer solution to the strategic options that are most em-
ployed by MSME:s for survival.
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3. MATERIALS AND METHODS

The study employed survey research design. The population of the study is the
total number of registered 3,224,324 MSME:s in Lagos State (SMEDAN/NBS
Survey, 2013). The study employed Taro Yamane formula from 1967 to deter-
mine the 400 sample size of the study. The study adopted questionnaire as the
research instrument and it was administered to 400 MSMEs owners in Lagos
State using a simple random sampling technique. However, 297 copies of ques-
tionnaire were retrieved from the respondents, which represents 74.3% of the
sample size. The questionnaire was self-developed and the items in the question-
naire were ranked on 1 to 5 Likert scale from strongly disagree to strongly agree.

Questions were asked on the challenges MSMEs have encountered during Cov-
id-19 era and include decline in productivity, business closure, supply chain
breakdown, low customer demand and self-isolation. Also, the questionnaire
covered the strategic options for survival which are management response, and
cutting of expenses. The Cronbach reliability coefficient test result of the instru-
ment was of 0.95 for challenges of MSMEs in Covid-19 and strategic options
for survival has reliability value of 0.85 and they are all above the benchmark of
0.70 showing a high level of reliability. The study adopted descriptive statistics
and regression analysis. The descriptive statistics was used to describe the de-
mographic details of the respondents as well as the strategic options for survival
using the bar chart while simple regression was used to ascertain the challenges
of MSMEs in Covid-19 era.

4. DATA ANALYSIS AND INTERPRETATION

Hypothesis: There is no significant effect of MSMEs Covid-19 challenges (de-
cline in productivity, business closure, supply chain breakdown, low customer
demand and self-isolation) on business survival.

Table 1. Regression results between MSMEs Covid-19 challenges and business survival

Independent Variable Coefficient Std. Error T-statistic Probability
C -6.871 1.279 -5.770 0.103
MSME:s Covid-19 Challenges -2.927 2.380 -1.186 0.222
R-Square 0.023 F-Statistic 1.407
Adjusted R-Squared 0.008 Prob(F-Statistic) 0.222

Dependent Variable: Business Survival

Source: Author’s computation, 2020
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The above indicates the regression analysis between MSMEs Covid-19 chal-
lenges (decline in productivity, business closure, supply chain breakdown, low
customer demand and self-isolation) and business survival. It was indicated that
the coefficient of multiple determination (R?) is 0.023 which means that 2.3%
of the changes in business survival are explained by MSMEs Covid-19 chal-
lenges (decline in productivity, business closure, supply chain breakdown, low
customer demand and self-isolation). The results showed that there is a negative
and insignificant effect of (p =--2.927; t-statistic= -1.183; P-value=0.222). The
results also confirmed that MSMEs Covid-19 challenges such as decline in pro-
ductivity, business closure, supply chain breakdown, low customer demand and
self-isolation do not have a significant impact on business survival (F-Statistic =
1.407; Prob (F-Statistic) = 0.222). Therefore, the hypothesis that there is no sig-
nificant effect of MSMEs Covid-19 challenges on business survival is accepted.

To determine the strategic options for survival that are employed by the owners
of MSMEs, the responses of the respondents are demonstrated as thus:

Strategic Options for MSMESs Survival in Covid-19 Era

200
150
[ Strategic Options for
100 MSME:s Survival in Covid
19 Era
50
0 T |

Crisis Management Cutting of Expenses

Responses

Figure 1. Survival Options for MSMEs in Covid-19 Era.
Source: Author’s computation, 2020

Figure 1 shows the graphical representation of the MSMESs owners’ responses to
the strategic options survival in Covid-19 era. It was indicated that 113 (38.1%)
of the respondents employed crisis management response as strategic options
for survival in Covid-19 era. While 184 (61.9%) of the respondents adopted the
strategic options for cutting expenses in Covid-19 era. This showed that most of
the owners of MSME:s are cutting down expenses incurred in Covid-19 period.
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5. DISCUSSION OF FINDINGS

It is evidenced that the challenges Covid-19 brought to Nigerian business envi-
ronment is making it very hard and difficult for MSME:s to survive. When a busi-
ness struggles to survive, such business cannot grow. Therefore, Covid-19 is an
occurrence that is crippling business activities in Lagos State, Nigeria, because it
has brought challenges of decline in productivity, business closure, supply chain
breakdown, low customer demand and self-isolation. A rise in the number of
Covid-19 cases could force the government to review its policy and directive on
the movement of the people which would affect the production activities, result-
ing in business closure, breakdown in supply chain and low customer demand.
It is further indicated that MSMEs owners believe that the best approach they
can employ to mitigate Covid-19 challenges is through cutting expenses. Conse-
quently, MSMEs owners attempt to reduce the cost of doing their business or the
cost of business operations and that is the reason why the level of unemployment
in both formal and informal sector in Nigeria is high.

6. CONCLUSIONS AND RECOMMENDATIONS

The present MSMEs operational techniques may not be able to handle corona-
virus pandemic effectively due to its spreading across countries of the world.
Hence, business enterprises need to embark on the following recommended sur-
vival strategic options to remain competitive: new normal business strategies,
digital business model and e-commerce, work from home, local supply chains,
customer value that customer is first, credit, knowledge worker management,
government support, tax relief or holiday, wage subsidy, enterprises pivot, focus
on retaining existing customers, introduction of effective online service delivery,
provision of service differentiation strategy, reduction in product lines to man-
ageable sizes, advertising on social media, creativity, belonging to a relevant
business group, engagement of employees using videoconferencing, frequent
review of business strategies, focus on factual and effective communication with
stakeholders, and minimising the risk of business disruptions.
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HAHAEMUJCKHU U3A30BU KOBUJIA 19 3A HUTEPUJCKA
MUKPO, MAJIA U CPEJIBA ITPEAY3ERA: CTPATELIKE
OIIIUJE 3A OIICTAHAK

! Banau Anenunju Axkunroane, Ekonomcku dakynrer, Oncjex 3a HOCIOBHY aIMUHUCTPALIH]Y,
VYuausepsurer y Jlarocy, Ojo, Jlaroc, Hurepuja

CAKETAK

[Mannemuja u3a3BaHa BUPYCOM KOPOHA TIPEJICTABIbA BEIUKY MPHjETHY H H3a30BE
3a [MOCJIOBHU CBHjeT, MoceOHO MUKPO, Malia U cpentba npenyseha (MCIT). Muora
on oBUX Tpemyseha mpeTpmjena ¢y BeTUKH Taa OCIOBHUX aKTUBHOCTH M CMa-
wmeme 1o6utn. MHora nmpenyseha cy Omna nmprcusbeHa 1a 0OMCTaBe MOCIOBa-
e, JIOK Cy Jpyra MpeXuBJbaBala Ha MapruHu. Braia u 1pyre 3auHTEpecoBaHe
crpane 3a MCII cy 06e30ujenuie pjemnema 3a oBe mpobdiaeme, aau BehuHa Bux
3ampaBo HUje najna xesbeHe pesynrare. OBaj paa UCTpaxyje W3a30Be ca KojuMa
cy ce MCII y npxaBu Jlaroc cycperana, Ka0 W CTpaTeIlKe OIIHjE 332 HHXOB
OTICTaHAaK TOKOM OBE IMaHIEeMHje. YCBOj€H je MOJIeN aHKETHOT MCTPaKMBamba M
MIPUMapHH MOJAlM Cy IPUKYIUBeHH y3 momoh ynutHuka. [lomymanuja cryamje
je 3.224.324 peructpoannx MCII y npkaBu Jlaroc, 10K je BemudmHA y30pKa
on 400 yrBphena momohy Jamanose (1967) dopmymne. [Ipumujemena je jemHo-
CTaBHA TEXHHKA CIIy4ajHOT y30pKoBama 3a 400 mpumjepaka ynmuTHUKA, O KOJUX
je 297 mpaBuiHO TonymkeHo U BpaheHno. Hanasu u3 perpecuone aHaimse U Jie-
CKPHIITHBHE CTATUCTUKE OTKPWJIM CY Ja HE TOCTOjU 3HavajaH edekar u3a3oBa
xoBunal9 Ha oncranak nmocioBama 3a MCII (kao mTo cy: majg npoxyKTHBHOCTH,
3aTBapame mpeays3eha, pacman yaHia cHabaujeBama, HUCKA MOTPaKmka Kyla-
11a, CMamemke TOOUTH, caMon30JIaluja, CMamkbeHe MOTYNHOCTH 3a MPUBIAYCHHE
HOBHX KiujeHara). Takole, OTKkpuBeHO je fa je BehnHa MCIHTAaHWKA yCBOjUJa
CMameHe TPOITKOBA Ka0 CTPATEIIKy OIIIHjY 3a OICTaHaK mocioBama. CTyauja

166 http://www.ae.ef.unibl.org/



http://www.ae.ef.unibl.org/
https://openknowledge.worldbank.org/handle/10986/20684
https://openknowledge.worldbank.org/handle/10986/20684
https://doi.org/10.1016/52214-109X(17)

(ACE) Acta Economica, Vol. XIX, No. 34, 2021 153 -167

3aKJbydyje Jia je MaHAeMHuja n3a3BaHa BUPYCOM KOPOHA TPEHYTHO MIIaK IIaBHA
npujeTwa 3a orncradak u pact MCII. [Ipenopyka je na MCII cmamyjy TpOIIKOBE
Kako OM TMpeKHBjeNu MEpUOJ MaHIeMuje, a Haaalbe, Tpeba Ja MoYHy Ja ynpa-
BJbAjy KpU30M, QUHAHCHjaMa U JMKBUIHOLINY, paJioM ¥ JaHIMMa CHaO/1jeBa-
1a, J1a YTBPJE M aKTHBUPAjy TUIaH KOHTHHYHUTETA MOCIIOBaka U HAJIIE/a]y Hhe-
TOBO CIIPOBOheme Kako Ou 1moOoJbIIATY IAHCE 32 ONCTAHAK U MTPHUIIATOIUIIN Ce
3aXTjeBUMa 3a 04yBambe )KUBOTHE CPEINHE.

KibyuHe pujeuu: nandemuja u3zazeana 6upycom KOPOHA, 002080p KPUHOZS
ynpasswarva, ekonomcku nao, MCII, cmpamezuja npedcusvasarsa.
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ABSTRACT

This study has examined the potential impacts of cli-
mate change on Nigerian economic growth using a time
series data (1980-2017). In doing so, an econometric
model has been constructed based on theoretical and
empirical literatures of the climate change economics,
then it has employed a growth model adapted from the
Solow growth model. The research work found that an-
nual average rainfall has a significant effect on economic
growth both short-run and long-run. Also, there is a high
degree of positive and significant relationship between
carbon emission, foreign direct investment, gross fixed
capital formation and economic growth under investi-
gation. The result also revealed that this relationship
between climatic factors and economic growth is more
noticeable in the long run. In addition, an inverse rela-
tionship was found between forest depletion, population
growth and economic growth in the long run. Finally,
there is unidirectional causality between annual average
rainfall and economic growth in Nigeria. It is therefore
recommended that the stakeholders and the general pub-
lic should build green economy that enables sinking car-
bon and promotes carbon market in the long-run.

© 2021 ACE. All rights reserved

1. INTRODUCTION

Climate change poses a major threat to poverty reduction and sustainable devel-
opment worldwide, especially in developed countries (Nigeria inclusive). Nige-
ria has a vast population that is directly dependent on climate-sensitive economic
and development sectors (agriculture and fisheries) as well as natural resources
(such as water, biodiversity, and grassland) for sustenance and subsistence (Fa-
dairo et al., 2020). Furthermore, the rural majority’s adaptation ability to cli-
mate change impacts is very limited. Unfortunately, several of the country’s new
growth plans seem to underestimate climate change threats. The risks of failing
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to mitigate climate change or respond to it remain unknown, but the welfare im-
plications are likely to be immense (Stiglitz, 2019).

Nigerians live on the front lines of pollution, disaster, and degradation of resourc-
es and land. Unfortunately, despite growing concern, no precise and reliable fig-
ures are available to measure the economic costs of negative impacts of climate
change in Nigeria for individuals or society as a whole. As far as development
is concerned, climate change has had a significant effect on Nigeria’s ability to
achieve overall economic growth and sustainability, putting additional strain on
agriculture, water supply and demand, health, and political stability. (Ikhuoso et
al., 2020). Climate change is today being recast as a security threat, rather than
being just an environmental issue. Increasing energy consumption contributes
to global warming. The economies face a host of environmental problems as a
result of climate change which have a greater impact on their economic well-
being. The nation is marked by a brutal cycle of poverty, desert encroachment,
flood, and CO2 emissions that have caused extensive harm to homes and facili-
ties, displaced hundreds of families, and resulted in significant livestock losses
and food insecurity.

The empirical evidence on this debate is of much relevance to growth and en-
vironmental policies in the developing world, more so in Sub-Sahara Africa
(SSA) where income levels are below acceptable standards. Ensuring sustained
long-run growth and environmental sustainability requires prior establishment
of the nexus between economic growth and climate change. Recent attention has
shifted to the pair-wise nexuses between climate change and economic growth,
economic growth and emissions, and emissions and climate change. However, a
huge gap remains, particularly, in the empirical link between economic growth
and climate change. This study looks at the effect of climate change on sustain-
able growth in Nigeria using time series cointegration modelling techniques. The
study explores and analyzes the effects of climate change on economic growth.
None of the previous studies had considered the problem of endogeneity fac-
ing time series data. The novelty of the empirical contribution is that the study
employs Autoregressive Distributive Lag (ARDL) method of estimation. This
Method is superior because it accommodates the problems of autocorrelation
and heteroskedasticity that may exist among the variables employed and their
residual.

Finding of the study will provide useful insights for policymakers and academics
into climate change risk. For policymakers in Nigeria, this work becomes impor-
tant because it provides empirical evidence to support the provision of adapta-
tion efforts to moderate the impact of climate change which could affect shared
growth. Therefore, the empirical verification of the moderating role of adaptive
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capacity to climate change impact on economic growth is critical. The outcome
of the study will lend support to the pursuit of adaptation strategies to be based
more on evidence than guesswork. For academia, this research adds to litera-
ture by granting the academic community a better insight into the link between
climate change and economic growth as well as open up discussion in this light
that provokes thoughts and ideas to support Nigeria’s economic growth agenda.

This study is structured into four sections: section one covered the introductory
part, section two addressed the materials and method, section three covered the
empirical results of the findings, while section four detailed conclusion and rec-
ommendations.

2. MATERIALS AND METHODS

2.1. Theoretical model

To analyze the impacts of climate change on economic growth two types of
approaches are most widely used, that is, enumerative approach and dynamic
approach. In the enumerative approach the economic impacts of climate change
are analyzed separately sector by sector, that is, impacts of climate change on ag-
riculture, ecosystem tourism, etc. Later these effects are added up to obtain an es-
timate of total change in the social welfare from climate change (Ahmed, 2020).
In this approach, ARDL models and simulation techniques are mostly used.

In dynamic approach, different specifications of growth models are used by
incorporating climate change indicators into growth models. Liu, Huang and
Yang, (2020), Khan, Yu, Sharif and Golpira (2020) are most widely used growth
models to analyze the impacts of climate change on economic growth. In these
models the impacts of climate change are directly linked to GDP.

The present study will use both of these approaches to some extent and analyze
the impacts of climate change on economic growth and its components, that is,
agriculture, manufacturing and services. Guntukula and Goyari, (2020) incorpo-
rated climate change in the production function, and this model will be used as
baseline in the present study because it provides theoretical basis for incorporat-
ing climate change into economic growth equations. Consider the production
function.

Y;:eaTI:At:LtaKt ()
Ad
= T,
1 BT, (2)
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Where Y is GDP, L is labor force, A is technology and can also be referred as a la-
bor productivity, and T is the impacts of climate and K is physical capital. Equa-
tion (1) captures direct effects of climate change on economic growth. While
equation (2) captures the indirect effect of climate, that is, the impact of climate
on other variables that indirectly influence the GDP growth. It is worth mention-
ing here that the equation (1) directly relates climate change to GDP whereas in
the equation (2) climate changes affect labour productivity that will affect the
GDP growth. After taking logs of equation (1) and differencing with respect to
time, the following equation can be derived.

gz=(0!+,3)Tt—06T;_1 3)

Where gt is the growth rate of GDP, direct effects of climate change on economic
growth appear through a and indirect effects appear through B. This equation
separately identifies the direct and indirect effects of climate change. Both of
these affect GDP growth rate in the initial period. However, when climate returns
to its prior state then direct effect reverses itself. For example, a rise in tempera-
ture may harm agricultural production, but whenever temperature returns to its
normal level the agricultural production once again accelerates. On the other
hand, indirect effect emerges during the climatic shock and their impact persists
even in the normal conditions: for example, a failure in human capital develop-
ment results in a permanent deterioration in human capital and economic growth.

2.2. Model Specification and Data Availability

The study used secondary time series dataset which poses some challenges. The
presence of non-stationary macroeconomic variable and variables with long time
dimension subject the regression to spurious results and according to Castle
Doornik and Hendry, (2020), the presence of non-stationary variables abounds.
The presence of non-stationarity makes forecasting and predicting difficult. The
extension of time series data helps deal with issues of non-stationarity and coin-
tegration Castle, Doornik and Hendry, (2020). In the analysis for cointegration,
the study checked for unit root and cointegration and then estimated the long run
and short run relationship.

The data is fitted to an autoregressive model on the premise that (i) the cur-
rent values of the dependent variable could depend on a linear combination of
its past values as well as (ii) the past values are distributed across time in the
past. Following from the aforementioned, the study therefore uses Autoregres-
sive Distributed Lag model which allows the study to include the lagged values
of both the dependent (GDPgr) and independent variable(s) (C02, FRD, AAR,
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FDI, GFCF, POP). The ARDL model allows for flexibility which makes it possi-
ble to use variables integrated of different order except for 1(2) (Pata and Aydin,
(2020)). Autoregressive Distributed Lag (ARDL) models:

GDPgr. = B,+ B.GDPgr,  + ,C02_ + B,FDI,_, + B,GFCF,_ + B,POP._,

q P P P P
+2.7,GDPgr,+Y,y,C02 + > y,FDI + Y v,GFCF, + ) y,POP + o, + ¢, (4)
= = A A =

GDPgr, = B, + B.GDPgr,_, + B, FRD,_, + B;FDI,_, + B,GFCF,_,

q P P
+ BsPOE_, + Y,¥,GDPgr, + ¥, v,FRD, + ¥, y;FDI,

J=1 Jj=1 Jj=1

D V4
+> v¥.GFCF,+ Y ysPOP. + &, + €, (5)

= =
GDPgr, = B, + B.GDPgr,_, + B, AAR,_, + B;FDI,_, + B,GFCF,_,

q p p
+ BsPOP_, + Y, v\GDPgr, + Y.y, AAR, + Y, y:FDI,
=1

=i =

P P
+Y v,GFCF, + Y ysPOP, + , + €, (6)

j=1 J=1

GDPgr, is the dependent variable denoting economic growth that captures key
indicators. The explanatory variable C02, FRD and AAR represent climate
change measured by CO2 emissions for meteorological a year, Forest Deple-
tion and Average Total Annual Rainfall respectively. The following are control
variables that have the potential of augmenting growth: FDI is the foreign direct
investment measured by FDI inflows as a percentage of GDP; GFCF is the gross
capital formation which captures investment; POP is the population outcome
measured by the population of age 15-64 as a percentage of total population; o,
is time fixed effects and ¢, is the disturbance term of the equation.

Data is sourced for the study from the World Development Indicators (WDI),
Food and Agriculture Organization (FAO). The data collected are annual data
for a 27 year period from 1990 to 2017 for Nigeria. Data from these sources are
combined to carry out this study.

This study adopts Autoregressive Distributed Lag (ARDL) regression method
to analyze the impact of climate change on economic growth. In the process of
analyzing the data to test the research hypotheses and draw valid conclusion, the
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model regresses the dependent variable (Gross Domestic Product growth rate)
on the independent variables (C02, FRD, AAR, FDI, GFCF, POP).

3. RESULTS AND DISCUSSIONS

The primary aim of this research is to empirically examine the association be-
tween economic growth and climate change in Nigeria, and thus provide some
illuminating data on the validity of the Environmental Kuznets Curve (EKC)
hypothesis. As is conventional in empirical studies such as this one, some data
evaluation and testing analysis will be pertinent in order to ensure that the em-
pirical estimates obtained in this way are empirically valid and reliable. Hence,
as earlier stated in this section, the first test exercise is the unit root test analysis
which is presented in Table 1 below:

3.1. Unit Root Test Results

The unit root test methods utilized for the purpose of evaluating the stationarity
property of the series employed for this study are those that have been widely
employed in empirical analysis such as ours. Specifically, Augmented Dickey
Fuller (ADF) and Phillip Perron (PP) are the basic criteria that have been used in
this study because of their widespread application in previous empirical studies.
The result of the unit root test based on the ADF and the PP methods is presented
in Table 1 below:

Table 1. Unit Root Test Results

. Augmented Dickey-Fuller a1 Conclusion on the Order
Variables (ADF) Test Phillip Perron (PP) Test of Integration
Levels 1 Diff. Levels I Diff.  Levels 1(0) 1° Diff. I(1)
4610936 (6773221 4618533 (-18.93011
GDPGR "00007)  (0.0000)  0.0007)  (0.0001) Yes Yes
1402121 -6.043997  -1.402121  -6.049457
co2 (0.5708)  (0.0000)  (0.5708)  (0.0000) No Yes
2021680 8762324 -2.625393  -8.762324
FRD 02766)  (0.0000)  (0.0971)  (0.0000) No Yes
1628193 -6.168916  -1.613470  -6.189276
AAR (0.4585)  (0.0000)  (0.4658)  (0.0000) No Yes
DI 3.667886  -8.417580  -3.635817  -13.76205 Ves Ves
(0.0089)  (0.0000)  (0.0096)  (0.0000)
3.039933 ( -8.009122  -3.655226  -4.329672
POP 0.0406)  (0.0000)  (0.0092)  (0.0016) Yes Yes
5086443 -9.928455  -5.062003  -10.14736
GFCF (0.0002)  (0.0000)  (0.0002)  (0.0000) Yes Yes

Source: Author’s computation (2021).
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The unit root test is carried out with constant and trend specifications for the
respective series. The lag-selection was based on the default selection of the
Akaike-Information Criterion (AIC). The table contains the ADF and the PP test
statistic at levels and first difference of the time series. The numbers in the brack-
ets represent the probability values of the estimate test statistic of the ADF and
PP tests.

The unit root test result from the ADF and PP methods shows that the order of
integrations mixed with some of the variables being stationary at levels and first
difference at the same time. In particular the stationarity of the general unit root
process for the set of time series data for the variables shows that they are all
significant at least at the 5 percent level for the first difference of all variables
and thus the null hypothesis of unit root in the data cannot be upheld.

3.2. Lag Selection Criteria Result

In view of the unit root test result, some empirical investigation on the Lag se-
lection of the model can be examined. The output of the result will assist to de-
termine the best lag selection for the model. The intuition behind this is that the
criteria that produce the minimum value is the best lag for the model.

Table 2. Model Selection Criteria Table

VAR Lag Order Selection Criteria
Endogenous variables: GDPGR
Exogenous variables: C CO2 FRD AAR FDI GFCF POP
Date: 01/18/21 Time: 20:53
Sample: 1980 2017
Included observations: 35
Lag LogL LR FPE AIC SC HQ
0 -112.0523 NA* 53.01520%  6.802991*  7.114060*  6.910372*
1 -111.9195 0.204975 55.86205 6.852542 7.208050 6.975263
2 -111.4625 0.678957 57.82963 6.883571 7.283518 7.021633
3 -111.0542 0.583259 60.09127 6.917383 7.361769 7.070785
* indicates lag order selected by the criterion
LR: sequential modified LR test statistic (each test at 5% level)
FPE: Final prediction error

AIC: Akaike information criterion
SC: Schwarz information criterion
HQ: Hannan-Quinn information criterion

Source: Author’s computation (2021).
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The results of the test for the respective equation specifications are contained
in Table 2 above. As evident from Table 2, three criteria were examined for the
models (Akaike info criterion (AIC), Schwarz criterion (SC) and Hannan-Quinn
criterion (HQ). By simple examining the result of the lag selection between three
criteria, it is clearly shown that Akaike Info Criterion produced the minimum
values and it is significant at lag zero through the model selection. Hence AIC
lag zero will be used throughout the period of investigation in this study.

3.3. ARDL Bound Test

In view of the unit root test result, some empirical investigation on the long-run
relationship in the model can be examined. Though the unit root test does not
strictly satisfy the condition for embarking on a Bound Test, doing this will help
establish if any of the sets of variables may be cointegrated. The most prominent
and widely used technique for ARDL model in the literature has been that devel-
oped by Pesarant (2011) as cited by Dhungel, (2012)

Table 3. ARDL Bound Test Result

ARDL Bounds Test

Date: 01/18/21 Time: 22:04

Sample: 1981 2017

Included observations: 37

Null hypothesis: No long-run relationships exist

Test Statistic Value

F-statistic 7.873040 6
Critical Value Bounds

Significance 10 Bound 11 Bound
10% 2.12 3.23
5% 245 3.61
2.5% 2.75 3.99
1% 3.15 443

Source: Author’s computation (2021).

From the result, the F statistic value is greater than the bound values at differ-
ent significance levels. Hence, we reject the null hypothesis of no cointegration
among variables in the long run. With this result, Error Correction Model will be
employed for general estimation of this model.
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3.4. Serial Correlation Test

Table 4. Breusch-Godfrey Serial Correlation LM Test

Breusch-Godfrey Serial Correlation LM Test:
F-statistic 2.689177 Prob. F(2,24) 0.0883
Obs*R-squared 6.773664 Prob. Chi-Square(2) 0.0338

Source: Author’s computation (2021).

The result revealed that the model is free from the problem of serial correlation
since F statistic probability is greater than 5% level of significance.

3.5. Normality Test
Figure 1. Normality Test of the Model
6
Series: Residuals
Sample 1982 2017
5 Observations 36
Mean 1.85¢-13
4 N N N Median 0.039631
Maximum 7.851712
Minimum -5.882018
34 | R Std. Dev. 3.595353
Skewness 0.202142
Kurtosis 2.162424
2 4 L
Jarque-Bera  1.297469
Probability ~ 0.522707
1 4
0

6 -5 4 3 -2 -1 0 1 2 3 4 5 6 7 8

Source: Author’s computation (2021)

The figure 1 above depicts the normality of the model over the period of inves-
tigation. From the result, the model mean value is 1.85, jarque Bera value of
1.297469 with probability value of 0.522707. The null hypothesis states that the
model is normally distributed. From the result, the probability value is greater
than 5% level of significance, hence we fail to reject null hypothesis. Therefore,
we conclude that the model is normally distributed over the period of investiga-
tion.
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3.6. Stability Test

Before proceeding to ARDL estimation, the study has to verify the model’s sta-
bility, which is checked by Ramsey Reset test. The results confirm stability of
the model at 5% significance level.

Table 5. Stability Test

Ramsey RESET Test

Equation: UNTITLED

Specification: GDPGR GDPGR(-1) CO2 CO2(-1) CO2(-2) FRD FRD(-1)
FRD(-2) AAR AAR(-1) AAR(-2) FDI GFCF GFCF(-1) POP POP(-1) POP(
2)C

Onmitted variables: Squares of fitted values

Value Df Probability
t-statistic 1.582400 18 0.1310
F-statistic 2.503990 (1, 18) 0.1310
F-test summary:

Sum of Sq. Df Mean Squares

Test SSR 55.25165 1 55.25165
Restricted SSR 452.4297 19 23.81209
Unrestricted SSR 397.1781 18 22.06545

Source: Author’s computation (2021)

The stability of the model was examined. The result revealed that the null hy-
pothesis of no stability was rejected since the probability of F statistic was great-
er than 5% level of significance. Hence, we conclude that the model is stable.

3.7. Heteroscedasticity Test

One of the unlined assumptions of linear regression is constant variance of the
model (Homoscedasticity) violation of this assumption can lead to bias estima-
tion of the model parameters. To validate this assumption, this study checked the
heteroscedasticity of the model using the Breusch-Pagan-Godfrey approach and
the result is presented below:

Table 6. Heteroscedasticity Test

Heteroskedasticity Test: Breusch-Pagan-Godfrey

F-statistic 1.944270 Prob. F(16,19) 0.0838
Obs*R-squared 22.34957 Prob. Chi-Square(16) 0.1323
Scaled explained SS 3.618313 Prob. Chi-Square(16) 0.9994

Source: Author’s computation (2021)
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From the result, the F statistic value of 1.944270 and probability value of 0.0838
shows that the null hypothesis of no heteroscedasticity cannot be rejected since
the probability value of 0.0838 is greater than 5% level of significance. Hence,
the assumption of constant variance is valid for the model.

3.8. Parsimonious Error Correction Estimates

Having established the fact that some of the explanatory variables in the model
do have long-run relationship with the dependent variable it would be relevant
also to examine the direction of and magnitude impact of the relationship be-
tween private consumption and the set of explanatory variables captured in the
model. In this sense the aim is to obtain empirical estimates measuring the im-
pact of regressors on the dependent variable.

For this purpose the Autoregressive Distributed Lag (ARDL) is employed for the
estimation. The ARDL is a long-run parameter estimation method in which the
steady state converging relationship can be evaluated and examined based on the
parameter estimates obtained from the estimation exercise.

The result of the regression analysis is shown in Table 7 below. The table con-
tains the parameter estimates obtained from the ARDL estimation approach. The
variables are estimated in their growth form for purpose of data demeaning and
to avoid outliers which can lead to heteroscedasticity problems.

In the table the values in the brackets are the probability values of the parameter
estimates of the model. The last two columns to the right show the conclusion
on the sign and test of significance of the parameter estimates of the variables.
The negative or positive sign indicates negative or positive impacts of the ex-
planatory variable on the dependent variable respectively. The significance of
the estimated coefficients is tested from the probability value of the estimated
coefficients. If the probability value of the estimated coefficient is less than 5
percent then the explanatory variable has a significant impact on the dependent
variable. Hence the research hypothesis cannot be upheld.

The above result depicts the long run and short run equations of the model. From
the result in the short run, it shows that climate change has a significant impact
on economic growth.

In the long run, carbon emission (C02) has a significant positive relation with
private economic growth. Only 1% point increase in carbon emission (C02)
leads to 16.42% increase in economic growth in Nigeria. This result does not
conform to prior expectation and this could be as a result of over reliance on the
use of fossil fuel for productive activities. It is quite cleared that carbon emission
is not an important determinants of economic growth in the long run.
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Table 7. Parsimonious Error Correction Estimates
Dependent Variable: GDPGR

Method: Least Squares

Date: 01/17/21 Time: 03:31

Sample (adjusted): 1981 2017

Included observations: 37 after adjustments

Variable Coefficient Std. Error t-Statistic Prob.
C 38.79219 0.909986 42.62943 0.0000
COo2 16.42091 0.159115 103.2014 0.0000
FRD -1.000193 0.022967 -43.54903 0.0000
AAR 2.447295 0.009802 249.6608 0.0000
FDI 0.109104 0.010010 10.89965 0.0000
GFCF 0.005914 0.000778 7.599790 0.0000
POP -25.24830 0.340449 -74.16167 0.0000
ECM 1.000000 0.002612 382.9039 0.0000
R-squared 0.999874 Mean dependent var. 3.451011
Adjusted R-squared 0.999843 S.D. dependent var. 7.519255
S.E. of regression 0.094216 Akaike info criterion -1.697641
Sum squared resid. 0.257424 Schwarz criterion -1.349334
Log likelihood 39.40635 Hannan-Quinn criter. -1.574846
F-statistic 32752.83 Durbin-Watson stat 1.903131
Prob(F-statistic) 0.000000

Source: Author’s computation (2021).

Forest depletion (FRD) has a significant negative relation with economic growth
in the long run. The result also conforms to prior expectation. However, 1% point
increase in forest depletion will lead to 1.00% decrease in economic growth.
Hence, it becomes clear that forest depletion in an important variable determin-
ing economic growth in the long run.

Annual average rainfall is also an important determinant of economic growth
in Nigeria. From the result, 1% increase in annual average rainfall will lead to
about 2.45% increase in economic growth. The result also conforms to prior ex-
pectation and it is significant at 5% level of significance. Hence, it becomes clear
that annual average rainfall is an important determinant. This result depicts that
Nigerian relied on annual rainfall for her endowed agricultural activities since
the sector accounting for more than 60% of her GDP.

Foreign direct investment that captured the foreign investment in the economy
depicts a direct relationship with economic growth. From the result, 1% increase
in foreign direct investment (FDI) will lead to about 0.11% increase in economic
growth and such relation is significant in the long run.
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Gross Fixed Capital Formation (GCFC) and population growth (POP) show
that they are important determinants affecting economic growth in the long run.
From the result, 1% point increase in capital formation will lead to about 0.06 %
increase in economic growth. Also, population depicts an inverse relation with
economic growth and the impact is significant at that period of investigation.
Hence, this result justifies the reality of Malthusian Theory of Population in Ni-
geria. The R? statistics shows that explanatory variables accounted for 99% vari-
ation of economic growth in the long run. This is supported by higher adjusted R?
value of 99%. Also, the Durbin Waston Statistics value of 1.903131 falls within
the rejection region of absence of serial correlation among the regressors.

The Akaike info criterion, Schwarz criterion and Hannan-Quinn criterion value
of -1.697641, -1.349334 and -1.579846 respectively indicate that the model se-
lection is good.

3.9. Causality Test

Having established the magnitude of the impact of the set of explanatory vari-
ables that entered the regression equation the study proceeds further to investi-
gate nature of causality among the variables paying particular attention to the
causality of the government expenditure variable and private consumption. The
causality test is carried out using the growth rate of the variables, using the one
lag-length as stipulated by the Akaike Information Criteria (AIC). The test meth-
od is the Stacked test method with common coefficients. The hypothesis testing
procedure follows similar procedures as stated in order aspects in this study. The
result of the causality test is contained in Table 8. The arrows in between the
variables indicate the hypothesized direction of causality while the asterisks ***
and ** denote the asymptotic significance of the F-test statistic.

Table 8. Causality Test

Direction of Causality ~Null Hypothesis (H))  F-statistic P-values Decision

GDPGR—AAR No Causality 1.37994 0.2483 Do not Reject H,
AAR—GDPGR No Causality 7.27563%* 0.0108 Reject H,

GDPGR—FRD No Causality 1.26799 0.2680 Do not Reject H,
FRD—GDPGR No Causality 0.05941 0.8089 Do not Reject H,
GDPGR—CO2 No Causality 1.82496 0.1856 Do not Reject H,
CO2—GDPGR No Causality 0.03079 0.8617 Do not Reject H,

Source: Author’s computation (2021).
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The result of the granger causality test indicates that the null hypothesis can only
be rejected in three causality relations. Specifically, the result shows that only
annual average rainfall has a strong causality relationship with economic growth
and hence its null hypothesis cannot be upheld. Though there is causality be-
tween these variables, the direction of causality only flows from this variable to
economic growth. Given this outcome, it can be said that there is a unidirectional
causality between annual average rainfall to economic growth.

The result from the causality test most adequately, lends credence to the validity
of the regression earlier obtained from the ARDL regression exercise. It provides
robust evidence linking the climate change and economic growth

The study found that annual average rainfall has a significant effect on economic
growth in both short run and the long run.

Also, there is a high degree of positive and significant relationship between car-
bon emission, foreign direct investment, gross fixed capital formation and eco-
nomic growth under investigation. The result also revealed that this relationship
between climatic factors and economic growth is more noticeable in the long
run.

In addition, an inverse relationship was found between forest depletion, popula-
tion growth and economic growth in the long run.

Finally, there is unidirectional causality between annual average rainfall and pri-
vate economic growth in Nigeria.

3.10. Comparison of Result with Previous Studies

The outcome of this study revealed that annual average rainfall, forest depletion
and carbon emission proxy for climate change have significant effect on eco-
nomic growth both in the short run and in the long run.

In the long run, the empirical results obtained from this study show some

interesting empirical regularities and resemblance with previous studies. Specifi-
cally, the results here in some aspects support the results of previous studies on
this topic, for example, forest depletion has negative impact on growth likewise
population growth, while carbon emission, annual rainfall depicted a direct rela-
tionship with growth. This finding contradict the findings of Belford et al. (2020)
whose results revealed negative impact on growth in Gambia. Recent empirical
studies in this strand of the literature have noted that the climate change is an
important determinant influencing economic growth in Nigeria. This result is in

line with the findings of Alagidede, Adu and Frimpong, (2016) and Abidoye and
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Odusola, (2015) whose findings revealed that climate change has a significant
impact on economic growth. In this regard, the result derived from the ARDL
estimation confirms this assertion.

4. CONCLUSION AND RECOMMENDATIONS

4.1. Conclusion

This study has examined the potential impacts of climate change on Nigerian
economic growth using a time series data (1980-2017). In doing so, an econo-
metric model has been constructed based on theoretical and empirical litera-
ture on the economics of climate change, then it has employed a growth model
adapted from the Solow growth model. Accordingly, the result shows that an
increase in forest depletion has a negative impact on economic growth measured
by growth rate of gross domestic product. On the other hand, since Nigeria de-
pends on rain-fed agriculture which comprises a huge share of GDP, a decline
in rain fall reduces an economic growth. The reduction in economic growth will
also result in increasing poverty. Thus, the control of climate change is not only
important for economic growth problem, but also crucial for poverty alleviation.
The result asserts that if climate change is not controlled, the economic growth
will be reduced (an increase in forest depletion dangers a lot) considerably in the
long run. However, Nigeria alone can do very little with regard to controlling
climate change as its share of greenhouse gas emissions in comparison to devel-
oped countries is small. Although developing countries like Nigeria contribute
least to causing climate change, they are most affected by this phenomenon.
This is due to their dependency on agriculture and their inability to pay for the
resources necessary to combat climate change via adopting the preventive meas-
ures (mitigation) and adaptation techniques.

4.2. Recommendations

As a result of the outcome of this study, the following policy recommendations
were suggested:

Since Nigeria is experiencing the effects of climate change, it requires an active
step in managing or controlling climate-related problems. In order to solve this
negative externality, the mitigation (ex-ante) and adaptation (ex-post) strategies
should be in place. Besides the direct effects such as an increase in average
temperature or a short run dynamics in rainfall patterns, climate change also
presents the necessity and opportunity to change to a new, sustainable develop-
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ment model, Climate-Resilient Green Economy (CRGE) Strategy to protect the
country from the adverse effects of climate change and to build a green econ-
omy. Furthermore, Nigeria should firmly continue with the bargaining and ac-
tive participation in the climate change agreements at the global scale so as to
be compensated for the risk of greenhouse gases emitted from industrialized
countries which take historical responsibility for emission. In response to the
severe impacts of climate change on economic growth some possible climate-
related strategies or programs and policies should be implemented. Since climate
change has already begun in our country, mitigation to reduce its damage should
be applied primarily. Then, adaptation should be the second and best method to
reduce the adverse impact of climate change since adjustment is an important
tool for the long-run economic growth. In line with these programs, government
should apply policies related to climate change with objectives to minimize the
emissions of greenhouse gases by using alternative energy sources such as geo-
thermal energy, hydrothermal energy and solar energy. Furthermore, building
a strong green economy should be a part and parcel of all stakeholders and the
general public. This building of green economy enables sinking carbon and pro-
motes carbon market in the long-run.

REFERENCES

Abidoye, B. O., & Odusola, A. F. (2015). Climate change and economic growth in Af-
rica: an econometric analysis. Journal of African Economies, 24(2), 277-301.

Ahmed, M. (2020). Introduction to Modern Climate Change. Andrew E. Dessler: Cam-
bridge University Press, 2011, 252 pp, ISBN-10: 0521173159. Book Review. The
Science of the Total Environment, 734, 139397.

Alagidede, P., Adu, G. & Frimpong, P. B. (2016). The effect of climate change on eco-
nomic growth: evidence from Sub-Saharan Africa. Environmental Economics
and Policy Studies, 18(3), 417-436.

Belford, C. et al. (2020). The impact of climate change on economic growth based on
time series evidence. Int. J. Hum. Capital Urban Manage, 5(4), 305-318.

Castle, J. L., Doornik, J. A. & Hendry, D. F. (2020). Modelling non-stationary ‘Big Data’.
International Journal of Forecasting. https://doi.org/10.1016/j.ijforecast.2020.
08.002

Dhungel, K. R. (2012). The Link between Remittance and Economic Growth: An ARDL
Bound Testing Approach. NRB Economic Review, 30(2).

Fadairo, O. et al. (2020). Climate Change, Rural Livelihoods and Ecosystem Nexus:
Forest Communities in Agro-ecological zones of Nigeria. African Handbook of
Climate Change Adaptation, 1-24.

184 http://www.ae.ef.unibl.org/



http://www.ae.ef.unibl.org/
https://doi.org/10.1016/j.ijforecast.2020.08.002
https://doi.org/10.1016/j.ijforecast.2020.08.002

(ACE) Acta Economica, Vol. XIX, No. 34, 2021 169 - 186

Guntukula, R., & Goyari, P. (2020). The impact of climate change on maize yields and
its variability in Telangana, India: A panel approach study. Journal of Public Af-
fairs, 20(3), e2088.

Ikhuoso, O. A. et al. (2020). Climate change and Agriculture: The competition for lim-
ited resources amidst crop farmers-livestock herding conflict in Nigeria-A re-
view. Journal of Cleaner Production, 123104. https://doi.org/10.1016/].jclepro.
2020.123104

Khan, S. A. R., Yu, Z., Sharif, A., & Golpira, H. (2020). Determinants of economic
growth and environmental sustainability in South Asian Association for Regional
Cooperation: evidence from panel ARDL. Environmental Science and Pollution
Research, 27(36), 45675-45687.

Liu, H., Huang, B., & Yang, C. (2020). Assessing the coordination between economic
growth and urban climate change in China from 2000 to 2015. Science of the Total
Environment, 732, 139283. https://doi.org/10.1016/j.scitotenv.2020.139283

Pata, U. K., & Aydin, M. (2020). Testing the EKC hypothesis for the top six hydro-
power energy-consuming countries: evidence from Fourier Bootstrap ARDL pro-
cedure. Journal of Cleaner Production, 264, 121699. https://doi.org/10.1016/].
jclepro.2020.121699

Stiglitz, J. E. (2019). Addressing climate change through price and non-price interven-
tions. European Economic Review, 119, 594-612.

KIMMATCKE IPOMJEHE U EKOHOMUWJA HUT'EPUJE:
KBAHTUTATUBHU ITPUCTYII

! Anejymo Mycubay Ojo, Yuusepsurer y Jlarocy, Ekonomcku dakynrer, Hurepuja

CA/KETAK

OBa crynuja je ucnurajia MOTEHIMjallHe YTHIAje KIMMAaTCKHX MpOMjeHa Ha
HUTEPHjCKU €KOHOMCKH pacT Kopuctehu nomarke n3 BpemeHckux cepuja (1980-
2017). Crora je usrpalleH CKOHOMETPUJCKH MOJICII, 3aCHOBaH Ha TEOPUjCKUM U
EMITUPHjCKUM PaJJOBUMA EKOHOMH]E KITMMATCKIX MPOMjEHa, a 3aTUM je TIPUMH]e-
weH mojen npuwiarohen CosioB/beBOM Mojiely pacTa. MerpaxkuBame je o0jerno-
JAHWIO Ja NMPOCjeuHe TOMIIbE KUIIe UMajy 3HauajaH edekar Ha eKOHOMCKHU
pacTt y KpaTKOM | y JJyTOpOYHOM repruofy. Takole, TOCTOju BUCOK CTEIIEH MO3H-
TUBHE M 3HauajHe Be3e MaMel)y emucuje yribeHuKa, CTpaHUX JUPEKTHUX UHBE-
cruija, hopMupama OpyTo TpajHOr KamuTalla i eKOHOMCKOT pacta. Pesynrar
je Takohe OTKpHO J1a je oBaj oxHOC u3Melhy kimMarckux (hakropa u eKOHOMCKOT
pacTa youbuBHjU Y ayro poky. [Topex Tora, mpoHaljeHa je oOpHyTa Be3a usmely
HCIPIJBCHOCTH IIIyMa, pacTa CTAHOBHHUIIITBA M EKOHOMCKOT PacTa Ha J{y»KH POK.
KonauHo, MOCTOjU jeqHOCMjepHa Y3pOYHOCT M3Mel)y MpocjeuHuX TONUIIBHX
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KHIlIa ¥ eKOHOMCKOT pacta y Hurepuju. Ctora ce mpenopyuyje J1a 3auHTepeco-
BaHE CTPaHE U IIMpa jaBHOCT Tpeda Ja rpajie 3ejeHy eKOHOMU]Y Koja omoryhasa
CMAalkCHhE€ HMBOA YIJbCH-AUOKCHIA U AYTOPOYHO IMPOMOBHIIC TPKUIITE YIJbE-
HHUKA.

Kibyune pujeum: exonomcku pacm, enobanno 3azpujagarve, yemeH-OUOKCUO,
KAUMANCKe NPOMjeHe.
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ABSTRACT

Over the past twenty five years, Bosnia and Herzego-
vina has been experiencing, with more or less oscilla-
tions, low and stagnant economic growth. Planning and
economic policy documents shaped the vision of rapid
transition and successful economic growth, which was
supposed to enable the sustainability of the economic
system and its elements. The strategic commitment
to integrate into the European Union system has not
changed. It was confirmed by signing the Stabilization
and Association Agreement in 2008. International finan-
cial institutions have even provided financial support
to the economic programs in BiH and its entities to an
extent greater than their capacity to use, but below the
economic needs of the country as a whole.

In these circumstances, the issue of a possible conflict
between the economic development goals of Bosnia and
Herzegovina and the objectives of financial support pro-
vided by the international community has been raised.
Circumstances such as a long period of time, modest
economic performance, lost opportunities and danger-
ous negative trends indicate the need to reconcile the
conflicting strategies and interests of two parties - Bos-
nia and Herzegovina and the international community.

© 2021 ACE. All rights reserved

1. INTRODUCTION

After the end of the civil war in Bosnia and Herzegovina, intensive cooperation

with international financial

institutions began. It was necessary to rebuild the

country as soon as possible, repair the consequences of the war and open the
processes of development and systematic transition in the direction of an effi-
cient market economy. Bosnia and Herzegovina received help from representa-
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tive and long-known financial institutions around the world. Of course, it was
done on the basis of invitations and agreements with domestic entity and state
authorities. The transition process was supposed to be fast and, of course, ef-
ficient. But, contrary to wishes and expectations of everyone and to the general
surprise, that process was difficult, painful and without the necessary liveliness
and dynamics. The long-term maintenance of negative economic trends has not
only created the characteristic and long the so-called transitional tail in Bosnia
and Herzegovina and accumulated more problems on that transitional path, but
also made the overall recovery difficult and extremely complex. The appearance
and long retention of negative economic trends in turn open the question of har-
mony and synchrony of strategic goals of the country’s development, i.e. Bosnia
and Herzegovina on the one hand and the international community on the other.

This paper deals with the analysis of the connection, interdependence of the
mentioned two strategies and the degree of their inconsistency, i.e. conflict. The
current economic situation and the fact that the international community, which
came to rescue, is still looking for an effective mechanism of financial coopera-
tion, which makes this topic both current and controversial at the same time. The
main goal of the paper is to present the essential elements that create a discrep-
ancy between the results of implemented strategies and the financial potential
available for their realization and to draw the attention of decision makers in this
domain, as well as the professional public, to the problem of conflict of develop-
ment goals between stakeholders.

The paper starts from the hypothetical research thesis that there is a conflict
between the goals of economic development of Bosnia and Herzegovina and
the goals of support of the international community and international financial
institutions. The research focuses on the content of the objectives from the stra-
tegic documents, economic results and support programs during the long transi-
tion period. The second part “Previous research” emphasizes the importance of
the pace and sustainability of growth, and gives positive examples of research
that highlighted the role of governments in individual communities in achieving
sustainable growth and the use of economic change in the environment, as good
economic opportunities. The given examples, visible in a number of other coun-
tries speak of the primacy of the influence of knowledge and innovation in shap-
ing development and the need for planned design development flows. The third
part “Methods and data” presents an insight into the methods and data sources
used. The fourth part “Results” provides a framework for the content of strat-
egies, and points to their interconnectedness and interdependence of program
components and projects with structural economic change, keeping the focus on
targets. Furthermore, the key areas of conflict of strategies and the consequences
of their manifestation are presented. The final part “Discussion with a conclu-
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sion” presents the conclusions reached in this research, which, at the same time,
prove, i.e. confirm the previously set scientific hypothesis in the paper.

2. PREVIOUS RESEARCH AND WORK METHODS

2.1. Previous research

Economic development contributes to the development of society and its so-
cial status. In the period of globalization and very strong competition, all coun-
tries are focused on maintaining continuous growth and sustainable economic
development. This issue is particularly important for transition and developing
countries that want to alleviate economic disparities compared to countries with
developed economies. The question of an economic development model that
can be adequate in that area is openly stated in the professional and scientific
public (Burda, 2016). The advantage of developed countries in terms of capital
levels, technological achievements and human capital performance is such that
it multiplies and constantly increases economic disparities. Modern theories and
models of economic development point to the need of taking into account the
specific economic conditions of an individual country and applying a suitable
model of development. The access to economic development for some countries
is becoming more complex than ever. The specificity of such an approach makes
the process of integration of countries more demanding in the context of access
to a larger market. Experience suggests the need to maintain an open market
economy, high savings and investment rates, capable and efficient governments,
and macroeconomic stability as a starting point in building a potential model.
Thus, Professor Sakda Siriphattrasophon in his article entitled “The ASEAN
Economic Community: How SMEs Could Exploit Local Value to Compete?”
speaks about the advantages and possibilities to use the system of local values in
circumstances of growing competitiveness for companies during establishment
of Asian Economic Community and continues: “This will strengthen the com-
petitiveness of the region and create new business opportunities for members.
Consumers will have a wider choice of goods and services and will benefit from
easing immigration regulations.” He further concludes that “SMEs will also
face new challenges due to free trade and investment within the Association of
Southeast Asian Nations (ASEAN) as this will create a highly competitive situ-
ation”. The paper especially emphasizes the importance of the role of govern-
ments that should provide adequate support to companies, which must be placed
in a dynamic mechanism in order to truly support the growth of companies. The
paper lists the areas of exploitation of local values in building competitiveness.
(Sakda, 2018). In addition, innovation is becoming a factor of competitiveness
and implies a significant role of the government in the field of education, re-
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search and development functions, and the design of individual development
programs based on previous analysis of the context of needs and circumstances.
In his paper “The opportunity matrices for chain innovative transformation of
economy: the cite concept” Taras and Obermok point to the possibility of using
technological knowledge from complex natural systems in shaping economic
processes in the inter-sectoral matrix of domestic gross product (Taras, 2017).
The authors cite an example from Singapore (p. 25): “Despite the fact that there
are no natural resources in Singapore, the country is a world leader in the pro-
duction of platforms for offshore oil exploitation. The government should try to
determine which industries can be representative in the future and invest heavily
in them.” On the page 21, they further state: “With the progressive growth of the
global economy and the accompanying economic crises, there is an urgent need
to forecast and model the process of forming of strategies for sustainable devel-
opment, balanced government regulations and economic liberalism.” A group of
authors from the University of Sarajevo (Domljan, 2017) emphasize as a precon-
dition for BiH to find itself on the path to become a highly developed country
“... to activate the knowledge production chain...” (p.161). Timely recognition
of comparative advantages, perspective chains of business and formed purpose-
ful development strategy and its application can bring a significant competitive
advantage.

2.2. Working methods and data

For the needs of the subject research, data on the content of strategic planning
documents were previously collected and their comparison was performed. The
arrangements of the International Monetary Fund and the strategy for BiH of
the World Bank and the European Bank for Reconstruction and Development
are primarily covered. The selection of institutions was made according to the
importance in the portfolio of projects financed in Bosnia and Herzegovina. For
the area of structural reforms, the reports of the European Commission were
reviewed as relevant reports and documentation, especially due to the retained
commitment to membership in the European Union. At the same time, the re-
sults of the implementation of individual programs were inspected and economic
trends were analyzed, particularly the growth trend of domestic gross product
and the trend of negative foreign trade balance based on statistical reports of the
Central Bank of BiH. United Nations population statistics were used to analyze
the trend of the country’s temporal loss of labor resources.

When it comes to scientific methods used in this paper, we emphasize that the
methods of comparison, analysis, synthesis, induction and deduction and the
method of statistical analysis, tabular and other methods of text illustration, his-
torical method, method of generalization and specialization, etc. were used.
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3. RESULTS

3.1. Interdependence of Bosnia and Herzegovina Strategy
and Support Strategies

The BiH Economic Reform Program for the period 2019-2021 from January
2019 was submitted to the European Commission as a part of the regular report-
ing procedure (BHRP, 2019). The key reform priorities during the three-year
period are: identification of key barriers to competitiveness and inclusive growth
with a focus on eighteen measures, and special priorities related to nine areas.
In the area of reforms in the energy and transport sectors, it is envisaged to im-
prove the legal framework regarding the establishment of the energy community
and sustainable financing of railway infrastructure. In the domain of sectoral
development, a special emphasis is placed on the intensification of agricultural
production. In the area of business environment, the intention was expressed
to improve the infrastructure system in accordance with the European Union
model, reform of the health sector and the register of incentives for the economy,
reduce the share of current spending in public administration and intensify the
development of entrepreneurial infrastructure. In the field of research, develop-
ment, innovation and digital economy, it is planned to improve the regulatory
framework in accordance with European Union standards, improve the commu-
nications and information society sector, reform the research sector in BiH and
establish a more efficient management system in the field of scientific research
in BiH, and establish more efficient system of management in the area of sci-
entific research of potentials for innovations in Republika Srpska. In the area of
education and skills, it is planned to improve cooperation between education and
the labor market. For the field of employment and the labor market, a commit-
ment was expressed to strengthen the efficiency of the labor market. In terms of
social inclusion and poverty reduction, the establishment of an efficient system
of health expenditures and the improvement of the social protection system are
envisaged. The entire program of economic reforms in BiH is designed in such
a way that it unites the programs of the entities without the necessary logic and
economy of the whole.

The evaluation of the BiH economic program for the period 2019-2021 by the
European Commission is given in a document dated April 11, 2019 and contains
a list of shortcomings of government policy that do not allow it to raise economic
growth potential through strong public and private investments (BHRP, 2019).
In particular, it was emphasized that the risk of things improving is stronger
and higher than expected of the proposed program due to continued delays in
the implementation of reform measures, and the growth policy associated with
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reforms related to the accession process. The European Commission recognizes
only six reform measures in the proposed program that may be relevant to the
country as a whole and recognizes that 15-20 measures concerning barriers to
competitiveness have been underestimated. Regarding the improvement of agri-
cultural production and the establishment of an efficient food safety and quality
system, it is assessed that this measure is too ambitious due to the lack of agree-
ment on competencies regarding the paying agency at the level of Bosnia and
Herzegovina and insufficient cooperation between the two entities. In doing so,
it insists on better institutional arrangements for the country as a whole, in order
to avoid overlapping competencies and to strengthen control and coordination
chains. The promotion of “start-up” jobs was assessed as relevant with a criti-
cal review that there is an excessive insistence on protectionism in this sector
due to the contradiction of competitiveness. Insufficient information regarding
timelines and budgeting was noted. The measure of improving the quality of the
infrastructure system in accordance with the model of the European Union was
assessed as relevant because, if implemented, it would contribute to the crea-
tion of a single economic space and facilitate trade, and in the long run increase
competitiveness and potential for economic growth. The assessment focuses on
the previously observed lack of real progress and readiness to achieve concrete
results. Also, budget allocations and sources of funding are not induced. In the
part on the measure of improving the communication and information society
in accordance with the standards of the European Union, there is an assessment
of the relevance for economic growth and increasing productivity. However, the
very allegation that there is a lack of progress in the implementation of this
measure, unclear budget preconditions and the absence of key performance in-
dicators leaves a trace of optimism of the measure. In the area of research and
innovation reform, the evaluation points to its importance for the country as a
whole, but also to the lack of clear implementation plans, budget commitments
and performance indicators, suggesting a state-level framework for the digital
economy. With regard to measures for improvement of the efficiency of the labor
market, the relevance of the goal of labor legislation reform was assessed. The
lack of a plan of concrete steps, the lack of indicators or their inadequacy, and de-
lays in the past indicate a possible risk. Also, the costs of implementation of this
measure, according to the assessment, are not listed with the highlighted fact that
the current situation in the two entities indicates insufficiently developed activi-
ties that create the necessary preconditions. The measure of improving the social
protection system was assessed as relevant with the necessary focus on better
targeting of social benefits, better coverage of the poorest through mapping and
creating a register of social benefit beneficiaries. In addition, the finding is that
this measure is ambitious and implies the interdependence of a number of other
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activities. Summarizing the findings, the main problems that still accompany
us are pointed out: fiscal policy does not pay enough attention to the quality of
public spending, the quality of short- and medium-term fiscal planning is ac-
companied by weaknesses in statistical support and short-term policies, Bosnia
and Herzegovina’s competitiveness remains stigmatized by over-administration
and fragmented economic space, and large, inefficient and non-transparent state-
owned enterprises remain a ballast in payments. Furthermore, it is assessed that
Bosnia and Herzegovina has a problem with low female labor force participation
and high unemployment, and that previous implementation of relevant policies
was limited, linking it to the lack of progress in fiscal planning and analysis
focused on the medium term, and lack of reliable statistics. There was also a
comment on the lack of review of enrollment policy in the secondary and higher
education, as well as insufficient coordination and lack of progress between em-
ployment measures and social benefit schemes. (Kruni¢, 2019)

With the latest program of economic reforms for the period 2020-2022, Repub-
lika Srpska has opted for the implementation of structural reforms in these eight
areas: markets, energy and transport; agriculture industry and services; business
environment and the reduction of the informal economy; research, development,
innovation and the digital economy; trade-related reforms; education and skills;
employment and the labor market; and social protection and inclusion (Ministry
of Finance of the Government of Republika Srpska, 2020).

Such a commitment was also stated in the program for the period 2019-2021.
The previous program 2018-2020 emphasized nine reforms: public financial
management; energy and transport market reform; sectoral development - agri-
culture, forestry, water management - reconstruction of state-owned companies
- restructuring of banks and introduction of stricter prudential requirements for
banks - introduction of mandatory restructuring of closed-end investment funds;
business environment and reduction of the informal economy; research develop-
ment and innovation; trade-related reforms; education and skills; employment
and the labor market; social inclusion and poverty reduction. The 2017-2019
program focuses on the public financial management, the energy, transport and
communications market, sectoral development, the business environment and
the reduction of the informal economy, research and innovation, foreign trade
and investment facilitation, education and skills, employment and the labor
market, social inclusion and poverty reduction (a total of nine areas). The Pro-
gram 2016-2018 envisages 10 reform priorities. In the sector for public financial
management, the reform of the health care system, the suppression of the gray
economy, the increase of fiscal responsibility, and the reduction of the tax burden
on labor were envisaged including the infrastructure sector with the restructuring
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of the Republika Srpska Railways, the industry sector with reindustrialization
in all areas of the processing industry, and the services sector where the legal
framework of the banking sector should be modernized and the preconditions
for bank restructuring should be created, the business environment sector with
the elimination of parafiscal levies as a barrier to business operations and the re-
moval of barriers to investment. In the employment sector, new labor legislation
and employment support in the real sector are envisaged (Ministry of Finance
of the Government of Republika Srpska, 2020). A comparative overview of the
accents of economic reforms in BiH is given in Figure 1.

Based on individual country strategies, key international institutions have pro-
posed a number of individual arrangements and financing agreements that sup-
port the implementation of promised reforms. Their schedule in relation to the
most frequently present requests is given in Table 1. It is noticeable that most
frequently repeated requests for reforms come from the International Monetary
Fund. Overall, these requirements have been partially implemented, often in a
way that the tranches conditioned by structural reforms were abandoned. The
World Bank and the European Bank for Reconstruction and Development have
sporadically monitored requests for reforms from the Monetary Fund arrange-
ment. Special coordination is noticeable in the period that started in 2016. These
medium-term programs have been partially implemented, with the absence of
promised reforms. It is evident that there have been frequent repetitions of re-
quests for the same reforms that were persistently delayed. Thus, the request for
privatization was current during 2002, but was renewed in 2012 and 2016. The
same can be concluded when it comes to the requirement to improve the business
environment or the requirement to maintain a pegged currency.

Table 1. Overview of International Financial Institutions’ Country Arrangements and
Support Strategies on Key Reform Programs in Bosnia and Herzegovina by years

Descript. 1998 2002 2004 2008 2009 2012 2014 2016 2017 2020

IMF 43,2 98,74, 9.8,43,2 8,6,5.4, 8,5,4,3,2,1 6
3,2,1 32,1

WBANK 42 32 6,3,2 6,4,3,2,1

EBRD 6,1 2 9,6,2,1

Source: Author’s calculation on the basis of the Support arrangements for these MFTIs;

Legend: 1=Private sector development, employment incentives, privatization; 2=Improving the
business environment, stimulating investment, improving the labor market; 3=Sustainability
of public finances; 4=Sustainability of the financial system; 5=National policy, cooperation
and coordination, Strengthening the economic space; 6=Crisis resilience, resource protection,
toughness of the economy, transport and energy infrastructure; 7=Rule of law, 8=Maintenance of
pegged currency; 9=Privatization
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RS Economic Reform
Program 2016-2018

Public finances and health
care reform. Railway
restructuring.  Reindus-
trialization of the manu-

RS Economic Reform Program 2018-2020

Public financial management with health sector re-
form. Energy market reform and railway restructuring.
Improvement of agriculture; restructuring of public
enterprises, restructuring of banks and funds. Reduc-
ing the informal economy and supporting competitive-

facturing industry. Legal —® ness. Establishing an efficient management system for

framework of banking.
Elimination of parafis-
cal levies, adoption and
implementation of bank-
ruptcy law. New labor
legislation.

RS Economic Reform Program 2020-2022

Improving the regulatory framework in the
electricity sector and reorganizing and re-
structuring the electricity and railways. Im-
proving the competitiveness of agriculture,
forestry and water management and liber-
alization of car liability insurance prices.
Business environment and reduction of in-
formal economy with reform of health sys-
tem, inspectorate and reduction of current
consumption expenditures. Establishment of
an efficient management system for scientific
research and investment potential and better
e-government. Regulation of the area of real
estate brokerage. Improving the connection
between education and the labor market and
strengthening the quality of education. In-
creasing the efficiency of the labor market
and continuing the reforms of the Employ-
ment Service. Improving the social protec-
tion system.

scientific research and innovation potential. Branding
of domestic production. Improving the connection be-
tween education and the labor market. Increasing labor
market efficiency and reforming employment services.
Social inclusion, poverty reduction and equal oppor-

B&H Economic Reform Program
2019-2021

Reform of the legal framework
for the energy market and estab-
lishment of a sustainable railway
infrastructure  financing system.
Improving agricultural production.
Strengthening the quality of infra-
structure in BiH in accordance with
the EU model. Health system re-
form and reduction of running costs
in public administration. Reform of
scientific research in BiH and estab-
lishment of a more efficient system
for managing scientific and inno-
vation potential. Improving coop-
eration between education and the
labor market. Increasing the effi-
ciency of the labor market. An effi-
cient health care system. Increasing
social protection.

Relevant reforms of B&H from the EC 2019-2021
- Improvement of agricultural production and establishment of an efficient food safe-

ty and quality system.

- Improving the quality of the Infrastructure System according to the EU model.
- Improvement of communication and information society in accordance with EU

standards.

- Reform in the field of research and development.

- Improving the efficiency of the labor market.
- Improvement of the social protection system.

Figure 1. Accents of economic reforms in BH 2019-2021 according to the EC report
with ref. to RS programs. Source: Descriptions taken from the official documents and
adapted by the author
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The World Bank has proposed cooperation in the field of three main goals: un-
locking the potential of the private sector for faster growth and creating greater
volume and better jobs, investing in human capital with labor market regulation
and environmental management in the function of sustainable growth with chan-
neling socio-economic impact, which represents an extended approach from the
previous period (WB, 2016). From the document, one can see the possibility for
Bosnia and Herzegovina to leave the poverty zone and achieve economic pros-
perity through one to two generations, but with the condition of the transition
from import-oriented economy to export economy and to release the potential of
the private sector. According to the same view, this means reducing the public
sector and raising the quality of services it provides, solving the situation and
problems of state-owned enterprises, solving the investment climate and busi-
ness barriers, maintaining a favorable macro-financial situation, building resil-
ience to natural disasters and good resource management, and other accompany-
ing conditions.

The European Bank for Reconstruction and Development in its strategy for the
period 2017-2022 proposes three basic goals: First, capacity building and im-
provement of the private sector while promoting the commercialization of pub-
lic utilities, and privatization of state-owned enterprises in order to strengthen
competitiveness. Second, the support for the development of key transport and
energy cross-border lines in order to strengthen integration within the region
and strengthen the resilience of the country’s economy. Third, support for the
construction of energy efficiency and renewable energy sources with the support
of municipalities to improve the quality of services in order to promote an envi-
ronmentally sustainable economy (EBRD, 2017).

In listing the challenges for implementation, the country’s weak regulatory
framework for foreign direct investment and deterrent political risk, the need for
support through the reform agenda, the International Monetary Fund’s incentive
arrangements and the prospect of EU membership were highlighted. Further-
more, low resilience to external shocks, delays in the reform of the road sector
due to the suspension of “three P” projects (public, private and partnership pro-
jects), the presence of liquidity in the banking sector with the risk of high arrears,
weak corporate sector and governance in underdeveloped, delayed privatization
process in the Federation of BiH. However, the primary challenges remain: unfa-
vorable business climate, poorly developed rule of law and insufficient readiness
for reform.

The International Monetary Fund maintained its presence in Bosnia and Herze-
govina during the previous period through a number of individual arrangements,
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the last of which was approved in April 2020 in the amount of 361 million US
dollars for emergency support in connection with the “COVID-19” pandemic in
circumstances of open EFF arrangement. Such needs, according to the signed
document, include increased costs related to health care, social benefits associ-
ated with rising unemployment, and assistance to companies in order to maintain
employment. All this goes along with the obligation to maintain the system of
pegged currency and raise the resilience of the banking system, the adoption of
the law on deposit insurance and the extension of cooperation with other finan-
cial institutions in terms of securing the necessary financial resources. From the
previous arrangement, there are still obligations to raise the growth of the private
sector and employment, reforms that enable the improvement of the business
climate and investment climate, improvement of the quality of public spending
and reduction of public debt, maintenance of financial stability and other reforms
in the financial sector. Also, the construction of a single economic space and the
improvement of coordination and cooperation within Bosnia and Herzegovina
are further emphasized and actualized.

3.2. Key conflicts

Understanding the mission. The multi-year period of drafting the reform pro-
gram in cooperation with international financial institutions and the unsatisfac-
tory results of their implementation raise the question of the essential reasons
and possible areas of conflict. In this regard, several key zones of inconsistency
(conflict) can be identified. First, different understanding of the mission of the
economic organization of Bosnia and Herzegovina as a whole and its entities
individually. The constitutional content points to the need to improve the general
welfare and economic growth by protecting private property and improving the
market economy, and to ensure human rights and freedoms of the highest level
of internationally recognized rights, as well as fundamental freedoms. The exist-
ing programs on the BiH side reflect the declarative commitment to the mission
concept set in this way. The implementation of the program in a way of perma-
nent delay indicates a possible approach in understanding the mission of the
economic organization as the one that should work for the needs of a particular
interest group of society and not for the society as a whole. Second, a different
approach to quantifying goals and conceiving the indicators of achieved results
contributed to the maintenance of the conflict. In setting the quantitative ele-
ments of the goals of the country’s strategies, international financial institutions
respected the country’s sovereign rights and its responsibilities for its own devel-
opment. On that basis, the goals of individual strategies remained insufficiently
related to the responsibility for their fulfillment, which led to an inadequate cor-

http://www.ae.ef.unibl.org/ 197



http://www.ae.ef.unibl.org/

Miroljub Kruni¢ CONFLICT OF STRATEGIES - BOSNIA AND HERZEGOVINA ...

relation between the indicators of achieved results and the goals for individual
programs. Third, the strategies operated with different and uncoordinated levels
of transparency of the mandate and the vision of the organization. From the point
of view of international financial institutions, the responsibility for meeting the
strategic goals was primarily addressed to Bosnia and Herzegovina. There is no
room left to consider the internal context of the mandate and responsibilities for
fulfilling the assigned competencies. This was, as a rule, treated as an internal
matter of the country and could not have been adequately discussed. Frequent
internal contradictions, unwillingness to pursue a policy of clear mandates and
the extension of responsibility for their fulfillment led to the neglect of essential
obligations. Even in cases where there were undisputed competencies regard-
ing the law, the adoption of bylaws was delayed for many years (Kruni¢, 2018).
Fourth, inconsistencies in the area of value principles have led to a multiplication
of contradictions in the content of documents. Thus, the principle of the rule of
law was often emphasized on the one hand, and on the other it was insufficiently
emphasized. The principle of market economy and private property had a similar
fate, which can be said for the area of value principles related to human rights
and freedoms. This area was specifically addressed by the Stabilization and As-
sociation Agreement that Bosnia and Herzegovina had signed with the European

Commission (Stabilization and Association Agreement, 2015).

Last, fifth, inadequately formulated costs of individual programs and their con-
nection with the budget system, and inadequate treatment of the development
planning function contributed to the lack of mutual harmonization of strategic
programs. The programs did not maintain strong correlations with the budget
in terms of co-financing and supporting the self-sustainability of projects and
system units. Development planning was neglected, so some programs “lost” the
effects expected from them, the results often faded, and the transparency of their
implementation remained low and marginalized. An abbreviated scheme of the
conflict relationship is given in Table 2.

Table 2. Key areas of strategy conflict

Areas of conflict External support strategies BiH strategy

Understanding the Mission as an effective transition ~ Mission as a delayed and slowed

mission transition

Objectives and results Open access to quantification Quantification neglected

Internal contradictions Weakened by internal regulatory ~ Contradictions expressed,
mechanisms regulatory mechanisms weaken

Consistency of values Value principles supported Values declaratively supported

Cost design There is an interest in co-financing Interest in co-financing decreased

Source: Comparison by the author
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3.3. Consequences of adequately unresolved conflict

Prolonged implementation of reform programs and the absence of positive
results. Current conflicts have existed for a long time and are manifested in the
constant delay in the implementation of initiated reform programs. The visibility
of delays in the implementation of reforms over time took on clearer contours
and became pronounced only after 2016 by the failure to implement the obliga-
tions under the Reform Letter and the Stabilization and Association Agreement.
The European Commission’s critical review of the proposed economic reform
programs did not significantly change the attitude of the authorities in Bosnia
and Herzegovina, so the rhetoric of declarative readiness for reforms continued,
ignoring the obligation to implement them in the expected time. At the same
time, unfavorable preconditions for improving the competitiveness of econom-
ic entities in Bosnia and Herzegovina, sustained growth and substantially un-
changed foreign trade imbalance strengthened.

Inertness of the administrative system, delay in acquiring the conditions
for the effectiveness of international financial agreements and their pro-
longed implementation. In the circumstances of the lack of real readiness for
the accelerated implementation of purposeful economic reforms, the public sec-
tor retained the outlines of inertia and the economic system lost its desirable re-
silience. Bosnia and Herzegovina and its entities had extended administration in
the previous period in gaining the effectiveness of international financial agree-
ments. These were not only agreements that were supposed to encourage di-
rectly economic reforms, but also agreements that were oriented towards various
investment projects. This was due to the pronounced multiplication of holders
of obligations from such international agreements and a number of signatories
from the side of Bosnia and Herzegovina. The relevant time period for gaining
the effectiveness of financial contracts prescribed by the general conditions of
international financial institutions is mainly related to a period of 60 days. This
deadline is used as a reference period for calculating the cost of maintaining a
financial source. Bosnia and Herzegovina achieves contract effectiveness well
above this desirable time frame and pays high costs for maintaining financial
resources, whether it is an extended efficiency or a slow implementation. Thus,
during 2019, BAM 7.28 million were paid for this purpose (BiH, 2020). It is no-
ticeable that this amount is above double compared to 2015, when it amounted
to BAM 3.39 million. During 2010, BAM 3.88 million were paid for these pur-
poses. This proves that persistence in postponing reforms was followed by the
increased costs of maintaining financial resources and delayed implementation.

Slowed evolution in the domain of declaratively adopted values. The previ-
ous declarative commitment to a market economy, the rule of law, the develop-
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ment of democracy, and the protection of private property were not adequately
and timely implemented and it has remained an area pointed out by the interna-
tional community on several occasions. Thus, the European Commission, with
its Opinion on the Application for Bosnia and Herzegovina’s membership in the
European Union in May 2019, gave 14 recommendations which show that in
terms of key values, not much has been advanced since the beginning (European
Commission, 2019). Areas of democracy, the rule of law, the application of fun-
damental rights and the public administration reform remain key priorities today.

Slow economic growth. The demand for building a functioning market econ-
omy remained marginalized, and the achieved economic growth was slow and
insufficient. The development of the growth rate of the gross domestic product
during the five-year periods, which is shown in Table 3, indicates a slow and
stagnant trend. Such economic growth cannot absorb the high unemployment
rate and generate catching up with European Union countries in terms of living
standards. On the contrary, the manifested growth trend can only strengthen the
constant, continued and deeper lag in development and produce new economic
problems, which, in addition to the existing ones, can lead to the complication
and collapse of the economic system. The negative balance in the world trade
is maintained at the level of over four billion BAM and practically indicates the
absence of economic growth and the retention of the raw material and import-
oriented economy.

Table 3. Key indicators of economic changes in Bosnia and Herzegovina according to
CBBH statistics

Indicators by years 2000 2005 2010 2015 2019
GDP in BiH - growth rate 4.4 42 0,8 3,1 2.8
Balance of trade in mil USD -4,900.8  -4,865.7  -4,071.1 -4,576.6
Population in BiH in 000 3751 3765 3705 3429 3301

Source: Statistics of the Central Bank of BiH (Statistics, 2019) and UN statistics according to
world population prospects for 2019

Loss of natural and labor resources. The loss of population in the period after
2005 indicates high risks of losing the best quality workforce. Such a situation
will directly affect the labor market in Bosnia and Herzegovina as well as labor
costs, which will further worsen the state of competitiveness of economic enti-
ties and consequently jeopardize the economic position of society as a whole.
The absence of an active approach in establishing an efficient market mechanism
in general, along with the fact that the rule of law principle has not been built,
retains the risk of uncontrolled loss of natural resources, which may jeopardize
the survival of future generations in this area.
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4. DISCUSSIONS WITH CONCLUSION

The hypothetical thesis that there is a conflict of previously discussed strategies
has been proven. Conflicts exist on several levels and show a connection with
three basic economic trends. Clear understanding of conflict and its impact on
the level of growth of domestic gross product, negative trade balance and la-
bor resources enables understanding of the harmfulness of delaying economic
reforms, and enables understanding of the need for a mechanism of purpose-
ful adjustment and targeted management of society, along with necessary con-
nections with the surrounding market. This also indicates the circumstances of
missed opportunities (and missed benefits) for the sake of purchase of time, due
to goals that remain completely questionable from the point of the population of
two entities and Bosnia and Herzegovina as a whole. Maintaining the existing
conflict does not allow for positive economic changes that would lead to the de-
velopment of an export-oriented economy, a healthy growing economy and the
preservation of natural and labor resources.

By summarizing all of the above, the following can be concluded:

1. The Development Strategy of Bosnia and Herzegovina and its entities is in
conflict with the support strategies of international financial institutions. Devel-
opment planning is not adequately established in Bosnia and Herzegovina and its
entities and does not reflect a link with the objectives of supporting international
institutions.

2. Conflict relationships are manifested in the direction of constant deteriora-
tion of the chances for intensive economic growth, preservation of natural and
labor resources, and strong impact on the budget expenditures of the competent
institutions. Prolonged time to achieve efficiency and implementation of invest-
ment projects and reform support projects raise the question of responsibility for
negative consequences that can be proven and quantified.

3. Possibilities for removing the considered conflicts of strategies are primarily a
matter of domestic decision-makers, but also of additional influence of interna-
tional institutions. This remains primarily a matter for the country and its institu-
tions because of its primary responsibility for its own development and the natu-
ral relationship of adapting a smaller market to the larger. At the same time, the
passage of time is not a good factor and ally on the side of domestic institutions
and entities of Bosnia and Herzegovina in relation to the undertaken obligations.

4. The consequences of the conflict in any case concern the relations between the
generations. The future generations are left with reduced opportunities to correct
the failures of the generation that established and maintained complex conflict
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positions. The transfer of intergenerational responsibility to new generations car-
ries moral consequences in addition to the economic ones.

5. Changes in the economic situation of domestic entities during the conflict
of development interests are still related to the general and individual issue of
responsibility. Establishing the rule of law can make such a connection relevant.
Nevertheless, the level of democratic awareness of our society will determine the
direction and pace of progress in this regard.
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CYKOB CTPATEI'NJA - PABBOJHA CTPATET'MJA BOCHE
N XEPHEI'OBUHE U CTPATET'MJE HOAPLIKE
MEBYHAPOJHUX ®PUHAHCUJCKUX UHCTUTYIIUJA

"Mupospy6 Kpynuh, Musnuncrapero ¢uHaHcHja 1 Tpezopa bocHe u Xepuerosune, CapajeBo,
bocha u Xepuerouna

CAKETAK

ToxoMm mpeTxomuux 25 romuHa bocHa n XepliieroBuHa je ocTBapuBaia, y3 Marmbe
nu Behe ocrumanyje, Hu3ak u craruupajyhu ekonomcku pact. [Imancko-pa3Boj-
HUAM JOKYMEHTHMA U TOKyMEHTHMAa €KOHOMCKE ITOJINTUKE OOJTMKOBAHA je BU3Hja
Op3e TpaH3WIHje W YCIjEITHOT IPUBPEIHOT pacTa Koju je Tpebdamo ma omoryhu
OJP’KUBOCT EKOHOMCKOT CHCTEMa U HeTOBHX CTPyKTypa. CTparemnika onpenuje-
JbCHOCT 3a HHTETPHCAhE Y CHCTEM EBpOIICKe yHU]e HIje MUjehaHa U MOTBpheHa
je mornucuBameM Criopazyma o crabunusanuju u npuapyxkubamy 2008. ronn-
He. Melynaponue ¢puHaHCHjCKE HHCTHTYITH]jE CY YaK OMOTyhmiie (MHAHCH]CKY
MOJPIIKY EKOHOMCKHM Tporpamuma buX u meHnm eatuteTnMa y Behem o0umy
O]l ’bUXOBUX aIllCOPTIIIMOHUX KalalnuTeTa, aji UCIoJ] eKOHOMCKUX MoTpeda 3e-
MJBE  IIjCIIUH.

VY TakBUM OKOJIHOCTHMA OTBOPHJIO Ce€ NHTame Moryher koH(IHMKTa IHibeBa
E€KOHOMCKOT pa3Boja bocue m XeplieroBuHe W MuybeBa (UHAHCH]CKE TTOIPIITKE
KOjy je mpy»aina Mel)yHapoaHa 3ajenaniia. OKOTHOCTH Kao MITO CY IPOTOK AyTOT
BPEMEHCKOT TIEpHOJIa, CKPOMHH €KOHOMCKH Pe3yJITaTh, N3ry0JbeHe MPHIINKE U
OTIaCHH HETaTHBHU TPEHIOBH, yITyhyjy Ha moTpely yckimahuBama KOHPIUKTHAX
CTparervja u MHTEpeca JBUje MoMeHyTe cTpaHe — bocHe n XeplieroBuHe u Me-
hynapomHe 3ajeqHUIIE.

KibyuHe pujedu: ynpasmwarwe paszsojem, jasuu 0ye, nocioguu amoujenm, gu-
CKAHA 00PAHCUBOCTI, KOHKYPEHMCKA CROCOOHOCH, CIpame2uja eKOHOMCKO2 pa-
360ja, degpuyum niamuoz buranca, 8arymuu 0000p.
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ABSTRACT

The subject of the research in the paper is profitability
assessment of audit companies operating in the Republic
of Serbia. The objective of the research is to provide the
answer to professional and scientific public whether the
profitability of audit companies is conditioned by the im-
pact of the size of audit company, origin of its equity or the
existing market participation? The research included the
entire population of active audit companies in the Republic
of Serbia in the period from 2010 to 2019. Data analysis
was performed in the statistical program SPSS, and non-
parameter tests Kruskal-Wallis H test and Mann-Whitney
U test were used. The research will give the answer to the
question whether the profitability of an audit company de-
pends on the source of its equity, the size or market partici-
pation it has in provision of audit services. The results of
the research have shown that there is an impact of the size
of the company, the origin of its equity and market partici-
pation on the profitability of audit companies measured by
net income and return on total assets.

© 2021 ACE. All rights reserved

1. INTRODUCTION

Financial statements should provide relevant and faithful information to the us-
ers on the basis of which they make decisions. Independent auditor presents his/
her opinion on financial statements whose basic role is to decrease information
asymmetry between company management that makes them and their potential
investors. With the decrease in information risk of the presented financial state-
ments the audit enables safer investment decision making. More rational use of
capital implies better use of economically limited goods and creation of bigger

national wealth.
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The most important change in the area of normative regulation of audit profes-
sion in the Republic of Serbia (RS) happened in 1996, when the Law on Fi-
nancial Statements Audit was adopted. According to the Law from 2013, there
was a separation of the Accounting Law and Auditing Law in two legal acts.
The last amendments were made to the Auditing Law in 2019, which defines
that licensed authorized auditors perform independent audit of financial state-
ments, as independent auditors or for an audit company. External audit can be
performed by: audit companies that have at least one licensed authorized audi-
tor fully employed — for the audit of medium-sized companies (for the audit of
large companies at least 4 authorized licensed auditors); independent auditors as
entrepreneurs that have valid license for audit performance and audit companies
of the EU member states, third countries, as well as auditors of member states or
third countries that obtained the valid license for audit performance issued by the
supervisor in RS. Audit service is provided by 259 authorized auditors (Chamber
of Authorized Auditors — CAA, 2021).

Audit services are provided by audit companies. The stability of operating these
companies and the security of provided services quality is important for the func-
tioning of capital market since financial statements audit is the condition for
the quotation of issuers’ securities in this market. Starting from the mentioned
importance of audit in economy, the focus of this research is the success of busi-
ness operation of audit companies after the global economy crisis that affected
financial markets in 2008. The profitability of audit companies was analyzed
by measuring net income (profit or loss) and return on total assets (ROA) in
the period from 2010 to 2019. The paper objective is to find out whether there
is a statistically significant difference between profitability of micro, small and
medium-sized audit companies. Moreover, the attempt has been made to find
out whether the size of market participation of a company and the origin of its
equity affect the profitability of these companies. The findings served in the
development of clear image of the success focus: smaller audit companies or the
companies that belong to Big four, and the right perception of the importance of
certain participants in audit services market.

In 2010, there were 42 audit companies operating in RS (Jovkovi¢c &
Ljubisavljevi¢, 2015: 540), whose number increased for more than 73% in the
next 10 years, so in 2019 it reached the number of 73 audit companies (CAA,
2021). Bearing in mind such a movement in the number of active audit com-
panies, the question of how much profitability these companies have and how
much they are attractive to start one’s own business was imposed to the authors
of the paper.
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2. LITERATURE REVIEW

The aim of the audit is to increase the level of trust of potential users in financial
statements (Ljubisavljevi¢ & Jovkovié, 2016, 184), where the quality of audit
can be conceived from a very low to extreme quality (Francis, 2004: 345-368).
It has been established that over the years there has been a strengthening of le-
gal regulation within audit profession, which includes the increased demand for
the implementation of quality control system of the work of auditors and audit
companies (Kondi¢ & Petrovi¢, 2008: 123-153). Economic science, accounting,
audit and finances are significantly included in forensic science in developed
market economies, and without the contribution of these disciplines it is not
possible to imagine contemporary accounting, audit or court practice (Serdar &
Vranjes, 2013: 179 - 200).

The importance of stratification of companies based on their size for obtain-
ing the results is expressed in other research as well (Pobri¢, 2019: 149-167;
Vucenovié, Milovanovi¢ & Grahovac, 2015: 49-68). Companies can be divided
based on their size into: micro, small, medium-sized and large (The Accounting
Law, The Official Gazette of RS, no. 73/2019, Article 6). Taking into account
the criteria for grouping the companies according to their size, it has been shown
that there are no large audit companies in the market of RS. Certainly, the com-
panies that are smaller according to their size have significant contribution to the
economy and its harmonious functioning. Small and medium-sized companies
are important carriers of contemporary economy (Marinkovi¢ & Seni¢, 2012:
13-22).

There are different ways of looking at the position and performance of audit
companies. Some of the papers that researched audit companies and the success
of business of stated companies in the RS took into account operating revenues,
net income, number of employees, and number of authorized auditors (Jaksic,
Miji¢ & Boji¢, 2015: 549-559; Miji¢, Jaksi¢ & Vukovi¢, 2014: 27-37). In addi-
tion to income and number of employees as separate categories, some authors
observed the net income per employee (Milenkovi¢, 2017: 47-56; Mrdak, 2019:
19-29). Audit companies as professional institutions use human capital that rep-
resents an important input factor for acquiring competitive advantage (Chen,
Yang & Yang, 2020: 1254-1270).

3. MATERIALS AND METHODS

The research included the total number of 73 audit companies that existed in
2019 in RS. The characteristics of population within descriptive statistics have
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been described by the following adjectives: the company size, headquarters, the
age of the audit company, the type of founder (physical entity, legal entity or
mixed), the number of founders and the number of auditors. Active number of
audit companies during the period of the analysis was increasing constantly. The
review of the number of audit companies that make research subject population
was presented in the following graph.

Number of audit companies

80

o -

40

20

0 T T T T T T T T T \
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

Graph 1. Active number of companies in RS in the period 2010-2019
Source: Authors’ calculation on the basis of data, CAA, 2021

In 2010, there were 42 audit companies operating in RS (Jovkovi¢ & [jubisa-
vljevi¢, 2015: 540), whose number increased by more than 50% in the next 5
years, so in 2015 there were 66 companies in total (Ljubisavljevi¢ & Jovkovié,
2016: 363). In the second half of analyzed decade, the number of companies
increased more slowly, so in 2019 it reached the number of 73 audit companies,
which is an increase of 10,6% in comparison to the condition five years ago.
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Graph 2. Audit companies
according to their size

Graph 3. Audit companies according
to their headquarters

Source: Authors’ calculation on the basis of data, CAA, 2021
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Audit companies can be micro, small, medium-sized and large, depending on the
average number of employees, the amount of business incomes and the amount
of total assets (The Accounting Law, Article 6). The audit company size and
its reputation are some of the very important factors (Al Ani, Salim & Al Enzi
2017: 1087-1095). The biggest number of audit companies is micro, according
to their size, and with percentage share of these companies in the total number
of audit companies being 73.97%. It is important to emphasize that the compa-
nies of medium size are actually the members of “Big four”. The most common
headquarters of audit companies are in Belgrade (58), Novi Sad is the headquar-
ters for 8 audit companies, Krusevac for two. One audit company has the head-
quarters in Sabac, Zrenjanin, Vrnjacka Banja, Ni§ and Kragujevac, respectively.

40
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physial 20
legal entities, 15
entities, ' 59
6 10
5 I
. - W .
1 2 3 4

more 5 more
to 10 than 10

Graph 4. Audit companies Graph 5. Audit companies
acc. to founder type acc. to their age
Source: Authors’ calculation on the basis of data, KOR, 2021

The biggest number of audit companies has been founded by physical entities,
59 of them, which is the most common type of founding, in 80.82% of cases. Le-
gal entities have founded only 6 audit companies in RS, while mixed founders,
comprised of both physical and legal entities have founded 8 audit companies.
By observing active audit companies, the oldest among them are audit compa-
nies DELOITTE, FINEKS S.J. and BDO founded in 1991 and 1992. Audit com-
panies that have existed in the market of RS up to 5 and 10 years make 24.66%
of all audit companies, more precisely, 18 audit companies are in these groups.
Even 15 companies have operated more than 20 years in the market of RS.

For the purpose of the analysis data on registered audit companies available in
the official register of the Chamber of licensed auditors of the Republic of Serbia
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have been collected (COA, 2021). The collected data were grouped by financial
years and prepared for further treatment in the program Microsoft Excel. The
formed database on the business of audit companies was imported into SPSS sta-
tistical program where further testing was started. Nonparametric tests were per-
formed, as follows: Kruskal-Wallis H test and Mann-Whitney U test, depending
on whether the population was divided into three or two strata for the purposes
of testing a particular hypothesis. Considering that the mentioned tests compare
the medians, a comparison of the medians of net income and the ROA by strata
was performed. The following hypotheses were tested in the paper:

- H,: The size of audit companies significantly impacts the profitability
0 H, measured by the amount of obtained net income
0 H,,measured by ROA.
- H,: The origin of the audit companies’ equity significantly impacts the
profitability
0 H, measured by the amount of obtained net income.
0 H,,measured by ROA.
- H,: Market participation of audit companies does not impact the profit-
ability significantly
0 H, measured by the amount of obtained net income
0 H,,measured by ROA.

4. RESULTS AND DISCUSSIONS

For the purpose of testing the first set hypothesis, which examines the existence
of conditionality between the company size and profitability, a Kruskal-Wallis
H test was performed. The company size was determined by using criteria for
classification according to the Accounting Law (Accounting Law, Article 6). The
first hypothesis is broken down into H |, where the profitability is measured
by the amount of obtained net income and H, ,, where the profitability is meas-
ured by ROA, as the global profitability indicator (Bogi¢evi¢, Domanovi¢ &
Obradovi¢, 2020: 9731).

H, : The size of audit companies significantly impacts the profitability measured
by the amount of net income.

The results of the performed test are shown in the Table 1.
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Table 1. Results of Kruskal-Wallis H test — enterprise size and net income

Median Median Median for

Year Chi-Square df Sig. for micro for small medium-sized
enterprises enterprises enterprises
2010 16.580 2 0.000 1,518.00 13,313.50 15,731.50
2011 12.545 2 0.002 1,192.00 13,912.50 10,827.00
2012 13.410 2 0.001 849.00 9,962.00 8,316.00
2013 9.283 2 0.010 1,543.00 10,968.00 9,490.50
2014 16.644 2 0.000 559.00 12,587.00 23,457.00
2015 17.277 2 0.000 390.00 11,068.00 51,993.50
2016 26.021 2 0.000 247.50 5,049.00 34,107.50
2017 20.479 2 0.000 331.00 3,724.00 18,205.50
2018 23.506 2 0.000 470.50 6,526.00 9,553.00
2019 28.007 2 0.000 401.00 8,024.00 46,217.50

Source: Authors’ calculation

The results of Kruskal-Wallis H test displayed in the Table 1 show that in each
observed year there is a statistically significant difference in the amount of net
income between audit companies of various sizes (p < a). Median of medium
companies is the highest in seven observed years, while the median of small
companies is the highest in all years encompassed by the analysis. Median of
micro companies is the lowest for all years encompassed by the analysis. Since
Kruskal-Wallis H test only indicates that there is a possible statistically signifi-
cant difference, but not between which groups, additional Mann-Whitney U tests
were conducted between micro and small audit companies, micro and medium-
sized audit companies, and small and medium-sized audit companies (Table 2),
the results of which were interpreted after performing Bonferroni correction of
alpha value (¢ =0.05/3 =0.017) (Pallant, 2011: 235-236).

The results of Mann-Whitney U tests in the Table 2 show that between net income
of micro and small audit companies there is a statistically significant difference
in each observed year (p < o), whereby that difference is of a medium intensity
only in 2013, between medium and high intensity in six observed years and of a
high intensity in three observed years (see the indicator of the size impact (r), ac-
cording to Pallant, 2011: 231). In seven observed years there is a statistically sig-
nificant difference between net income of micro and medium audit companies.
That difference is of a medium intensity in 2010 and 2014, while from 2015 to
2019 it is between medium and high intensity. Between the net income of small
and medium audit companies there is a statistically significant difference only in
the last year of analysis, whereby that difference is of a high intensity.
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Table 2. Results of Mann-Whitney U test — enterprise size and net income

Year Mann-Whitney U V4 Sig. R
Micro and small

2010 18.000 -3.720 0.000 0.448
2011 41.000 -3.317 0.001 0.399
2012 50.000 -3.244 0.001 0.391
2013 66.000 -2.725 0.006 0.328
2014 91.000 -3.558 0.000 0.428
2015 115.000 -3.496 0.000 0.421
2016 77.000 -4.404 0.000 0.530
2017 128.000 -3.690 0.000 0.444
2018 109.000 -4.051 0.000 0.488
2019 105.000 -4.364 0.000 0.525
Micro and medium-sized

2010 5.000 -2.597 0.009 0.341
2011 19.000 -1.843 0.065 0.242
2012 13.000 -2.340 0.019 0.307
2013 20.000 -1.897 0.058 0.249
2014 15.000 -2.521 0.012 0.331
2015 13.000 -2.735 0.006 0.359
2016 5.000 -3.096 0.002 0.407
2017 7.000 -3.048 0.002 0.400
2018 4.000 -3.159 0.002 0.415
2019 0.000 -3.314 0.001 0.435
Small and medium-sized

2010 23.000 -0.121 0.903 0.028
2011 22.000 -0.243 0.808 0.056
2012 20.000 -0.485 0.628 0.111
2013 22.000 -0.243 0.808 0.056
2014 19.000 -1.100 0.271 0.252
2015 21.000 -0.900 0.368 0.206
2016 15.000 -1.500 0.134 0.344
2017 17.000 -1.300 0.194 0.298
2018 20.000 -1.000 0.317 0.229
2019 3.000 -2.700 0.007 0.619

Source: Authors’ calculation

- H, ,: The size of audit companies significantly impacts the profitability meas-
ured by ROA.

The results of the performed test were shown in the Table 3.
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Table 3. Results of Kruskal-Wallis H test — enterprise size and ROA

Median Median Median for
Chi-Square df Sig. for micro for small medium-sized

enterprises enterprises enterprises
2010 4.691 2 0.096 28.89% 22.75% 5.67%
2011 3.980 2 0.137 22.59% 17.99% 3.29%
2012 3.338 2 0.188 22.23% 22.46% 3.16%
2013 4.244 2 0.120 30.59% 14.80% 2.95%
2014 0.966 2 0.617 16.28% 15.77% 7.18%
2015 0.598 2 0.741 15.32% 11.38% 11.82%
2016 0.826 2 0.662 3.44% 10.17% 8.84%
2017 1.376 2 0.503 9.30% 9.24% 4.56%
2018 2.808 2 0.246 9.38% 8.73% 1.93%
2019 0.060 2 0.970 6.05% 7.54% 7.28%

Source: Authors’ calculation

Kruskal-Wallis H test did not reveal a statistically significant difference between
the ROA in audit companies of various sizes (p > o in each of the observed
years). In seven observed years, median of ROA is the highest with micro audit
companies, while in three observed years median of rate on total assets was the
highest in small companies. Median of the ROA of medium-sized companies
is the lowest in seven observed years, of micro companies in two, and of small
companies in one year.

For the purpose of testing the second set hypothesis that examines the exist-
ence of conditionality between the origin of the audit companies’ equity and
profitability a Mann-Whitney U test was performed. The origin of one’s equity
was established according to the status of ownership available in the data of the
Business Registers Agency of RS. All residents of RS are domestic entities while
investors, legal and physical entities from foreign countries, are treated as for-
eign entities. The second hypothesis is broken into H, | where the profitability is
measured by the amount of realized net income and H, , where the profitability
is measured by ROA.

- H,, The origin of audit companies’ equity significantly impacts the profitabil-
ity measured by obtained net income.

The results of Mann-Whitney U test given in the Table 4 show that only in period
2017-2019 there is a statistically significant difference between obtained net in-
come of domestic and foreign audit companies (p < o). However, the analysis of
median shows that net income of foreign audit companies is higher than realized
net income of domestic audit companies in all years of the analysis.
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Table 4. Results of Mann-Whitney U test — enterprise origin and net income
Median for Median for

Mann-Whitney U z Sig. r

domestic foreign
2010 64.000 -1.512 0.130 0.177 2,803.00 11,419.00
2011 80.000 -1.833 0.067 0.215 1,462.00 5,510.00
2012 109.000 -1.102 0.270 0.129 1,407.50 5,206.00
2013 117.000 -0.850 0.395 0.099 2,058.50 4,024.00
2014 245.000 -0.565 0.572 0.066 1,217.00 6,615.00
2015 323.000 -0.358 0.720 0.042 750.00 981.00
2016 286.000 -1.421 0.155 0.166 381.00 1,503.00
2017 266.000 -2.005 0.045 0.235 366.50 2,314.00
2018 201.000 -3.044 0.002 0.356 590.00 5,509.00
2019 255.500 -2.878 0.004 0.337 433.50 4,265.00

Source: Authors’ calculation

- H,, The origin of audit companies’ equity significantly impacts the profitabil-
ity measured by ROA.

The results of performed testing were shown in the Table 5.

Table 5. Results of Mann-Whitney U test — enterprise origin and ROA
Median for Median for

Mann-Whitney U V4 Sig.

domestic foreign
2010 58.000 -1.654 0.098 0.194 25.860% 6.735%
2011 111.000 -0.800 0.424 0.094 20.560% 7.920%
2012 89.000 -1.636 0.102 0.191 23.470% 4.780%
2013 84.000 -1.890 0.059 0.221 25.735% 4.120%
2014 211.000 -1.362 0.173 0.159 16.715% 8.730%
2015 233.500 -1.884 0.060 0.221 15.180% 5.935%
2016 351.500 -0.387 0.699 0.045 4.940% 4.260%
2017 337.000 -0.943 0.346 0.110 10.015% 5.600%
2018 390.000 -0.265 0.791 0.031 7.510% 9.570%
2019 459.000 -0.222 0.824 0.026 6.530% 6.810%

Source: Authors’ calculation

The results of Mann-Whitney U test show that there is no statistically significant
difference measured by ROA between domestic and foreign audit companies
(Table 5). However, the analysis of median shows that ROA of domestic audit
companies in eight observed years (beginning from 2010 and concluding with
2017) is higher than ROA of foreign audit companies, while the foreign audit
companies, according to ROA, only in two observed years (in 2018 and 2019)
are more profitable than domestic audit companies.
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For the purpose of testing the third set hypothesis that examines the existence of
conditionality between market participation of audit companies and profitability,
a Mann-Whitney U test was performed. Market participation of audit companies
was established based on participation of operating revenues of the each com-
pany in total operating revenues of all audit companies realized in that year of
the analysis. In order to examine the influence of market participation of audit
companies on ROA, audit companies were divided into two groups: group 1 —
market participation up to 5% and group 2 — market participation higher than 5
%. The third hypothesis is broken into H,  where the profitability is measured by
the amount of obtained net income and H, , where the profitability is measured
by ROA.

- H,  Market participation of audit companies does not impact significantly the
profitability measured by the amount of obtained net income.

Table 6. Results of Mann-Whitney U test — market share and net income

) ) Median for Median for
Mann-Whitney U zZ Sig. r o more than
up to 5% 50,
2010 28.000 -1.655 0.098 0.194 7,140.48 16,391.76
2011 41.000 -1.342 0.179 0.157 5,577.43 11,432.00
2012 41.000 -1.450 0.147 0.170 5,101.30 8,954.00
2013 42.000 -1.912 0.056 0.224 4,910.28 14,159.60
2014 34.000 -2.155 0.031 0.252 4,958.61 25,554.00
2015 34.000 -2.291 0.022 0.268 6,081.33 50,404.50
2016 20.000 -2.739 0.006 0.321 2,459.72 47,457.00
2017 24.000 -2.687 0.007 0.314 2,165.37 25,804.25
2018 22.000 -2.730 0.006 0.320 2,583.84 12,918.25
2019 3.000 -3.372 0.001 0.395 2,655.81 53,954.50

Source: Authors’ calculation

Mann-Whitney U test showed that in the period from 2014 to 2019 there is a
statistically significant difference (p < o) between obtained net income of audit
companies that have market participation up to 5 % and audit companies that
have market participation higher than 5% (Table 6). From 2014 concluding with
2018 that difference is of a medium intensity, while in 2019 that difference is
between medium and high intensity. The analysis of medians shows that in all
observed years the median of net income of audit companies that have market
participation higher than 5% is higher than median of net income of audit com-
panies, the market participation of which is up to 5%.
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- H,,: Market participation of audit companies does not impact significantly the
profitability measured by ROA.

The results of the performed Mann-Whitney U tests are shown in Table 7. ROA
of audit companies that have market participation of up to 5 % and audit com-
panies that have market participation higher than 5% is statistically significantly
different only in 2010 and 2011 (p < o). The established difference is of medium
intensity. However, in eight observed years the median of companies with mar-
ket participation up to 5% is larger than the median of the companies with market
participation higher than 5%, while the reverse is only in two observed years.

Table 7. Results of Mann-Whitney U test — market share and ROA
Median for ~ Median for

Mann-Whitney U Z Sig. r up to 5%  more than 5%
2010 18.000 -2.165 0.030 0.371 25.860% 5.665%
2011 27.000 -1.991 0.047 0.315 20.460% 3.285%
2012 32.000 -1.803 0.071 0.282 22.455% 3.160%
2013 52.000 -1.514 0.130 0.236 22.655% 4.120%
2014 67.000 -1.044 0.297 0.143 16.280% 7.180%
2015 95.000 -0.452 0.651 0.059 15.070% 11.815%
2016 106.000 -0.233 0.816 0.030 4.940% 8.840%
2017 82.000 -1.129 0.259 0.139 9.270% 4.555%
2018 64.000 -1.583 0.113 0.196 8.910% 1.930%
2019 128.000 -0.242 0.808 0.028 6.280% 7.275%

Source: Authors’ calculation

5. CONCLUSIONS

Based on the result of performed researches it is possible to draw the following
conclusions on tested hypotheses:

- H, : The size of audit companies significantly impacts the profitability meas-
ured by the amount of obtained net income.

The results of the performed test show that in each observed year there is a statis-
tically significant difference in the amount of net income between audit compa-
nies of different sizes. These results suggest a conclusion that small and medium
audit companies measured by net income are more profitable than macro com-
panies, so that the hypothesis H,  is accepted. Such conclusion additionally sup-
ports the analysis of median which is the highest in medium companies in seven
observed years, in small companies in three years, while in micro companies it is
the lowest in all analyzed years.
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- H, ,: The size of audit companies significantly impacts the profitability meas-
ured by ROA.

The performed test did not discover a statistically significant difference among
ROA in audit companies of various sizes. However, when median of ROA of
micro, small, and medium companies is analysed, it is noted that in seven ob-
served years, median of ROA is the highest in micro audit companies, while in
three observed years median of ROA is the highest in small companies. Median
of ROA of medium companies is the lowest in seven observed years, with micro
companies in two, and small ones in one year. Thus, this hypothesis is partially
accepted because medians of ROA indicate that most frequently the most prof-
itable are micro companies in the analysed period (and then small companies)
since the performed test did not discover a statistically significant difference.

Thus, if the profitability is measured by the ROA, micro and small audit compa-
nies are, generally, more profitable than medium audit companies. Contrary to
this conclusion, the size of a company impacts the profitability measured by net
income since the results of the research have indicated that medium companies
are more profitable than small ones, while the small ones are more profitable
than micro ones.

- H,, The origin of audit companies’ equity significantly impacts the profitabil-
ity measured by the amount of obtained net income.

The test results show that although only in the period 2017-2019 there is a sta-
tistically significant difference between obtained net income of domestic and
foreign audit companies. The hypothesis H, , can be accepted since the analysis
of medians unequivocally shows that net income of foreign audit companies
is higher than obtained net income of domestic audit companies in all years of
analysis.

- H,, The origin of audit companies’ equity significantly impacts the profitabil-
ity measured by ROA.

The results of performed tests did not show the existence of a statistically signifi-
cant difference between ROA of domestic and foreign audit companies. Howev-
er, the analysis of medians clearly shows that ROA of domestic audit companies
in eight out of 10 observed years (2010-2017) is higher than ROA of foreign
audit companies. The hypothesis H,, is partially adopted since the analysis of
medians suggests the conclusion that domestic audit companies are more profit-
able than foreign ones.
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Thus, it can be concluded that if the profitability is measured by absolute amount
of net income, foreign audit companies are more profitable than domestic ones.
If the profitability is measured by ROA, domestic audit companies are more
profitable than foreign companies. Foreign audit companies realize higher net
profit, but since they have significant engaged assets, in the relative indicator
(ROA) they lose leading position based on this indicator of profitability. Thanks
to fewer assets they possess, domestic audit companies are more profitable.

- H, Market participation of audit companies does not significantly impact the
profitability measured by the amount of obtained net income.

The results of performed tests have shown the existence of statistically sig-
nificant difference between obtained net income of audit companies that have
market participation of 5% and audit companies that have market participation
higher than 5% in six observed years. Also, the median analysis of net income
in all observed years of these two groups of audit companies has confirmed that
companies with market participation higher than 5% have larger median of net
income than the companies whose net participation is up to 5%. If the profit-
ability is measured by absolute amount of net income, audit companies that have
larger market participation are more profitable than audit companies that have
less market participation, which implies the conclusion that this hypothesis is
rejected.

- ;Izjzi\darket participation of audit companies does not impact significantly the

The test results indicate that ROA of audit companies that have market participa-
tion of up to 5 % and audit companies that have market participation higher than
5% is statistically significant only in 2010 and 2011. The analysis of medians
indicates that in eight observed years the median of the companies with market
participation of up to 5 % is higher than the median of the companies with mar-
ket participation higher than 5%. Such results lead to the conclusion of partial
rejection of H, , hypothesis, because the analysis of medians indicates that mar-
ket participation impacts ROA of the audit company. Thus, the claim that market
participation of audit companies does not impact ROA can be partially rejected,
because if the profitability is measured by net income, the companies with higher
market participation are more profitable, while such ascertainment with relative
indicator can be partially expressed.

Regardless of the size, the origin of equity or the volume of market participa-
tion of a company, profitability of the audit company as an exclusive motif and
imperative must not be a priority at all costs. Namely, audit companies must
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comply with the rules of profession in providing auditing services and perform
audit in accordance with auditing standards (IFAC, MSR,) and requirements of
regulation norms (Auditing Act, 2019). In RS the COA is a professional associa-
tion that takes care of the quality of work of audit companies, auditing services
and keeps the register of issued certificates to the licensed auditors and work
permits of audit companies. If audit companies ignore the rules of the profession
in their business the Ministry of Finance of RS will order the company to remove
the irregularities, conditionally revoking the work permit for two or five years.
The CAA takes care of conducting these measures, and transparently keeps the
register of issued measures as shown in the Table 8.

Table 8. Review of declared measures to audit companies and independent auditors

No. Audit company Declared measure of the Chamber Date

The audit license is conditionally revoked 14/01/2020

1. Vinci¢ d.o.o Novi Beograd f
or two years

2. FULLREVIZUA Surcin The audit license is revoked for a period 14/08/2018
of five years
3 MILINKOVIC AUDIT It is ordered to eliminate the irregularities 23/06/2017
* d.o.o0. Beograd identified in the work control procedure

4. BOIIC REVIZIJA d.0.0. Sabac 1418 ordered to eliminate the irregularities  »36/7 )7
identified in the work control procedure

ABSOLUTE AUDIT It is ordered to eliminate the irregularities
d.o.o. Beograd identified in the work control procedure

« s It is ordered to eliminate the irregularities
6. “Rosh Audit” d.o.0. Beograd identified in the work control procedure 2111212016

It is ordered to eliminate the irregularities
7.  FINREVIZIJA d.o.o. Beograd identified in the work control procedure 21/12/2016

23/06/2017

It is ordered to eliminate the irregularities
8. AUDITOR d.0.0. Beograd identified in the work control procedure 2171212016

It is ordered to eliminate the irregularities 23/09/2016

9. DI-AUDIT d.o.0. Beograd identified in the work control procedure

“STANISIC-AUDIT” It is ordered to eliminate the irregularities
10. d.o.o. Beograd identified in the work control procedure 23/09/2016
1 ACA professional audit It is ordered to eliminate the irregularities 23/06/2016
* company d.o.o0. Beograd identified in the work control procedure

12. Libra Audit d.o.o. Novi Sad 1418 ordered to eliminate the irregularities 5379
identified in the work control procedure

The audit license is revoked for a period 15/01/2016

13.  REVIZIJA doo Beograd of five years

Source: (http://www.kor.rs/registri_preduzeca.asp), time of preview March 2019

No matter how much the profit may be the leading motive for the funding an
audit company the main stumbling block for doing this job is having a certified
auditor’s license, which implicitly implies having sophisticated knowledge and
experience in this field, which is the main obstacle to entering this business.
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HNPOPUTABUJIIHOCT PEBU3OPCKUX IIPEAY3ERA Y
PEIIYBJIMIU CPBUIJU: EMITUPUJCKO UCTPAKUBAIBE Y
HHEPHUOLY 2010-2019.

"Busbana JoBkoBuh, Yuusepsurer y Kparyjesity, Ekonomcku dakynrer, Cpouja
> Hemama Kapanasnosuh, Yausepsurer y Kparyjesity, Ekonomcku dakynrer*, Cpouja
3 Anexcannpa Panojesuh, Yausepsuret y Kparyjesity, Exonomcku daxynret, Cpouja

CA/KETAK

[IpenMeT UCTpakMBama y pajy je oijeHa npouTadMiIHOCTH [TOCIIOBakha PEBH-
3opckux npeayseha y Penyonuimm Cpouju. Llwb uctpakuBama jecte fa npyxu
OJI'OBOP CTPYYHO] U HAYyYHO] JABHOCTH JIa JIH j€ MPOPUTAOUIHOCT PEBU30PCKUX
npeayseha yciaoBibeHa BEIMYMHOM PEBU3OPCKOT Ipeayseha, oprjeKiIoM corl-
CTBEHOT KalMTala WK nocrojehum TpxkumHuM yuemheM. McrpaxuBame je
00yXBaTHJIO IjEJIOKYITHY IOITyJalnjy aKTHBHUX PEBU30PCKUX Ipeayseha y Pe-
nyomunm Cpouju y nepuoay on 2010. no 2019. rogune. AHanuza nojaraka je
n3BpiieHa y craructudkom nporpamy CIICC, a xopunthenu cy HemapameTtap-
cku TectoBu Kpyckan-Banuc X tect 1 Man-ButHU Y Tect. VcTpaxkuBame naje
OJITOBOP HA TIUTAKE J]a JIM MPOPUTAOHITHOCT PEBH30PCKOT Ipey3eha 3aBucH oj
M3BOpa COIICTBEHOT KalMTala, BEJIMYMHE WM TPXKHUIITHOT ydemha Koje uma y
Mpy’Kamy PeBU30PCKUX yCiayra. Pesynrarn uctpaknBama 1mokasyjy Jaa mocToju
Be3a u3mel)y: BenmuuHe Tpeny3eha, mopujekia CONCTBEHOr KaluTalla U TPXKH-
mHor yuemniha u npoduraduiHocT npeay3eha MjepeHe HETO Pe3yyITaToM MU
CTOIIOM MIPUHOCA Ha YKYyITHA cpeacTBa. He Moke ce M3BeCcTH MIeHTHYaH 3aKJbY-
4akK 0 MpopHUTaOUITHOCTH PEBU30PCKUX Mpeay3eha kama ce kao Mjepuiio Kopu-
CTH allCOMyTHM M3HOC HETO pe3yiTara M Kaja ce KOPHCTH peslaTHBHM IOKa3a-
TeJb — MPUHOC Ha YKyITHA aHrakoBaHa cpejictsa (POA panwmo). Haume, nodujajy
Ce HEKOH3MCTEHTHH PE3YJTaTH KaJia ce MPOPHUTAOMIHOCT MjepH aricoOIyTHOM U
pemnatuBHOM MjepoM. JloOujeHu pe3yaTaTu UCTpakuBama MOTBplyjy XUIOTe3e
X, nX,  nok gjenmumudHo notephyjy xunorese X, u X, .. Pesynraru nctpaku-
Barba OCIOPaBajy MPUXBATamke XUIOTe3e X, |y HOTIYHOCTH H JIjEJTMMHYHO OJl-
Oujame xunorese X, ,.

Kibyune pujeun: pesuszopcko npeoysehe, npogpumabunnocm, yciyee pegusuje,
ROA, nemo pesynmam.
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ABSTRACT

The banking sector of Republika Srpska features a high
level of legal and regulatory compliance, and can be de-
fined as conservative banking with deposits as the main
source of business and loans as their fundamental product.
The availability of funds for lending under favourable con-
ditions in the economy is the fundamental and most impor-
tant function provided by the banking sector, even though
its role is crucial in executing payment transactions as well
as providing security in savings products. As per expecta-
tions, quantitative analysis shows a very high level of cor-
relation between the changes in the volume of bank loans
and the changes in the gross domestic product in Republika
Srpska. On the one hand, the credit policy of banks repre-
sents an important basis for the development of enterprises
and the economy, and for the business of banks, on the
other. Banks obtain the highest revenues from the active
interest rates, and through defining an adequate credit pol-
icy with respect to the conditions existing in the economic
environment, they can make their operations more secure
and profitable. By using the data from the survey question-
naire, we investigated the extent to which the credit policy
of banks affects the financial stability and business opera-
tions of companies in Republika Srpska.

© 2021 ACE. All rights reserved

1. INTRODUCTION

The development of the banking sector in Republika Srpska was not aimed at the
rehabilitation of existing domestic banks, but was mostly focused towards the
opening of the banking system for the inclusion of foreign banks. Acquisitions
and opening of new banks have brought to the strengthening of competition,
which, along with a higher level of prudential control has led to the overall im-
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provement of the quality of the banking sector operations. In parallel with such
processes, regulations of the Banking Agency of Republika Srpska were devel-
oped and mostly based on the regulations and directives of the European Union.
However, the credit policy of banks directs the extent to which their business
operations will adapt to the economic environment of Republika Srpska. Such
policy should be based on the assumption that in the course of approving a loan,
a bank should consider and follow the market criteria in terms of client selection,
i.e., the ones that are capable, able and should do business and the ones that do
not have a healthy business perspective. In addition, it is necessary to analyse
the country’s credit rating, which is used as a general risk assessment measure
for any business entity in the given country. The unsuited credit policy repre-
sents a limiting factor that inhibits the banking sector to encourage investment
and development of business entities. In addition, an important element is the
capability of the banking sector to provide sources of financing under the most
favourable conditions. The interest of the economy is to have the banks acting in
the direction of increasing competitiveness and adapting the credit policy to the
needs of business entities.

This paper is based on the empirical research performed on a representative
sample of large enterprises operating in Republika Srpska. The set hypothesis
that has been proven in the paper reads as follows: “Adequate adaptation of the
banking sector credit policy to the particularities of the economic environment
contributes to development of the economy of Republika Srpska”.

Given the vast importance of bank loans for the business operations of compa-
nies, the primary research problem to be considered in this paper are the levels
of adjustment of certain aspects of banking operations that define the creation of
the credit policy of banks.

In addition, the paper shall attempt to identify the positive impact of the respec-
tive credit policies of banks provided that they are adjusted and suited to the
conditions of the business environment.

2. MATERIALS AND METODOLOGY

Credit policy is usually defined as a set of principles followed by the managerial
structures of a bank in the course of deciding on credit placements (Muratovi¢
2013). It is “a segment of and the most important part of the bank’s business
policy, aimed at achieving the expected profit rate with an acceptable risk level”.
The credit polices of banks represent an important foundation both for the de-
velopment of enterprises and the economy on the one hand, and for the opera-

226 http://www.ae.ef.unibl.org/



http://www.ae.ef.unibl.org/

(ACE) Acta Economica, Vol. XIX, No. 34, 2021 225 - 238

tions of banks, on the other. Banks obtain the highest revenues from the active
interest rates, and through defining an adequate credit policy with respect to the
conditions existing in the economic environment, they can make their operations
more secure and profitable. Such policy should be based on the assumption that
at the time of approving a loan, a bank should respect the market criteria in the
process of classifying clients into the ones able and capable to do business and
those without a healthy business perspective. In addition, it is necessary to ana-
lyse the country’s credit rating which is used as a general risk benchmark for all
economic entities in the subject country (Bessis, 2002, p. 16). To an extent, this
risk depends on the institutional framework in which the banking sector operates
(Freixas and Rochet 1999, p.221).

Table 1. Current Credit Rating of Bosnia and Herzegovina with both agencies

Moody’s Investors Service Standard & Poor’s
Rating “B3” — stable outlook “B” — stable outlook
Date 26 February 2016 8 September 2017
Activity Rating confirmed Rating confirmed

Source: Moody’s Investors Service and Standard & Poor’s. Updated: 2 January 2017.

According to the assessment from both agencies, Bosnia and Herzegovina is
rated as a country with non-investment risk level, whereas the specific credit rat-
ing category (Moody’s Investors Service — “B3” and Standard & Poor’s — “B”)
is described as a “speculative grade, high credit risk”.

Such classification from credit rating agencies indicates an increased risk of a
country, due to which banks in their own credit policies seek to increase inter-
est rates and the volume of collateral when approving loans. The above further
negatively affects the level of investment and the possibilities of developing the
economy as a whole.

The credit policies of banks should be viewed not only from the perspective of
obtaining short-term benefits, but also from the considerably broader standpoint,
i.e. it is necessary to establish long-term goals (Jurman, 2007). From the aspect
of banking operations, it is necessary to adapt the bank’s credit policy to the ca-
pabilities of its own credit potential and liquidity (Mileti¢ and Bingulac, 2016).
The research (Hamid, 2012) found that banks with a lower “capital adequacy
ratio”, poor liquidity, higher active interest rates (which indicated a more liberal
credit policy) and a higher “loans placed to assets ratio” failed to overcome the
conditions of the crisis. Likewise, the liberal policy of lending to the clients
with poor credit standing proved to be profitable in the short term, but highly
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unfavourable for the banking and overall financial system in the long run. The
research (Okirika, 2011) suggests that such practice is common in developing
countries and that it particularly involves medium-sized and small banks.

It is evident that credit policy must be based on numerous aspects that affect
the business of a company, since most financial and accounting information is
the subject to a certain risk which is actually less than a credible presentation of
what they claim to represent (Jahi¢, 2008). A superior and more comprehensive
assessment of the client’s financial situation and the risks to which he/she is ex-
posed to is obtained through the International harmonization of banking control
and supervision aimed at introducting a unique set of accounting standards for
the purpose of improving the transparency and mutual comparability of financial
information in order to ensure their quality, sufficiency and timely deliverance
(Basi¢, 2012).

The research (Emuwa, 2015) finds that the introduction of specific credit anal-
ysis methods that emphasize factors of the business environment, specialized
staff, specific organizational units and more detailed monitoring which includes
regular visits to clients, may significantly increase the bank’s loan portfolio and
income.

Data collection on the level of compliance of credit policy to the economic en-
vironment was performed with the use of a survey questionnaire. Statistical data
processing was performed by using the SPSS statistical software suite. In the
course of data processing and for the purpose of testing the given hypothesis, the
statistical methods of regression analysis and correlation were applied.

The availability of funds for lending to the economy on favourable terms is the
most important function provided by the banking sector. In order to accelerate
the development of the national financial system, the governments of the tran-
sition countries and developing countries should pay full attention to creating
conditions for increasing the efficiency of the banking system (Mikerevi¢, 2010,
p. 46). A statistical analysis shows that a very strong positive link is expected to
be established in Republika Srpska between changes in the volume of bank loans
and gross domestic product.

Over the past 13 years, the gross domestic product (GDP) of Republika Srpska
features a slight growth trend, accompanied by a constant increase in the indebt-
edness of the population, businesses and the state. As of the end of 2016 debt
level amounts to 4, 85 billion BAM. Due to the given debt level, it is necessary
to pay increasing attention to the credit policy applied by the banks.
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Table 2. GDP of Republika Srpska and Debt in the Banking Sector
(Millions of BAM)

Debt in the Banking Sector

Year GDP of Republika

Srpska Total debt of the  Total debt of the TOTAL

economy population
1 2 1+2

2004 5,115.60 601.00 687.00 1,288.00
2005 5,693.00 878.30 908.30 1,786.60
2006 6,546.50 1,147.40 1,252.30 2,399.70
2007 7,352.00 1,417.90 1,725.80 3,143.70
2008 8,490.60 2,117.20 2,143.30 4,260.50
2009 8,236.30 2,142.40 2,001.70 4,144.10
2010 8,318.20 2,337.70 2,018.80 4,356.50
2011 8,682.40 2,404.30 2,150.60 4,554.90
2012 8,584.97 2,542.80 2,190.70 4,733.50
2013 8,760.80 2,645.90 2,232.00 4,877.90
2014 8,847.12 2,327.00 2,374.30 4,701.30
2015 9,205.03 2,438.13 2,485.35 4,923.48
2016 9,630.56 2,337.98 2,517.14 4,855.12

Source: Statistical Office of Republika Srpska, Banking Agency of Republika Srpska, Note: The
loans that banks from the Federation of BiH placed in RS are included, whereas the loans that RS
banks have placed in the Federation of BiH are excluded.
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Chart 1. Movement of Republika Srpska’s GDP and the overall debt

of the economy and population in the domestic banking sector
Source: Data processing performed by the Author
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The above table and chart show a constant increase in the debt of the economy
of Republika Srpska in the banking sector over the past 13 years. In the given
period, the debt increased by 277% (from 1,288 million BAM to 4,855 million
BAM). GDP growth is also noticeable, having increased in the same period by
88% (from 5,115 million BAM to 9,630 million BAM).
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Chart 2. Graphical Representation of the Regression Analysis Results
Source: Data processing performed by the Author

The regression equation is as follows: Y = 3824.709 + 1.074 x X

The regression coefficient, which stands at b = 1,074, indicates that, with the unit
increase in total debt, the volume of GDP also increases by 1 on average. Such
ratio is not favourable for such long period and a higher relative GDP growth is
required. The situation is even more unfavourable when taking into account the
debt of Republika Srpska to the International Monetary Fund, existing in addi-
tion to the indebtedness of the domestic banking sector. The debt of Republika
Srpska to the IMF at the end of 2017 amounted to 198 million BAM (The Inter-
national Monetary Fund, 2017).

The variation coefficient is extremely low, amounting to V, =2.821%, and in-
dicating the high accuracy level of the regression model. Based on the above, it
can be concluded that the real GDP values in the regression model deviate from
the estimated values by an average of just 2.821%.

The correlation coefficient r = 0.9855 indicated the nearly perfect positive condi-
tion for the growth of the total debt of the economy in the banking sector and of
GDP. Such positive interdependence is economically justified and indicates an
extreme significance of financial resources for the increase in the economic ac-
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tivities of Republika Srpska’s economy. Consequently, the importance of credit
policies applied by individual banks when approving loans is also increasing.
Therefore, it is necessary to maximally harmonize all the individual factors in-
fluencing the placement of credits with the specifics of the economic environ-
ment of Republika Srpska.

Certain industries contribute to the total value of GDP in various aspects
and in different amounts. Gross value added within depends on a number
of factors (development level of a field/industry, natural resources, etc.),
including the defined credit policy of banks that further directs the access
to sources of financing.

Table 3. Debt by individual industries and gross value added to each of them

(in 000 BAM)

FIELD Gross value added Debt of the given industry
Agriculture 900,171 86,754

Mining and Industry 1,778,030 684,254
Construction 472,126 213,884

Trade 1,072,414 617,073
Transport, storage, postal service, 293741 69.767
communications ’ ’

Tourism and hospitality 140,749 50,157

Finance 289,260 36,063

Real estate 409,419 109,507

Public services 915,815 576,167

Source: The Statistical Office of Republika Srpska, Banking Agency of Republika Srpska.

The correlation coefficient between gross value added and the debt within cer-
tain economic fields is r = 0.85. This indicates a high correlation between the
stated amounts and we can thus conclude that borrowing and compliance of the
credit policies of banks is an important factor for the development of individual
fields of economy.

The impact of the banking sector credit policy onto the development of Repub-
lika Srpska’s economy is determined by limiting the exclusion of other determi-
nants affecting financial stability, such as foreign direct investment, credit ar-
rangements with the World Bank and the International Monetary Fund, financial
market transactions, credit placements of microcredit organizations and issuance
of government securities, which are mostly bought by banks (Banking Agency
of Republika Srpska, 2017, page 25).
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3. RESEARCH RESULTS REGARDING THE COMPLIANCE OF
THE CREDIT POLICY OF BANKS WITH THE ECONOMIC
ENVIRONMENT IN REPUBLIC OF SRPSKA

Given that the banking sector had a multi-dimensional influence on the develop-
ment of the national economy and that it had a very unpredictable and significant
role in the period of the global economic crisis, there has been a significant in-
crease in the interest for studying and clarifying the nature of the interconnection
between the credit policy of banks and the financial parameters of the borrower
within a national economy. The paper focuses on the issue of the impact of the
credit policies of the banking sector on the financial stability of the national
economy. The subject of research are large enterprises in Republika Srpska,
models for determining the company’s credit rating, theoretical overview of de-
fined relationships between the credit policies within the banking sector and the
performance of business entities. The aim of the research is to determine the
cause-effect relationship and the intensity of the dependence between the quality
of bank lending practices and the economy development. The basic hypothesis
is directly derived from the problem the research is focused on and, therefore,
it reads: “Adequate adaptation of the banking sector credit policy to the par-
ticularities of the economic environment contributes to the development of the
economy of Republika Srpska”. Based on the understanding of the level and
method of applying certain lending practices of the banking sector, the necessity
of adjustment of credit policy to the economic environment has been elaborated.

In order to determine the level of compliance of the credit policy with the finan-
cial needs of a company and the economic specifics of Republika Srpska, we
conducted a survey, the basis of which was the function of financial management
in companies and the standards of banking operations defined by the Banking
Agency of Republika Srpska. The questions from the survey referred to certain
aspects of banking operations that define the establishment of the credit policy
of banks. The results of the surveyed 188 large enterprises are shown in the fol-
lowing table.
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Table 4. Results of the questionnaire for assessing the suitability of the credit policy of
banks to the needs of the company and the specifics of the business environment

Line
No.

Questions

Reply of the company

Yes

No

Partially

10.

11.

12.

13.

14.

15.

Are all the necessary data on loan lending conditions
available to the company and without obligatory visit to
the premises of the bank?

Are banks ready to offer better loan terms due to long-term
of successful cooperation?

Is the interest rate more important when selecting a bank
for your company in relation to other lending terms (such
as: application processing speed, number of guarantors,
mortgage value, etc.)?

When making decisions on loans, do banks primarily
focus on the capabilities and abilities of collecting loans,
i.e. sufficient collateral?

Has your company ever experienced the rejection of the
same (or very similar) loan request in one bank, and the
approval in the other?

Has your company ever experienced the rejection of a loan
request the first time, but the approval the second time,
with the same bank?

Have you had the experience to have your company
classified in different categories of bonuses without
significant changes in business operations and credit
history?

Has the company changed its loan-providing bank in its
business to this day?

Does the company use simultaneous multi-bank loans?

Has the company fully settled in its operations all of its
loans with a bank by a loan granted by another bank to this
day?

Has the company used credit arrangements approved by
several banks simultaneously?

Do you think that financial service customers are
sufficiently protected as consumers in relation to banks?

Do you think that the effective interest rate (EIR) is
clearly stated and fully visible in the bank’s premises, in
advertising and in media?

Has the bank you do business with requested your opinion
on the compliance of its credit policy with the needs of
your company or the economic environment in Republika
Srpska?

In your opinion, is the credit policy of the bank you

are a client of, suited to the specifics of the economic
environment of Republika Srpska?

91

103

80

158

48

24

49

72
116

48

12

30

18

48

43

12

24

12

121

158

121

85
54

116

176

128

61

146

36

54

73

84

18

19

18

31
18

24

54

97

24

104

Source: Data processing performed by the Author
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From the table above, it can be concluded that the interest rate is crucial when
choosing a bank for a company and that the data on the interest rate level are
available even without visiting the bank. In addition, it was established that
banks appreciate long-term successful cooperation and the proper settlement of
liabilities by clients. In such cases, 55% of enterprises received more favourable
loan terms in comparison to new clients. Nevertheless, the companies are still
very prone to changing banks. Thus, 38% of enterprises completely changed
their loan-providing bank, while as many as 62% use loans at several banks
simultaneously.

Based on the results of the survey, it was noted that 84% of companies think that
in the process of making decision on loan approval primarily banks focus on
the capabilities and possibilities of collecting loans or collateral. Such conduct
of the banks with respect to the loan approval procedures are mainly justified
given that the current credit rating of Bosnia and Herzegovina with both agencies
(Moody’s Investors Service and Standard & Poor’s) is unfavourable (speculative
grade) and indicates a significant level of credit risk at the level of the entire
state economy. However, in the effort to minimize credit risk solely by insisting
on extensive collateral, banks restrict the business of companies, as well as their
ability to invest and implement development projects.

In addition to the above closed-type questions, the questionnaire also contained
open-ended questions in which the company’s opinion on the methodology of
banks for loan approval is required, as well as positive and negative experiences
in cooperation with the banks. This section describes a number of cases in which
certain companies were not granted an investment loan in one bank, only to have
it approved and properly repaid in another bank. Such cases indicate the limited
orientation of banks towards granting the investment loans. In addition to the
above, the views and experiences of large companies on the work of banks indi-
cated the following:

- Lack of consideration of the specifics of the industry which the company
operates in;

- Finding opportunities with banks to shorten the time needed to process
credit applications;

— Unjustified retainment of high-level reference EURIBOR interest rate
with approved variable interest rate loans;

- Insufficient data confidentiality with respect to credit arrangements;

- Undue takeover of collateral that is significantly more valuable than the
loan;
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- Untimely information on the associated costs arising when approving and
utilising the loan.

The mentioned statements of large companies should have been taken into ac-
count by the banks who strive to maximally adjust their credit policy to the eco-
nomic environment of Republika Srpska. Thus, more favourable conditions for
the implementation of investment projects and a greater volume of bank loans
would be created in the form of investment loans.

4. DISCUSSION ON RESEARCH RESULTS REGARDING THE
COMPLIANCE OF THE CREDIT POLICY

The level of compliance of the real and financial sector affects the effect of
feedback generated from the interconnection and conditionality of these sectors.
In the economic environment of Republika Srpska, characterised by the under-
development of its financial securities market, there is a significant emphasis
on the role of commercial banks in the economy. Such market conditions cause
banks to feature a prominent role in resource allocation processes, meaning that
the credit policy of the banking sector is thus imposed as a crucial factor affect-
ing overall economic efficiency, economic growth and social development.

If we were to take into account the vast importance of financial resources for the
growth of economic activity of the economy of Republika Srpska, it can be stat-
ed that the standpoints of large enterprises mentioned in the survey questionnaire
largely reflect the financial conditions of business conduct of these companies,
and thus of the economy as a whole. Particularly negative attitude of the com-
panies from the representative sample referred to the requirements of banks in
terms of collateral, that is, the collateral multiple times greater compared to the
amount of the bank loan itself. Accordingly, the companies stress that the most
important element that banks focus on when making credit decisions is to pro-
vide security in case of forced collection of the loan. This indicates that banks,
within the framework of their own credit policies, invest insufficient effort to
minimize credit risk with respect to the analysis of project documents, business
operations and the assessment of the situation within the industries which the
given enterprises operate in. Doing so would allow meeting certain precondi-
tions for the implementation of well prepared and high-grade projects in which
collateral is a limiting factor, thus allowing an increase in the volume of invest-
ment loans within the real sector, as well as the strengthening of the positive
feedback effect onto the development of the banking sector.
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5. CONCLUDING REMARKS

Nowadays, loans emerge as one of the most important instruments for the devel-
opment of the overall economic activities of any country. It is precisely the bank-
ing sector that plays a key role in the process of securing sources of financing for
the purpose of economic growth and social development. Quantitative analysis
has shown that Republika Srpska is expected to achieve a very strong positive
connecetion between the changes in the volume of bank loans and the change
in the gross domestic product. In addition, quantitative analysis also indicates a
significant correlation between production volumes and the volume of indebted-
ness by certain industries.

Bosnia and Herzegovina has been rated as a country with non-investment risk
level, whereas the specific credit rating category (Moody’s Investors Service —
“B3” and Standard & Poor’s — “B”) is described as a “speculative grade, high
credit risk”. Such classification by credit rating agencies indicates an increased
risk of a country, due to which the banks in their own credit policies seek to
increase interest rates and the volume of collateral when approving loans. The
above further negatively affects the level of investment and the possibilities of
developing the economy as a whole.

The results of the conducted survey indicate that 84% of the companies think
that, in the process of making decision on loan approval, banks primarily fo-
cus on the capabilities and possibilities of collecting loans or collateral. This
indicates that banks, within the framework of their own credit policies, invest
insufficient effort to minimize credit risk with respect to the analysis of project
documents, business operations and the assessment of the situation in the indus-
tries where the given enterprises operate. Doing so would allow meeting certain
preconditions for the implementation of well-prepared and high-grade projects
in which collateral is a limiting factor, thus allowing an increase in the volume
of investment loans within the real sector, as well as the strengthening of the
positive feedback effect onto the development of the banking sector. The stand-
points of large enterprises mentioned in the survey questionnaire largely reflect
the financial conditions of business conduct of these companies, and thus of the
economy as a whole.
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KPEJUTHA INOJIMTUKA BAHAKA Y ®YHKIIUJU PA3ZBOJA
INPUBPEJE PEITYBJIUKE CPIICKE

1 Iparana bammh, ExonoMmcku ¢axynrer Yausepsurera y bamoj Jlynu, bocha n Xepuerosuna
2 Ipenpar hypuh, HJIb bank a.n. bama Jlyka, bama Jlyka, bocna u Xepuerosuna

CAKETAK

bankapcku cexrop Pemyonuke Cpricke KapakTepHIlle BUCOK CTEIICH IIPaB-
HE U peryiaaropHe ypeheHocTH, a 1o KapakTepy ce MOXKe CBPCTaTH y KOH-
3epBaTHUBHO 0AHKAapCTBO Ca JIETIO3UTUMA Ka0 OCHOBHUM H3BOPOM IOCIIO-
Baba U KpeIMTUMa Ka0 OCHOBHUM MPOU3BOJIOM. PacronoxuBocT poH10Ba
3a KpeAUTHpame MPUBpEE IO MOBOJLHUM YCIIOBUMA jeCT€ OCHOBHA U
HajBaXKHMja (PyHKIIMja KOjy OCHUTypaBa OaHKapCKU CEKTOp, MAKO j& Hhe-
roBa yJiora BakHa M y 00aBJbamy (yHKIIH]E IUIATHOT MPOMETA, Kao U y
npyXawy CUTYPHOCTH Yy IuTenHe mpousBoae. KBaHTuratuBHa aHainza
nokasyje na ce y Permyonmuim Cprickoj o4eKMBaHO OCTBapyje BEOMa BH-
COK CTETIeH Kopenanuje u3mehy npomjene oomma GaHKapCKUX KpeauTa u
npoMjere Opyto nqomaher npousBona. Kpeauraa nonutuka 6aHaka mpe-
CTaBJba 3HAUYaJHy OCHOBY KaKo 3a pa3Boj npenyseha u npuspene, ca jenHe
CTpaHe, TaKo | 3a MMocloBame OaHaka, ca apyre crpane. Hajsehe npuxome
OaHKe OCTBapyjy yIpaBO OJf aKTUBHUX Kamara W moMohy jaeduHuCama
aJIeKBaTHE KPEJIUTHE IOJMTUKE YCIOBHUMA KOJU MOCTOj€ Y MPUBPEIHOM
OKpYXKeHY 0aHKE MOTY CBOJj€ MOCIOBAkE YYUHUTH CUTYPHHUJUM H TPOQu-
tabunHujuM. Kopucrehu ce moganuma u3 aHKETHOT YITUTHUKA, UCTPAXKU-
JIM CMO Y KOJOj Mje€pH KpeIUTHA MOJINTUKA OaHaKa yTude Ha (PUHAHCH]CKY
CTaOMITHOCT | mocioBame nmpenyseha y PemyOmumm Cprickoj.

KibyuHne pujeun: oanxapcku cekmop, KpeoumHu pejmune, QQUHaHcujcka oucyu-
NAUHA, KPeOUMHAa NOAUMUKA, KDEOUMHU PUSUK.
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ABSTRACT

Social networks are a way of creating a virtual identity
and entering into relationships with strangers in a series
of interactions that were not known to a man before the
existence of the Internet. Mobile phones and the virtual
world often create a personality of a person that is not the
same in the real world. It can be said that technology has
changed the course of humanity and human conscious-
ness and contributed to many changes in the mentality
of society, especially among the youth. Children are
often overwhelmed by materialism and jealousy, which
further encourages them to become an unconscious, im-
moral and unambitious population. One of the negative
effects of social networks is the abuse of privacy, which
is also becoming a growing problem everywhere in the
world and should not be ignored. However, a positive
attitude should be maintained when it comes to social
networks, because they facilitate communication, ac-
cess to information and learning, greater availability of
services and free advertising of some products or ser-
vices. High school students use the Internet intensively
every day, and the work raises the question of whether
they use it constructively or destructively. The research
was conducted in 2019, the population of high school
students was observed and 100 students were included
on the territory of Belgrade, Ni§ and Vitina.
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1. INTRODUCTION

Social networks have a profound impact on the modern world. At the individual
level, “there are negative correlations between the intensive use of social net-
works, subjective well-being, and mental health” (Allcott et al., 2020). A modern
user of social networks is used to having information about happiness avail-
able to him now and immediately. He is a “turbo-consumer, accustomed to a
hyper individualized hyper-choice, which, therefore, rests on a strong sense of
individualized consumption” (Lipoveski, 2008). Alcott also notes that “negative
outcomes such as suicide and depression rose sharply during the period when the
use of smartphones and social networks expanded” (Allcott, et al., 2020). Social
networks have contributed to the undermining of social awareness, democracy
and various abuses of rights, despite the fact that they still survive because the
positive experiences of their use successfully overcome the negative ones. In or-
der to examine the impact of social networks on the quality of life and education
of young people, the following hypotheses were tested:

H1: “Students have a positive attitude when it comes to the usefulness and the
use of social networks”;

H2: “Social networks have influenced the change in the mood and the quality of
life of young people”

H3: “Social networks have become an integral part of life, especially among
young people”.

Students spend too much time on social media, which often leads to mood swings
and addictions, especially when they have experienced some form of abuse, that
often puts them in a depressed state and affects their quality of life. On the other
hand, they find them useful for learning and education.

For younger, undisciplined people, with insufficiently developed critical aware-
ness, a few clicks bring immense satisfaction, the illusion of happiness and an
escapist solution - an escape from studying, learning and school everyday life
which require a certain mental effort and discipline. Often, young people on
the Internet are looking for a way to break free or escape from the everyday
social environment, overcome peer violence, escape from loneliness and misun-
derstanding of their own peers. In a 2017 longitudinal study, a group of authors,
summarizing thousands of previous studies, stated that “there are a significant
number of studies that have shown the importance of social interactions for peo-
ple’s well-being” (Sakya & Nicholas, 2017). Interactions that take place through
social networks are also included and it is confirmed that “human beings pro-
gress faster with social support and positive reactions of the environment and on
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social networks” (Sakya & Nicholas, 2017). Bokan (2020) points out that the
enjoyment and pleasant incentives that users receive on social networks do not
pass without negative consequences. Personal data entered in user profiles are a
lure for sellers who advertise their products on social networks and whose sales
depend on the attention of users that they manage to attract on social networks.
“Namely, the user pays for his virtual experience with exploitation and cashed
attention, which is occupied by frequent low-intensity pleasures” (Bokan, 2020).

In the developmental psychology of the child, puberty is marked as “a period
when there is a strong need to belong”. In social networks such as Instagram,
this phenomenon is especially pronounced because it has enabled everyone to
show an embellished and hyperbolized version of their life. When young people,
looking for their idols, see exaggerated versions of other people’s lives, their
psychological well-being is disturbed and their psyche is adversely affected.

Young people compare their own reality and everyday life with the one from
photography, notice differences and inconsistencies, and this cognitive disso-
nance is a favorable trigger for developing feelings of inferiority and dissat-
isfaction with one’s own life. Based on the data obtained from the survey, we
will see how the mass use of social networks affects the youth in Serbia, from
the perspective of high school students, that is how high school students in Nis,
Vitina and Belgrade manage on social networks and whether they can recognize
violence on the Internet.

2. OVERVIEVW OF THEORETICAL IDEAS

“Social networks use social interactions and thus deepen loneliness and depres-
sion” (Twerge, 2017). The discontinuity is noticeable in the development of
human society from the most primitive communities throughout history to the
present moment. Historians and anthropologists talk about discontinuity every
time there is a significant change in the way the human community is produced
or organized. Chronologically, the closest point of discontinuity to us arose in
the 17th century, when, as Giddens (1998) claims, “a special form of organiza-
tion of society and social life in Europe emerged, which spread further around
the world”. Post-industrial society and postmodern culture have especially influ-
enced the transformation of identity which in the true sense of the word has be-
come fluid — multidimensional, discontinuous, decentralized, fragmentary, un-
stable and volatile (Bozilovié, 2020). At the same time, new tendencies in culture
have completely thinned the line between high and popular creativity and thus
called into question the status of established, hitherto valid values (Bozilovié¢
2020).
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A new point of discontinuity arises precisely with the mass use of the Internet.
With the advent of the internet we can talk about a new phase, a postmodern age
phase or even a post-postmodern one. The social sciences are currently looking
for new answers and theoretical approaches that would include new changes in
life habits and interpersonal relationships. If we talk about the present time, we
could say that the time of the media that have become an integral part of every-
day life is a means of communication, entertainment and non-formal education
(Ivanovi¢, 2019)

The use of social networks is now one of the needs, that is, imposed needs. Eve-
ryday use of these technologies is taken for granted. Young people in Serbia find
themselves in a post cultural universe with one part of their being, reason, while
they are emotionally enchanted by false images of the past filled with myths and
various superstitions (Bozilovi¢, 2020). The use of social networks in this way
can be purposeful, because through the experiences of others, each individual
can acquire new knowledge, develop, learn and improve the quality of all seg-
ments of life (Lvanovi¢, 2019). Users of social networks should be able to think
critically about media content, evaluate it and only in the end, if necessary, use
it. The speed at which modern media are incorporated into everyday life, as well
as into the educational system, also contributes to this situation (Ivanovié, 2019)

Videos, blogs and posts on Instagram primarily offer tips that cover all aspects of
life: health, love, sports, work, etc. (Lipovetski, 2008). Media all the more, be-
cause the technology necessary for their production is advanced, favorable and
accessible. The content offered in the media is less informative and educational,
and is primarily aimed at entertainment. Entertainment brings the biggest profit
and unwritten media logic is focused primarily on making the biggest possible
profit (Vudeti¢ & Radovanovié¢ Sarenac, 2018).

Social networks should be seen as a means of pedagogical development. This is
very important, if we start from the fact that in today’s dynamic world, education
still rigidly adheres to traditional perceptions and changes that have occurred or
are occurring are minimal (Ivanovié, 2019). Modern digital media in education
find various applications: from curricula for learning and exercises, databases
and tools, through games for learning and simulation, to complex communi-
cation and cooperation environments (Ivanovié, 2019). Information accessed
through the Internet is organized in a certain way by search engines, even inter-
connected through links, but this does not mean that it allows users to improve to
the level of experts. This information is primarily configured to shape the user,
primarily the consumer. Content on the Internet is aimed at promising or offering
the greatest possible happiness to anyone who approaches it.
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Marshall McLuhan’s media are described as sensory and neurological exten-
sions of human consciousness that, in spite of being useful, create dependence
(McLuhan, 2002). For dependent users of social networks, hedonism is the basic
value orientation in the abundance of content (Vukadinovi¢, 2013). They give
their time and attention for the sake of satisfying the illusions that the media of-
fer them, and the media, i.e. the creators of the content on social media, sell their
audience to producers (Herman & Chomsky, 1988). Now this is incomparably
easier than in the eighties and nineties because for the creators of media content
on social networks, ordinary people and their companions are easier to identify
and they consciously decide that they “help in generating revenue by being their
videos, like and watch the commercials and video to the end. People spend most
of their time in virtual space separated from direct communication, which is par-
ticularly acute among young people, whose life takes place in the world of hyper
production, networking and virtuality (Bazi¢, 2017).

The discontinuity of consciousness arises in the perception of an individual when,
clicking from link to link, they expose themselves randomly or semi-randomly,
to information and content from the Internet. Such knowledge or “information”
has no clear structure and the individual perceives a wealth of visual, auditory
and textual information that does not meet any criteria of relevance or reliabil-
ity. Chaos in the hierarchy of information and mental activity that is unfocused
and does not have constructive and visible results, leads to dissatisfaction and

depression (Csikszentmihalyi, 2008).
The Internet and social networks contribute to the rapid spread of various ideas

and more efficient operation of various organizations, especially terrorist ones,
which causes fear in people (Bazié, 2017).

Lyotard marked the postmodern abandonment of faith in the progress of man-
kind and the disappearance of the “great narrative”, which referred to the devel-
opment of history in chronological order and implied the continuous well-being
of mankind (Lyotard, 1985).

Giddens notes that “the life forms brought by modernity have removed all tra-
ditional types of social order in a way that has never been seen before. For the
power and breadth of transformation are deeper and greater in the modern age”
(Gidens, 1998). He, of course, wrote this in 1998, before the mass use of the
Internet. The mass use of social networks has the consequence of even more
recent, i.e. newer and newer life forms of social interactions.

These changes affect the personal life and intimacy of social network users.
Should we be wary of them? Is it justified to trust social networks? Is the man
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of the consumer and information society doomed to a diabolical pact? (Bellini
1987).

Disruption in the private lives of individuals arises precisely with the abundance
and randomness of information that affects the interruptions and discontinuities
of consciousness. With the interruption of the chronological thread, there is also
the interruption of spatial frames. Thus, an individual’s perception of time and
space is no longer similar to the perception that our contemporaries had before
using the Internet and social networks. Both time and space have undergone a
kind of transformation.

Modernity has, therefore, a dark side, but certainly also a side of inconceivable
possibilities provided by the speed of information transfer, their availability and
exchange. The hypermodernity of the modern information age implies contact
with many other users of social networks, who are strangers to each other. The
character of communication is transient, and there is really no contact and in-
teraction with complete personalities, who have unique identities within their
smaller communities.

As there has been more and more talk lately about the impact of social media
on mental health, various questions have been asked — is it even possible to put
all social networks in the same category and, if not, what distinguishes them and
do they have different effects on the mental health of individuals (Biglbauer &

Korajlija, 2020)?

The use of social networks is associated with the degree of loneliness and a sense
of belonging in society, life satisfaction and self-esteem. Now their identity is
anonymous, changeable or limited to an avatar, i.e. information displayed in an
online profile.

The impact of technological changes on the introduction of new teaching con-
tent in education is visible in all areas and at all levels of institutional education
(Bazi¢, 2017). The rapid growth in the number of users of social networks is evi-
denced in the study conducted by the Pew Research Center for the territory of the
USA, according to which there are as many as 72% of adult users in the United
States (Gardasevi¢, 2021). Social networks have become an integral part of life
in the 21st century, especially among young people, as indicated by the fact
that there are currently over 3.8 billion users worldwide (Biglbauer & Korajlija,
2020). Every day we witness the increasingly intensive development of modern
information technology that affects all segments of human activity and its ac-
celerated and negligible impact on education (Novokmet, 2020). The use of ICT
in teaching is becoming more pronounced, and learning through them is already
known as M - learning. Tablets enable the use of electronic books, video and
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audio educational content from many subjects and thus make them much more
interesting and understandable (Bazié, 2017). Namely, Internet users should be
able to think critically about media content, evaluating them and only in the end,
if necessary, use them. The speed at which modern media are incorporated into
everyday life, as well as into the educational system, also contributes to this situ-
ation (Ivanovi¢, 2019).

Starting from theoretical settings that should reconcile cognitive, social values,
classical and ICT models of learning, the need for individualization and meeting
the needs of today’s society is pronounced (Vasiljevi¢, 2016).

In the last ten years, social networks have become a digital gathering place for
a large number of people. There are four million Facebook accounts in Serbia
alone, while Instagram recorded two million users in 2018. The popularity of
social networks has made it easy for users to organize and gather around certain
interests (Novokmet, 2020). According to a survey by Social Serbia with the
support of Huawei Mobile 2020, the most popular social network in Serbia is
still Facebook, but the number of users continues to decline slightly from year to
year (Social Serbia, 2021).

Realizing the importance of innovation in education, but also society as a whole,
developed countries are among the first to create, adopt and develop strategies
for innovative education (Vasiljevié¢, 2016). The unification of the education
system and the aspiration towards its stronger global regulation is a very cor-
responding tendency to the Fourth Industrial Revolution, which generates needs
for knowledge that is universally and directly applicable in order to accelerate
labor mobility and competitiveness in the global market (Bazi¢, 2017). Recently,
dozens of new profiles have been established on Instagram, the goal of which
is to explain a rule or popularize a linguistic or literary topic in various ways,
primarily in cooperation with images and text, profiles that pay special attention
to the quality of visual and thematic contents are, above all, in Serbian (Novo-
kmet, 2020). It is necessary to devise ways to bring the wonderful world of the
Internet closer to children and young people. Social networks can be oriented
towards the individual as an individual and a social being. It is for these reasons
that the American Psychological Association has created principles that support
educational reforms around the world, based on the transformation and moderni-
zation of learning paradigms in the new ICT environment (Vasiljevi¢, 2016). The
results of the research confirm the assumptions about underutilized educational
resources of libraries, especially when bearing in mind that most students from
the earliest days are directed toward the use of their services, and deviations
from expected results occurred in connection with reading electronic and printed
books.
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With the extreme expansion of social media in recent years, we see that among
hundreds of millions of users, some are becoming extremely popular. That is,
so popular that they certainly influence the decisions of people active online
(Bogicevi¢, 2020). The most influential influencers in Serbia are among the
ranks of Twitter users (mostly for political marketing) and Instagramers (the
most influential are currently gamers and bloggers). They shape the thoughts of
young people with their posts, messages and pictures (Bogi¢evi¢, 2020). This
raises the issue of trust, privacy, as well as the issue of security of Internet users.
Through Instagram accounts, everyone who has them can connect with other us-
ers of this social network and follow their activities. Advertising on Instagram is
becoming increasingly popular in Serbia, because over 1.5 million people sign
up for this application every day, over 38% are users aged 18 to 24 and over 34%
are users aged 24 to 35 (Vukovi¢, 2020).

Many researchers have realized that the network perspective provides new levers
for responding to standard social and behavioral research problems, giving a
precise formal definition of aspects of the political, economic or social structural
environment (Raki¢ & Marjanovi¢, 2019). In the last few years, influencers have
positioned themselves as potential promoters, creating opinions and shaping
consumer attitudes in the most effective and cheapest way, unlike, for example,
promotion by celebrities or some other marketing strategies (Bogicevi¢, 2020).

In Serbia, young people are very active on social networks and spend a lot of
time contacting friends through social networks and following the content of
influencers. Most young people in Serbia follow one or more influencers, while
the most represented areas are fashion and cosmetics (Bogicevi¢, 2020).

3. METHODOLOGICAL APPROACH TO THE PROBLEM

As for data processing, for the purpose of the research, we used descriptive sta-
tistics and correlation analysis procedures. The variables that are correlated are
“favorite social network” and “social network they spend the most time on”;
“frequency of the use” and “mood swings”; “addiction” and “jealousy”; “utility”
and “education”. The scale was reduced in order to examine the extent to which
the position on “the use of social networks in education” is congruent with the

general position on “the usefulness of social networks”.

The research was conducted in 2019. The sample consists of 100 respondents
from schools in Belgrade, Ni$ and Vitina, and it is a pilot research. Students from
the first to the fourth grade of the Technical School from Vitina, the Polytechnic
— School for New Technologies from Zemun and the Secondary School of Elec-
trical Engineering “Nikola Tesla” Ni§ were examined.
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The aim of the research is to find out whether students recognize the impact that
social networks have on their daily lives: whether they access social networks
during classes, whether they recognize a change in mood after accessing social
networks and whether they believe that social networks have a positive effect on
their motivation, learning and whether they use social networks for some kind
of education.

The subject of the research is the impact that social networks have on high school
students, their quality of life, mood and education.

The data collection instrument is a survey with 15 questions. The data were dis-
tributed among the schools in which the research was conducted. Students had
the opportunity to leave their opinion or comment at the end of the survey.

The terms the young and youth in the Law on Youth of the Republic of Serbia
published in the Official Gazette (ZOM, 50/2011) is defined as follows:

“Youth or young people are people from the age of 15 to the age of 30.”

Since the focus of this research is high school students, the terms the young and
youth were used in a narrower sense, as a synonym for this target age group. Our
conclusions do not apply to those over 18. The paper can serve as a starting point
for more general research that would include respondents of other ages who also
belong to the category of young people. The paper tries to look at the phenom-
enon of social networks from the perspective of pedagogues and subject profes-
sors, persons responsible for the upbringing and education of those younger than
themselves.

Manuel Kastels (Kastres, 2014) provides the following explanation of the term
network:

“The network is a set of interconnected hubs. Hubs can have different levels of
importance in the network, and therefore in some versions of network theory
hubs that are particularly important are called centers.” He further states (Kas-
tres, 2014) that networks have: “the ability to introduce new actors and new
content into the process of social organizations, with relative autonomy that ex-
ists when it comes to centers of power”. The social networks that are the subject
of our survey are: Instagram, YouTube, Facebook, Twitter and Snapchat. These
networks were chosen because students prefer them due to the type of interac-
tions and media that can be shared through them. At first, YouTube certainly
functioned as a site for sharing media content, but it soon added benefits for
social networking, so now it fully functions as a social network, but has retained
the basic feature of a site for sharing video content (Cejko. 2019). Due to this
property, it is in the survey.
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4. RESEARCH RESULTS

The comment of one of the respondents is striking: “Parents think that YouTube
is fooling people, but I do not agree with that and I think that YouTube has edu-
cated more people than schools.” This indicates a generational conflict, but also
a great deal of confidence in the quality and usefulness of the information ac-
cessed. Also, the second comment: “It depends which social network is in ques-
tion. For example, YouTube has nothing to take from you or hide while you post
the situation of your life on Instagram and Facebook.”

The structure of respondents by gender, year of education and school they attend
is shown in Table 1.

Table 1. Structure of respondents by gender, year of education and school they attend

Respondent structure N

Gender of respondents

Men 57
Female 43

Year of schooling

First 20
Second 54
Third 11

Fourth 15

Number of respondents per school

Technical School Vitina — Vrbovac 30
Secondary School of Electrical Engineering “Nikola Tesla” Ni$ 35

Polytechnic — School for New Technologies, Zemun 35

Total students 100

Source: Author’s calculation

4.1. Favorite social network students spend most of their time on

The results in Table 2 indicate that, when it comes to students’ favorite social
network, Instagram is convincing with 70 students, followed by Facebook with
24 students, while the rest of the students opted for YouTube, Snapchat, Twit-
ter and other social networks. Students spend most of their time on the social
network Instagram, which once again confirms the fact that it is their favorite
social network, then on Messenger, and least on Twitter, which is not strange,
because there is an opinion that Twitter is mostly used for business and political
activities.

248 http://www.ae.ef.unibl.org/



http://www.ae.ef.unibl.org/

(ACE) Acta Economica, Vol. XIX, No. 34, 2021 239 - 256

Table 2. Display of the distribution by categories of the variable “favorite social
network” and “social network they spend most of their time on”

Favorite social network N The social network they spend most of their time on
Instagram 70 Instagram 74
Facebook 24 Facebook 16
YouTube 1 Messenger 3

Social network Twitter 1 Social network Twitter 5
Snapshot 1 YouTube 2
Others 3 Others 0
Total 100 Total 100

Source: Author’s calculation

Relying on technology, daily access to the Internet and having a profile on one
of the social networks is a default part of everyday life. The simplicity and good
concept of Instagram have made the application develop and spread around the
world at the incredible speed (Vukovié, 2020).

4.2. Students’ attitudes about privacy and data abuse on social networks

What is worrying is the fact that 93 students had some form of abuse on social
networks, of which 74 female students, whereas 7 students had a different at-
titude and it is the students who spend little time on social networks - Table 3.

Table 3. Attitudes of students about privacy and misuse of data on social networks

Guaranteed data privacy N Abuse on social media
Yes 57 Yes 93
No 43 No 7
Full structure
Male Female Male Female
Yes 33 24 Yes 19 74
No 20 23 No 4 3
Total 100 Total 100

Source: Author’s calculation

Guaranteed privacy on the Internet means the right to personal information, stor-
age, use, security from third parties and display of personal information, iden-
tification information related to the visitor of a particular social network. The
most common form of privacy abuse occurs through the use of other people’s
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data, false information, downloading and misusing photos and videos. In modern
society, often the question arises to what extent the collection and disposal of
personal data are allowed and justified. Today, due to the large number of social
network users, they are most exposed to this type of data abuse and privacy.
Based on the obtained results, we can conclude that females are more exposed
to the abuse of privacy on social networks. On the other hand, it is encouraging
that 72 students think that social networks are a useful thing in their education,
growing up and education.

4.3. Students’ attitudes about the usefulness
of social networks and their use in education

Social networks were confirmed by 72 students, while 28 students had the op-
posite attitude, so the first research hypothesis (H1) was confirmed. The follow-
ing table shows students in terms of usefulness and the use of social networks in
education and training. - Table 4.

Table 4. Display of the difference in the level of expression of the positive attitude of
students towards the usefulness and the use of social networks in education

Student attitude N

The usefulness of social networks

Yes 72

No 28
Motivation to learn after using social networks

Yes 8

No 92

The use of social networks for educational purposes (as an aid to the adoption of school
materials, follow influencers in the field of education, use Youtube to learn new skills, etc.)

Yes 89

No 11
Access to social networks during classes and classes

Yes 70

No 30

Total students 100

Source: Author’s calculation

Exactly 72 students have confidence in the usefulness of social networks, al-
though a significantly smaller percentage is convinced that they are guaranteed
privacy on social networks. However, 92 students are not motivated to learn
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after accessing social networks, while for 8 students this attitude is less impor-
tant, which can be related to previous questions and answers of students created
in this research, when it comes to the use of social networks. Furthermore, 30
surveyed students do not access social networks during school hours, while 70
students use phones in class, which is an alarming figure for teachers and wor-
rying if we consider various possibilities of manipulation, except in the case
of permission by teachers or the use for learning. It is also encouraging that 89
students use social networks for educational purposes to help them adopt school
materials, follow influencers in the field of education, use Youtube to learn new
skills, etc. In order to examine the extent to which the attitude towards the use
of social networks in education is congruent with the general attitude about the
usefulness of social networks, the attitude item about education was recorded so
that one indicates a negative attitude (has a lower “intensity”) and a two a posi-
tive attitude “intensity”), and then correlation analysis was applied and it was
obtained that there is a statistically significant low, positive correlation between
the general attitude towards the use of social networks and the attitude about
online education and training (p = 0.14, p = 0.01). Thus, students who have a
positive general attitude towards the usefulness of social networks, also have a
negative attitude towards the use of social networks in education and training.
From this we can conclude that most of the mental energy is spent during the stay
on social networks, that students are exhausted after using social networks and
that they do not find motivation on social networks, ie. “constructive incentive
to learn” (Vuci¢, 1991).

4.4. Students’ attitudes about mood swings, the frequency of the use,
addiction or jealousy with access to social networks

Social networks undoubtedly affect us, as we do not seem to be moving in the
direction of reducing the use of technology and related social networks, so in the
long run it is important to learn how to function in a technology-mediated world
in a way that benefits our mental health (Biglbauer & Korajlija, 2020). There are
a large number of social networks on the Internet and they represent an increas-
ingly important space for communication, cooperation and exchange of ideas
(Bazi¢, 2017). They represent a great challenge to education because they are
very close to pupils and students so they form an integral part of their lives, they
are the media through which information spreads quickly, like-minded people
gather around them, various ideas are promoted and changes are encouraged
(Bazi¢, 2017).
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A large number of students are aware of the change in mood affected by their
stay on social networks, and yet 83 stated that they cannot not access social
networks at least once a day, so based on this attitude it can be concluded that
hypothesis (H3) has been confirmed. Social networks often lead to the change of
mood, way of thinking and desire to become something that in reality we do not
want so much. In this respect, 96 respondents rounded up the affirmative answer
when it comes to their mood before and after the time spent on social networks,
whether it was depression, empathy or joy, and the research hypothesis (H2) was
confirmed. Also, more than half of the respondents feel nervous when they are
not able to access social networks. Nervousness or discomfort if they are not able
to access social networks is always felt by 25 students, sometimes by 64 students
and never 11 by students.

Table 5. The difference in the level of frequency of the use and mood swings

Students’ attitudes N

Could you spend a day without using social media?

Yes 17
No 83
Does it happen that after the time spent on social networks your mood changes?
Yes 96
No 4
Do you feel nervous or uncomfortable when you are not able to access a social network?
Yes, sometimes. 64
Yes, always. 25
No, I never feel that way. 11
Total students 100

Source: Author’s calculation

Among the negative emotions, there is jealousy, with the largest percentage of
students claiming that they sometimes felt jealous because of the post they see on
the social network (64 students), but also the vast majority, almost the same per-
centage of students, publish statuses that provoke this feeling in their companion
(97 students). In addition, 21 students feel jealous because of someone’s post on
social networks, while 15 students never feel jealous, and they are students who
are less active on social networks or who are active on a social network that is
less popular with the younger generations.
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Table 6. Students’ attitudes about addiction and jealousy

Students’ attitudes N

Have you ever felt jealous because of someone’s post on a social media?

Yes. 21
Yes, but sometimes. 64
Never. 15
Have you ever posted something to provoke envy or jealousy in a friend or a companion?
Yes 97
No 3
Total students 100

Source: Author’s calculation

Out of 100 surveyed students, only 3 surveyed students did not have posts on
social networks with the aim of causing envy or jealousy among their friends,
which is also a worrying fact. Young people, under the influence of social net-
works and the environment, often present themselves differently from real life,
in order to gather likes, views or audience.

5. CONCLUSION

The impacts that social networks have on the quality of life of high school stu-
dents can be viewed as constructive (advantages) and include: easy and fast com-
munication, availability of information that will benefit the further education of
students and achieving long-term life goals. Influences that disrupt the quality of
student life, negatively affecting their mood and feelings, zeal for learning, and
long-term success in school and life, are what we have identified in this paper as
shortcomings.

There is a need to raise awareness among young people regarding the digitaliza-
tion of education and the application of ICT. Electronic media provide the abil-
ity to quickly gain knowledge. The knowledge acquired in a traditional school
should be replaced by the development of information retrieval skills using ex-
isting technologies and their conversion into information that students under-
stand and know how to apply. Digitization of education is a very responsible
social and economic task.

The term postmodern, introduced by Jean-Frangois Lyotard, in an effort to name
the non-historical period in which humanity finds itself, with the use of the Inter-
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net, can be further developed to follow technological progress and correspond to
the most modern state of society, i.e. societies.

In the newly formed phase, there is a certain disorientation of a person. It is pri-
marily conditioned by the discontinuity of consciousness and the randomness of
information. These two concepts, together, go hand in hand. In contrast to formal
education, which is realized in certain institutions, through pre-planned and or-
ganized curricula, which include gradual acquisition and mastery of knowledge,
where between the phases there is a conditionality — the transition to the next
phase of learning and education is impossible without mastering the previous
phase of random information scattered across the internet.

The fact that a large part of their time, as well as the time spent at school, young
people spend on social networks, testifies to the fact that young people do not
know how to use their time well and productively, and that they are not overly
focused on planning for the future. It is up to parents and teachers to point out to
them that life can have a better structure, and thus greater quality and satisfac-
tion. Adolescent egocentrism and mistrust towards the generation of parents and
teachers can be a challenge and an obstacle for both parents and teachers, since
adolescents at this developmental stage notice a discrepancy between the ideal
and the real, and this is a frequent source of dissatisfaction and rebellion directed
at the elderly.

This research fills a gap in the literature regarding the usefulness and disadvan-
tages of social networks for the younger generations in Serbia. The research was
conducted in 2019. Since then social networks have gained additional impor-
tance as support in conducting online classes, as well as remote communication.

Recommendations for future research are to include a larger sample and impact
which networks have on online teaching. Future research should include primary
school students, both because of the growing representation of students on social
networks, and because of the usage of social networks for teaching.
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AHAJIN3A YTULHAJA JPYIITBEHUX MPEKA HA
KBAJIUTET KUBOTA U OBPA3OBAIBA MJIAJIUX

1 Jenena Jepruh, [TonurexHuka — mKoa 3a HOBE TeXHONOTHje, beorpan, Cpouja
2 Munan C. Jlajuh, Texanuka mkona Buruna, Bpoosai, Cpouja

CA/KETAK

JpymTBeHe Mpexe jecy Ha4uH Ja ce Kpeupa BUPTYEIHU UACHTUTET U CTYIH Y
OJJHOCE ca HEMO3HATHM JbYIUMA, Tj. CTPAaHLUMMa Y HU3 MHTEPAKLKja KOje HHCY
Omsle To3HaTe YOBjeKy IpHje TOCTOjara WHTepHeTa. MoOumHu TenedoHH H
BUPTYEJIHU CBHjET YECTO KPEUpajy JMYHOCT OHAKBY KaKBa OHa HHUje y CTBap-
HOM cBeTy. Moxke ce pehu na je TexHoor1ja u3MHjeHnIa TOK YOBj€YaHCTBA H
Jby/ACKE CBH]ECTH M JIOTIPUHHjeJIa MHOTUM M3MjeHaMa y MEHTAJINTETy IpYyILITBA,
HApOUYUTO KoIl omianuee. Jljera HepujeTko OuBajy 00y3eTa MarepHjaTu3MoM H
JbyOOMOpPOM, IITO MX AaJbe MOACTHYE A2 MOCTAaHy jeHA HECBjeCHA, HEMOpaHa
¥ HeaMOUIMO3Ha Monyaauyja. Jeaan of HeraTuBHUX YTHILAja IPYIITBEHUX Mpe-
JKa jecte 3moynorpebe MpUBaTHOCTH, INTO, Takohe, mocTaje pactyhu mpodiem
CBYTJIj€ Y CBHjeTy W He Tpeba ra 3aHeMapuTH. MelyyTum, unak Tpeda 3aapxaru
W TO3UTHBAH CTaB Kaja Cy y NMUTamy APYIITBEHE MPEXKE, jep ONaKIIaBajy Ko-
MYHHKaIHjy, PUCTy HH(popMaIjama u yuewy, Beha je ToCTymHOCT yciyra,
OecIUlaTHO OIVIallaBamke HEKUX MPOM3BOAa MM yciayra. CpenmOIIKOIIH CBa-
KOZIHEBHO HHTEH3MBHO KOPUCTE HHTEPHET, a paj nokpehe nurame 1a Ju ra Kopu-
CTe KOHCTPYKTUBHO WJIN IeCTPYKTUBHO. VMcTpaxkuBame je cnpoBeneHo y 2019.
TO/IMHU, TOCMAaTpaHa je Momylalija CpeImkoIIKonana, a ooyxsaheno je 100 yue-
HUKa Ha Teputopuju beorpana, Humra u Butnse.

Kibyune pujeun: opywmeene mpesice, Mucmazpam, Jymjyo, miaou.
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5. CONCLUSIONS
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258 http://www.ae.ef.unibl.org/


http://www.ae.ef.unibl.org/

(ACE) Acta Economica, Vol. XIX, No. 34, 2021

ACKNOWLEDGEMENTS

Collate acknowledgements in a separate section at the end of the article before
the references and do not place them on the title page, as a footnote to the title
or otherwise. List here those individuals who provided help during the research
(e.g. help with language, writing assistance or proof reading, etc.). It should be
brief.

Conflict of interests

The authors declare there is no conflict of interest.

REFERENCES

All manuscripts should be formatted using the American Psychological Asso-
ciation (APA) citation style. For additional examples, consult the most recent
edition of the Publication Manual of the American Psychological Association.

Reference list should only include works that have been published or accepted
for publication. Unpublished works should be only mentioned in the text. Refer-
ence list should contain the biblio-graphic details of the cited books, book chap-
ters, or journal articles.

Reference list entries should be alphabetized by the last name of the first author
of each work in the format hanging, Times New Roman, 10.

Citation of Books

Author’s surname Initial(s) of the given name(s). (Year of Publication) Title of
Book, Volume num-ber (if relevant), edition (if relevant). Publisher, Place of
Publication

Citation of Articles

Author’s surname Initial(s) of the given name(s). (Year of publication) Title of
article. Journal Volume number (and issue number if issues within a volume
number are not consecutively paginated): Number of the first and last page of
an article

Citation of Websites

Author’s surname Initial(s) of the given name(s). (if known) title, type of docu-
ment (if relevant), date of issue (if available), web address and date of access, if
the document or the website may be sub-ject to change.

http://www.ae.ef.unibl.org/ 259


http://www.ae.ef.unibl.org/

(ACE) Acta Economica, Vol. XIX, No. 34, 2021

Example:

Books:
Northouse, P. G. (2016). Leadership - Theory and Practice. London, UK: Sage Publica-
tion.

Book Chapters:

McKenzie, H., Boughton, M., Hayes, L., & Forsyth, S. (2008). Explaining the com-
plexities and value of nursing practice and knowledge. In I. Morley & M. Crouch
(Eds.), Knowledge as value: Illumination through critical prisms (pp. 209-224).
Amsterdam, Netherlands: Rodopi.

Journal Papers:

McCormick, J. & Barnett, K. (2011). Teacher's atribution for stress and their relation-
ship with burnout. International Journal of Educational Management, 25(3), 278-
293.

Cheung, J. M. Y., Bartlett, D. J., Armour, C. L., Laba, T. L., & Saini, B. (2018). To
drug or not to drug: A qualitative study of patients’ decision-making processes for
managing insomnia. Behavioral Sleep Medicine, 16(1), 1-26. doi:10.1080/154020
02.2016.1163702

Conference Papers:

Porter, M., Omar, M., Campus, C., & Edinburgh, S. (2008, January). Marketing to the
bottom of the pyramid.: Opportunities in emerging markets. Paper presented at the
7th International Congress Marketing Trends, Venice, Italy. Retrieved from http://
www.escp-eap.eu/conferences/marketing/2008 cp/Maktoba.pdf

Herculano-Houzel, S., Collins, C. E., Wong, P., Kaas, J. H. & Lent, R. (2008). The basic
nonuniformity of the cerebral cortex. Proceedings of the National Academy of Sci-
ences, 105, 12593-12598. doi: 10.1073/pnas.0805417105

Presentations not Formally Published:

Muellbauer, J. (2007, September). Housing, credit, and consumer expenditure. In S. C.
Ludvigson (Chair), Housing and consumer behaviour. Symposium conducted at the
meeting of the Federal Reserve Bank of Kansas City, Jackson Hole, WY.

Newspaper Article:

Fellner, C. (2019, April 7). Time bomb: Two new cases as NSW faces worst measles
outbreak in years. The Sydney Morning Herald. Retrieved from https://www.smh.
com.au

Government Publications:

Australian Institute of Health and Welfare. (2018). Physical activity across the life stag-
es. Canberra, Australia: Author.

Australian Institute of Health and Welfare. (2018). Physical activity across the life
stages. Retrieved from https://www.aihw.gov.au/reports/physical-activity/physical-
activity-across-the-life-stages/contents/table-of-contents

260 http://www.ae.ef.unibl.org/


http://www.ae.ef.unibl.org/
http://doi.org/10.1080/15402002.2016.1163702
http://doi.org/10.1080/15402002.2016.1163702
http://www.escp-eap.eu/conferences/marketing/2008_cp/Maktoba.pdf
http://www.escp-eap.eu/conferences/marketing/2008_cp/Maktoba.pdf
http://doi.org/10.1073/pnas.0805417105
https://www.smh.com.au
https://www.smh.com.au
https://www.aihw.gov.au/reports/physical-activity/physical-activity-across-the-life-stages/contents/
https://www.aihw.gov.au/reports/physical-activity/physical-activity-across-the-life-stages/contents/

(ACE) Acta Economica, Vol. XIX, No. 34, 2021

Company and Industry Report

EFW (2010). Economic Freedom of the World: 2010 Annual Report. Vancouver, Can-
ada: Fraser Institute

Vuong, B. (2018, November). IBISWorld industry report OD5381. Colffee shops in Aus-
tralia. Retrieved from IBISWorld database.

Webpage with an Author:

HealthTimes. (2015). The future of aged care nursing in Australia. Retrieved from
https://healthtimes.com.au/hub/aged-care/2/news/nc1/the-future-of-aged-care-
nursing-in-australia/495/

Webpage with no Author:

$250m funding boost for malaria vaccine. (2003). Retrieved from https://www.abc.net.
au/news/2003-09-22/250m-funding-boost-for-malaria-vaccine/1482220

Scilndeks. (n.d.). Retrieved from: https://scindeks-clanci.ceon.rs/data/pdf/0353-443X/
2011/0353-443X1102089P.pdf

TABLES

All tables are to be numbered using Arabic numerals.
Tables should always be cited in the text in consecutive numerical order.

For each table, please supply a table caption (title) explaining the components
of the table.

Identify any previously published material by giving the original source in the
form of a reference at the end of the table caption.

Footnotes to tables should be indicated by superscript lower-case letters (or as-
terisks for significance values and other statistical data) and included bellow the
table.

For the best quality final product, it is highly recommended that you submit all of
your artwork — photographs, line drawings, etc. — in an electronic format.

Example:

Table 1. Comparison of characteristic values obtained by PCA and threshold values
obtained by the parallel analysis

Serial number of The actual characteristic ~ Values obtained by Decision
components values of PCA parallel analysis

1 5,716 1.5595 Accept
2 1,913 1.4326 Accept

3 1,107 1.3287 Reject

4 0,967 1.2433 Reject

Source: Author’s calculation

http://www.ae.ef.unibl.org/ 261


http://www.ae.ef.unibl.org/
https://healthtimes.com.au/hub/aged-care/2/news/nc1/the-future-of-aged-care-nursing-in-australia/495
https://healthtimes.com.au/hub/aged-care/2/news/nc1/the-future-of-aged-care-nursing-in-australia/495
https://www.abc.net.au/news/2003-09-22/250m-funding-boost-for-malaria-vaccine/1482220
https://www.abc.net.au/news/2003-09-22/250m-funding-boost-for-malaria-vaccine/1482220
https://scindeks-clanci.ceon.rs/data/pdf/0353-443X/ 2011/0353-443X1102089P.pdf
https://scindeks-clanci.ceon.rs/data/pdf/0353-443X/ 2011/0353-443X1102089P.pdf

(ACE) Acta Economica, Vol. XIX, No. 34, 2021

PAPER TITLE — IN ANOTHER LANGUAGE, SIZE 16

1 Corresponding Author Affiliation (10pt regular, center align)
2 First Co-Author Affiliation (if different from Author Affiliation) (10pt regular, center align)
3 Second Co-Author Affiliation (if different from upper affiliations) (10pt regular, center align)

SUMMARY

If a paper is written in Serbian, an abstract is translated into English and given in
an extended form as a summary. Also, paper title and affiliation are given in Eng-
lish. If a paper is written in English, an abstract is given in Serbian in extended
form. Also, paper title and affiliation are given in Serbian.

Summary is an informative overview of an article with no more than 500 words.
It is given at the end of the paper, after the section References. Summary includes
research methodology with emphasis on methods and techniques of research,
results and scientific contribution of the paper.

Abstract in extended form, the so-called summary, is given at the end of the
paper, after the section References. If a paper is written in a foreign language, a
summary should be in Serbian, and if a paper is in Serbian language, a summary
should be written in English language. Exceptionally, it can be written into some
other language widespread in a given scientific discipline. For a summary in a
foreign language, the author must provide grammatical and spelling accuracy.
Summary length can be up to 1/10 paper length.

Keywords:
should include 4-10 key words that summarize the contents of the paper /Times
New Roman, Italic, 10/

262 http://www.ae.ef.unibl.org/


http://www.ae.ef.unibl.org/

	Оригиналани научни чланци
	Original Scientific Papers 
	EXTERNAL ADJUSTMENT AND FLEXIBILITY OF THE EXCHANGE RATE REGIME: THE CASE OF TRANSITION COUNTRIES
	ESTIMATING THE GROSS DOMESTIC PRODUCT OF NIGERIA DURING MILITARY AND CIVILIAN REGIMES: A CHOW TEST
	BUSINESS GROWTH MANAGEMENT 
IN REPUBLIKA SRPSKA
	Review Scientific Papers
	Прегледни научни чланци
	THE STRATEGY OF INCREASING PRODUCTION COMPETITIVENESS IN FOOD INDUSTRY OF THE REPUBLIC OF SRPSKA BY STIMULATING A NEW PRODUCT DEVELOPMENT
	MODERN TECHNOLOGIES AS A DETERMINANT OF SUSTAINABLE ECONOMIC GROWTH AND DEVELOPMENT OF SMALL OPEN ECONOMIES
- Potentials, challenges and possible responses -
	PREREQUISITES FOR ACCOUNTING SUPPORT IN APPLYING DIFFERENTIATION STRATEGY
	GLOBAL DEVELOPMENT OF THE ECO-INDUSTRY SECTOR
	COVID-19 PANDEMIC CHALLENGES TO MICRO, SMALL AND MEDIUM ENTERPRISES IN NIGERIA: STRATEGIC OPTIONS FOR SURVIVAL
	CLIMATE CHANGE AND ECONOMY IN NIGERIA: 
A QUANTITATIVE APPROACH
	CONFLICT OF STRATEGIES – BOSNIA AND HERZEGOVINA DEVELOPMENT STRATEGY AND SUPPORT STRATEGIES OF INTERNATIONAL FINANCIAL INSTITUTIONS
	PROFITABILITY OF AUDIT COMPANIES IN THE REPUBLIC OF SERBIA: EMPIRICAL RESEARCH 
IN THE PERIOD 2010-2019
	Preliminary Communication
	Претходна саопштења
	CREDIT POLICY OF BANKS IN THE FUNCTION OF DEVELOPING THE ECONOMY OF REPUBLIC OF SRPSKA
	ANALYSIS OF THE IMPACT OF SOCIAL NETWORKS ON THE QUALITY OF LIFE AND EDUCATION OF YOUNG PEOPLE
	AUTHORS' GUIDELINES


	_Hlk73538642
	_Hlk48728333
	_Hlk47957584
	_GoBack
	_GoBack
	_GoBack
	_GoBack

