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ABSTRACT

The rise of video streaming services has not only increased
the popularity of the platforms available, but has also
changed the way households consume content, displacing
the options offered by traditional television. The orientation
was to apply a specific interdisciplinary scientific approach,
combining economics and sociology, due to the research area
of the study. The advantages/disadvantages of streaming
platforms may play a role in the perceptions of different
age groups of users by the service provider they choose.
The aim of the research is to focus on the different video
streaming consumption habits of the various generations
(Generation X, Generation Y, Generation Z) as customers of
Netflix, HBO Max, and Disney+, the widely known video
streaming providers as reflected in the literature review. A
Likert-scale questionnaire survey was considered the most
appropriate method to achieve this objective. In order to test
the hypothesis on the relationship between generations and
video streaming usage a principal component analyses by
generation was applied. The separation of variables resulted
in the establishment of two groups, namely manipulation
(indicating the influence of the traditional way of life) and
enjoyment (influencing the choice and customer retention
of service providers). The results of the study indicate
that the generational characteristics of consumers partly
show different patterns of service use, and that the impact
of service use on traditional lifeways differs between
generations. The analysis highlights the importance of
further researches in this area, as the factors explored can
be extended to other important issues in the future.

© 2023 ACE. All rights reserved
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1. INTRODUCTION

Nowadays, linear, also known as traditional television, is facing stiff competition
from emerging streaming services, which have grown into a multi-billion dollar
industry (Herman, 2022). The ranking of video streaming providers worldwide
and internationally cannot be regarded as permanent. The popularity of the
platforms is significantly influenced by the details of the subscription schemes,
such as password sharing and the use of multiple devices at the same time
(Nathanson, 2022), or by market restructuring, which may lead to changes
in subscriber prices and the emergence of new competitors (Maglio, 2022;
Martinez-Sanchez, Nicolas-Sans & Diaz, 2021).

In the world of media service providers, the slightest economic or even social
change can drastically affect users’ value judgements (Aly Tovar, 2021).
However, the outcome of the ,Streaming War’, or the war between online media
providers, seems to be unrelated to the battle between streaming and traditional
television, as regardless of who leads the line, the popularity of linear television
seems to be breaking down (Kenworthy, 2020). Meyer (2022a, 2022b, 2022c)
identified satellite-based broadcasting as the main explanation for the catch-up
and advance of internet-based providers, citing the increase in content delivery
speed inherent in the technology. Its findings suggest that the smartphone and
tablet usage of previous years has been replaced by smart television, which
is becoming more prevalent among video content consumers. The global
subscriber numbers of the best-known platforms illustrate the global importance
of video streaming service providers. According to Pattison (2022), Netflix is
the on first place with around 225 million subscribers, followed by Amazon-
owned Prime Video (205 million subscribers), while the third in the group of
video-sharing platforms is Disney+ (130 million subscribers), HBO Max is the
fourth with 85 million subscribers, and Walt Disney-owned Hulu (45 million
subscribers) is the fifth. In terms of market share, Netflix was the most dominant
provider in Hungary (87.1%) in 2022, followed by HBO Max (61%), then Apple
TV+ (around 124,000 users) and Amazon Prime (around 91,000 users) (GKID
Economic Research Co, 2022). In Hungary, 44% of internet users aged 16 and
over are digital natives (Generation Y and Genration Z), while 56% belong to
three generations of digital immigrants (Veterans, Baby Boomers, Generation X)
(National Media and Infocommunications Authory, 2020). Almost 39% of active
internet users aged 18 and over (around 2 million users) have a subscription or
access to at least one streaming service (GKID Economic Research Co, 2022).

The aim of the research is to focus on the different video streaming consumption
habits of the various generations (Generation X, Generation Y, Generation Z) as

10 http://www.ae.ef.unibl.org/
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customers of Netflix, HBO Max, and Disney+, the widely known video streaming
providers as reflected in the literature review. A Likert-scale questionnaire survey
was considered the most appropriate method to achieve this objective. In order
to achieve this purpose, the research examines the relationships between video
streaming service providers and the generational differences associated with them
using principal component analysis, as this methodology has been proved to be
suitable for identifying and comparing different generational characteristics. For
this reason, two perspectives (possible groups of principal components) have
been taken into account: indicating the influence of traditional lifestyles, and
influencing the provider choice and continuation. The specific interdisciplinary
scientific approach could lead to the identification of significant characteristic
differences between the examined generations in their use of streaming services,
which undoubtedly influences the ways in which they communicate and interact.
In conducting the research, the following research hypothesis was determined:
Generations have different consumption behaviours and therefore decide to use
video streaming services based on diverse experiences/percepcions.

The formulation of our hypothesis was influenced by a number of reasons
determined by previous researches that studied the topic in a narrower context.
Earlier researches typically only considered age and did not segment respondents
by generation (e.g. Katherine Chen, 2019; Nagaraj, Singh & Yasa, 2021; Shin &
Park, 2021). In those studies that have conducted a generational analysis, only
two generations have generally been compared with each other (e.g. Dabija et al.,
2018; Laor & Galily, 2022; Lissitsa & Laor, 2021). It should also be noted that
this paper fills a gap in this respect, as most of the papers analyzing over-the-top
services have been written in Asia (e.g. Malewar & Bajaj, 2020; Nagaraj, Singh
& Yasa, 2021; Shim, Lee, & Oh, 2022; Shin & Park, 2021). Moreover, in most
cases the use of streaming platforms has only been studied under the assumption
of the same user characteristics (same set of variables with structural model or
factor analysis (e.g. Dabija et al., 2018; Malewar & Bajaj, 2020; Nagaraj, Singh
& Yasa, 2021; Shim, Lee, & Oh, 2022;). The concept of the present research
goes one step further by targeting 2-2 potential principal component groups per
generation.

1.1. Factors influencing the choice of service provider

Over-the-top (OTT) platforms are suitable as a substitute (Martinez-Sanchez
et al., 2021; Meyer, 2022a, 2022b, 2022c¢; Silva & Lima, 2022; Simon-Kucher
& Partners, 2019) or complement (Kim, Lee, Lee & Kim, 2021) to traditional
media (public service, commercial) consumption patterns. Unlike television,
they are characterised by lack of advertising and a wide range of programmes.

http://www.ae.ef.unibl.org/ 11
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The differences between the public’s perception, the use of the two platforms
(television, over-the-top) (e.g. Katherine Chen, 2019; Sahu, Gaur & Singh,
2021) and the reasons for subscribing to OTT providers (e.g. Devadas, 2022;
Westcott et al, 2022) have been investigated from several aspects (e.g. economic
development), the results of which are summarised in Table 1.

Based on the literature review, certain factors (e.g. price, convenience,
availability of programmes, lack of advertising) have been highlighted in several
studies. Mulla (2022) categorized and analysed studies on streaming platforms
published between 2007 and 2021 in a review article. The results show that the
use of OTT platforms is influenced by the following 12 factors: content, price,
flexibility, convenience (perceived ease of use), perceived usefulness, perceived
enjoyment (hedonic motivation), desire to be freed from any constraint,
entertainment value, socialization, culture inclusion, binge-watching, and self-
efficacy. Devadas (2022) research on purchase and continuation intention should
be also emphasied, which shows that, in addition to price, convenience and a
wide range of programmes, the possibility of binge-watching is also a priority
for subscribers. With the presence of video streaming platforms, the user base
is becoming increasingly aware, so even for the most popular providers (e.g.
Netflix, Disney+), understanding the aspects of customer retention related to
value for money will be key for the future (Westcott et al, 2022).

Table 1. Factors affecting OTT usage based on literature review

Location of

Source Factors influencing OTT usage (advantages) the Study
Katherine Chen, 2019  amusement, convenience, ease of use, information Taiwan
content, price, relaxation, social interactions
Nagaraj, Singh & Yasa, content, convenience, features, price, quality India
2021
Malewar & Bajaj, 2020 content availability, performance expentancy, price India
Shim, Lee, & Oh, 2022 foreign content, movies, original content, South-Korea
Shin & Park, 2021 content diversity, ease of use, enjoyment, price, quality, South-Korea
social interaction
Meyer, 2022a, 2022b,  availability on multiple devices, ease of use, no Austria,
2022¢ contract period, price, time-shifted television, watching Germany,
television on the go, wide range of content, Switzerland
Wanat, 2022 exclusive content, good recommendation system, high ~ Poland
quality, lack of advertising, legal streaming, offering the
best movies, offering the best series, offline viewing,
price, working smoother
National Film Institute access to the latest trends, availability on multiple Hungary

[NFI], 2020 devices, ecase of use, exclusive content, faster access to
content, flexibility, lack of advertising, original content,
wide range of content

Source: Authors’ editing

12 http://www.ae.ef.unibl.org/
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Chakraborty et al. (2023) indenified five factors of customer retention: social
value (acceptance, perception), functional value (price, quality), emotional value
(satisfaction, enjoyment), epistemic value (novelty, curiosity) and conditional
value (discounts, offers). It was found that all 5 factors are necessary to build trust
in OTT providers, but that social value, unlike the other 4 factors, does not have
a significant impact on customer retention, as the importance of belonging to a
platform in terms of social perception is decreasing. The formation of divergent
opinions among social groups, in line with Buda (2019), is believed to be due to
the different acceptance of social norms across generations, as well as historical
turning points (e.g. the outbreak of war) and the diffusion of technological
innovations (e.g. the internet).

1.2. Generational differences in video streaming services

Distinguishing between generations and comparing their behaviours is a complex
task, thus the theoretical approaches are not consistent. According to Csutoras’
(2020) studies, the first modern empirical research on generations was conducted
on the basic assumptions of Mannheim’s theory, which laid the foundation for
the generation concepts still used today. According to the theoretical approaches
based on collective consciousness (Howe & Strauss, 1991, as cited in van Eck
Duymaer van Twist & Newcombe, 2021) generations can be defined as groups
that share a common historical past and space, thus providing a collective identity
for the group members. The most commonly used approach distinguishes
generations by age, using birth intervals of 10-15 years, linking the cut-off
points to major events, as in collective theory (Lyons & Kuron, 2014). Some
research studies (e.g. Kertzer, 1983; Twenge, 2000) dispute that approaches
using age, age-length and historical effects reflect generally acceptable results.
Regarding the labour market, the following generations can be distinguished:
Veterans (1930-1949), Baby Boom Generation (1950-1965), Generation X
(1966-1989), Generation Y (1985-2000) and Generation Z (born around the
second Millennium) (Mannheim, 1952; Képhazi, Pétervari, & Balassa, 2018).
Therefore, the term generation can be approached in many different ways: age,
birth interval, historical past, and membership of a company/organisation.

In addition to the generational theories already described, the specific topic
of this study required the application of a concept that distinguishes between
age groups based on differences in Internet use and digital device use. This
approach was considered important in present research, as several analyses
(e.g. Dabija, Bejan, & Tipi, 2018; Kulcsar, 2008; Raffer, 2020) have shown
that the application of the before mentioned framework can show significant
differences between generations. The results of several studies (Foldvari, 2017,

http://www.ae.ef.unibl.org/ 13
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Komar, 2017) have confirmed that Generation Z (1996-2010) shows significant
differences from Generation X (1961-1981) and Baby Boomer (1943-1960)
not only in terms of device use, but also in mindset, emotional expression and
problem solving. Kulcsar’s (2008) and McCrindle’s (2018) classifications of
generations’ attitudes towards the digital world were found to be suitable for
the present analysis, namely: Veterans (1925-1945), Baby Boom Generation
(1946-1964), Generation X (1965-1979), Generation Y (1980-1994), Generation
Z (1995-2009) and Generation Alpha (2010-). In the following, the differences
between generations will be outlined.

The generational differences in communication, device use, content consumption
and behaviour (e.g. etiquette, netiquette) caused by the digital world have been
defined by several scholars (e.g. Carrillo-Duran, Ruano-Loépez, Fernandez
Falero, & Trabadela Robles, 2022; Dabija et al, 2018; Downes, 2019; Kulcsar,

2008). Table 2 summarises the differences in digital device use by generations.

Table 2. Characteristics of digital device use by generations

Generation  Features of digital device use Source

Veterans Challenge Ali & Szikora, 2017
Lack of confidence Jiang, 2018
Physical difficulties

Baby Acceptance Carrillo-Duran et al., 2022

Boomers Replacing traditional media content on an Downes, 2019
occasional basis Kulcsar, 2008
Tool for basic communication Towner & Lego Munoz, 2016

Generation ~ Awareness of own limitations Dabija et al., 2018

X Consciousness Downes, 2019
Digital skills acquired at an older age Jung & Melguzo, 2021
Excellent technical skills Kamber, 2017
Responsibility Lissitsa & Laor, 2021
Supplementing traditional options

Generation  Active social media presence Bolton et al., 2013

Y Early use Dickey & Lewis, 2010
Intensive internet use Kulcsar, 2008
Internet-based networking MacKenzie & Scherer, 2019
Keeping track of new technologies McAlister, 2010
Multitasking Savage, 2006
Online entertainment Werenowska & Rzepka, 2020
Use of convenience features

Generation  Access to diverse contents Ahn, 2022

Z Increased streaming and OTT platform use Jung & Melguzo, 2021
Price sensitivity Kulcsar, 2008
Psychopathological symptoms in case of Laor & Galily, 2022
absence Reinikainen, Kari, & Luoma-
Routine use of devices, new technologies Aho, 2020
Social media-based communication Taylor, 2020
Wide range of device usage Westcott et al., 2022

Yadav & Rai, 2017
14 http://www.ae.ef.unibl.org/
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Generation  Features of digital device use Source
Generation  Addiction Cirilli & Nicolini, 2019
Alpha Fast information needs Palinkas & Purgel, 2019

Increased use of digital spaces
Sharing attention
Virtual friendships

Source: Authors’ edit based on sources cited

The reviewed literature supported the choice of Kulcsar’s (2008) and McCrindle’s
(2018) classification, which allows the comparison of specific generational
groups separated by digital device usage patterns, based on their user perceptions
and habits.

2. MATERIALS AND METHODS

The aim of the research is to explore the relationships between video streaming
service providers and the generational differences associated with them using
principal component analysis, as the different sets of variables and factor weights
of principal components representing the mindsets of age groups may reveal
relevant information in this regard. It is assumed that two principal component
groups can be distinguished, namely the manipulative (indicating the influence
of traditional lifestyles) and the enjoyment (influencing the provider choice and
continuation), which indicate generational differences.

The orientation was to apply a specific interdisciplinary scientific approach,
combining economics and sociology, due to the research focus of the study on
video streaming consumption behaviour. Therefore, the present study focuses on
different video streaming consumption habits of different generations that are
customers of Netflix, HBO Max and Disney+, the best known video streaming
providers, as reflected in the literature review. In terms of generations, the
special classification (based on attitudes towards the digital world) of Kulcsar
(2008) and McCrindle’s (2018) was applied: Veterans (1925-1945), Baby Boom
Generation (1946-1964), Generation X (1965-1979), Generation Y (1980-
1994), Generation Z (1995-2009) and Generation Alpha (2010-). In designing
the survey, the aim was to reach as many generations as possible, therefore in
addition to online surveys on the university’s social media site, the snowball
method, a non-probability sampling was applied to conduct our primary research,
taking advantage of the authors’ multi-generational network of contacts. In
addition to closed-ended multiple-choice questions related to demographics and
video streaming habits, incorporating variables already used/tested in previous
research ordinal scales (4-point Likert scale, 48 variables) was also applied in

http://www.ae.ef.unibl.org/ 15
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the questionnaire. A total of 350 responses were received during the completion
period (21.10.2022 - 2.11.2022), but only respondents with an OTT subscription
were included in our analysis, leaving a sample of 264 respondents after data
cleaning (Table 3). Taking the responses to our questionnaire into account, the
Baby Boomer and the Alpha Generations were excluded from the analysis due
to their low sub-sample. Obviously, the research method was chosen with the
limitations of the data collection in mind, so it was a non-representative, cross-
sectional analysis (study of data on a sample population at a given point in time).
The necessary tests and the principal component analyses were performed using
IBM SPSS Statistics 25.

Table 3. Number of OTT users per generation (person)

Generations OTT usage
Name Birth interval No Yes Total
Baby Boomer 1946-1964 18 8 26
Generation X 1965-1979 32 72 104
Generation Y 1980-1994 12 76 88
Generation Z 1995-2009 24 104 128
Generation Alpha 2010- 0 4 4
Total 86 264 350

Source: Authors’ edit based on the questionnaire answers

The past decades have shown that principal component analysis has become
increasingly accepted for questionnaire surveys, as it is suitable for exploring
relationships between variables, identifying the most important variables and
facilitating data interpretation (Sajtos & Mitev, 2007). The literature emphasises
the minimum sample size, whereby the method is not recommended for sample
sizes below 50 respondents, and the item/variable ratio criterion, according to
which a principal component analysis requires at least ten times more respondents
than the number of variables used in the survey (Csanddy, Horvath-Szovati, &
Szalay, 2013).

The principal component analysis was run several times for each generation in
order to achieve the best model fit with the available sample. The following
acceptance criteria were defined during the research:

Kendall’s tau b: >0.3

- Kaiser-Meyer-Olkin Measure of Sampling Adequacy (KMO): >0.5
Bartlett’s Test sig.: <0.05

Communalities: >0.25

16 http://www.ae.ef.unibl.org/
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- Goodness of Fit Test: >0.00
- Total Variance Explained: > 33%
- Factor Weights: > 0.25 (Barna & Székelyi, 2008).

In this paper, only the best-fit version of the model is presented, in which the
total set of variables included is as follows (the literature basis for inclusion in
the study is also indicated):

1. Manipulation principal component group:
o vl _1: internet usage habits (Kwon & Wen, 2010; Leung, 2007)
o vl _2: free time activities (Fekete, 2018; Murtaza, Molnar, & Szakacs,
2021)
o vl 3:social life (Prasad, 2021)
o vl _4: private life (McDaniel & Coyne, 2016; Negi & Gupta, 2022)
o vl _5: working/studying (Prasad, 2021; Safar & Alkhezzi, 2016)

2. Enjoyment principal component group:

0 v2 1:rewatchability (Arriaga et al. 2019)
v2_2:language learning (NFI, 2020)
v2_3: exclusive content (NFI, 2020; Wanat, 2022)
v2_4: high video quality (Nagaraj et al. 2021; Yousaf, Mishra, Taheri,
& Kesgin, 2021)
v2_5: wide range of content (Meyer, 2022a, 2022b, 2022¢; NFI, 2020)
v2_8: original content (Yousaf et al, 2021; Shim et al. 2022)
v2_11: flexibility (Mulla, 2022; Nagaraj et al. 2021)
v2_12: season-by-season publication of series (Devadas, 2022)
v2_13: convenience (Devadas, 2022; Katherine Chen, 2019; Sahu et
al. 2021)

000D

0O000D

The sets of variables of the principal component groups created by generation
are presented in Table 4. Research on the methodology of principal component
analysis has emphasized the examination of normality (Fornell & Larcker,
1981; Sajtos & Mitev, 2007). However, in case of the Likert scale questions
applied in this analyses, it should be noted that these are not continuous interval
scales, and thus typically do not meet the criteria of traditional normality tests
(e.g. Kolmogorov-Smirnov test, Shapiro-Wilk test, skewness and kurtosis).
The results of several simulation studies (e.g. Muthén & Kaplan, 1985) have
shown that other criteria can be used to determine whether normality is fulfilled
for ordinal scales (Rozsa et al, 2019). For factor based models (Dash & Paul,
2021), it is proposed to determine the degree of normality violation (Rozsa et
al, 2019), for which there are no generally accepted critera. However, in the
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case of multivariate analysis (e.g. principal component analysis), a skewness
of less than 2 and a kurtosis of less than 7 are considered appropriate (Byrne,
2010; Chou & Bentler, 1995; Curran, West, & Finch, 1996; Muthén & Kaplan,
1985). George & Mallery (2010) suggest in a slightly different approach for
psychometric purposes (e.g. attitudes, exploration of personal characteristics) a
cut-off between +2 and -2 for questionnaire surveys. The values of the variables
used in our model can be accepted (Table 4), since all, except for two (v1 3,
v2_11) which are acceptable according to the more permissive literature, meet
even the stricter criteria.

Table 4. Skewness and kurtosis values (normality) of variables included in the model

Principal component groups Generation Variable Kurtosis Skewness
vl 1 0.158 -0.933
vl 2 -0.178 -0.520
1963-1979 vl 3 0.228 -2.004
vl 5 0.183 -0.619
vl 2 0.340 -0.814
. . vl 3 -0.139 -0.017
Manipulation 1980-1994 vi 4 0186 0,042
vl 5 0.310 -0.232
vl 2 0.054 -1.136
vl 3 0.133 -0.715
1995-2009 vl 4 0.269 -0.638
vl 5 0.662 0.404
v2 1 -0.475 -0.630
v2 4 -0.696 -0.630
1965-1979 v2.5 -0.609 -0.566
v2 13 -0.388 -1.513
v2 3 -0.848 -0.394
v2 4 -1.220 -1.064
Enjoyment 1980-1994 v2 11 -1.967 3.693
v2 12 -0.478 -0.216
v2 13 -0.593 -0.917
v2 1 -1.102 0.473
v2 2 -0.975 -0.718
1995-2009 v2 4 -1.282 0.772
v2 8 -0.298 -1.236

Source: Authors’own calculations based on the questionnaire answers

Additionally to the analysis of the deviation from the normal distribution, the
evaluation of the Cronbach’s alpha is also widely used in the construction of
questionnaire scales, indices, factors, where the generated composite indicators
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should have an alpha value of at least 0.7 (Cronbach, 1951; Karasz, Nagybanyai
Nagy, Sz¢1l, & Takacs, 2022; Peterson, 1994). The Cronbach’s-Alpha values of
the clustered principal components generated by generations meet this criterion
(Table 5).

Table S. Cronbach’s-Alpha values of principal components

Principal component groups Generation Cronbach-Alpha values
1965-1979 0.788

Manipulation 1980-1994 0.740
1995-2009 0.729
1965-1979 0.766

Enjoyment 1980-1994 0.819
1995-2009 0.806

Source: Authors’own calculations based on the questionnaire answers

In addition to the so-called lower threshold value (0.7), it is important to note
that values which are too high (above 0.9) are not considered acceptable either,
as they may indicate some kind of redundancy between variables (Nagybanyai
Nagy, 2006). This may be due to the similarity (quasi-duplication) of the
questions included in the study and thus the identical information content of the
given answers (Ponterotto & Ruckdeschel, 2007). The alpha values of the study
are within the appropriate values as formulated in the literature, so the variables
included in the questionnaire provided consistent measurement.

Testing for multicollinearity is also an important requirement for multivariate
principal component analysis, as it allows to determine the strength of
relationships (correlation, significance level) between the variables included.
Therefore, in the selection of the variables included in the study, it was aimed to
achieve the minimum significant correlation values (p>0.3; sig<0.05) defined by
Barna & Székelyi (2008), thus constructing the principal components for each
generation. As a consequence of the Likert scale questions used in the survey,
the correlation tests for the ordinal scales were performed with Kendal’s tau-b.

Principal component analyses were carried out with the following settings:

- Maximum-likelihood method
- Varimax-rotation (variance maximalization).

The adequacy of the data used for the principal component analysis was
verified by Bartlett’s tests and the Kaiser-Meyer-Olkin Measure of Sampling
Adequacy (KMO) values (Tables 5-6). The KMO values exceeded 0.7 in all
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cases (6 principal components in total for 2 principal component groups) and the
explanatory power (total variance explained > 40% in all cases) met the criteria
expected from the literature (Table 6).

Table 6. KMO and Total variance explained values of principal components

Total variance

Principal component groups Generation KMO Bartlett’s test explained (%)
1965-1979 0.745 sig<0.001 50.334

Manipulation 1980-1994 0.713 sig<0.001 46.545
1995-2009 0.735 sig<0.001 41.912
1965-1979 0.746 sig<0.001 46.636

Enjoyment 1980-1994 0.840 sig<0.001 50.451
1995-2009 0.779 sig<0.001 51.842

Source: Authors’own calculations based on the questionnaire answers

To test model fit, a Goodness of Fit test was also carried out (Table 7), the results
of which supported the feasibility of the principal component analyses with the
variable sets already described (Table 4).

Table 7. Goodness of Fit test of principal components

Principal component groups Generation Chi-Square df sig
1965-1979 3.846 2 0.148

Manipulation 1980-1994 3.492 2 0.174
1995-2009 1.376 2 0.503
1965-1979 4.627 2 0.099

Enjoyment 1980-1994 2.535 5 0.771
1995-2009 3.643 2 0.162

Source: Authors’own calculations based on the questionnaire answers

A Pearson’s correlation test was also conducted between the principal component
scores developed for the two principal component groups by generation, as it
was considered important to explore possible correlations between the principal
components of enjoyment (influencing the provider choice and continuation)
and manipulation (indicating influence on traditional lifestyle).

3. RESULTS

The evaluation of the principal component analyses starts with an overview of
the generational variable sets and their factor weights. Table 8 shows the factor
weights of the principal components created in the manipulation principal
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component group, which allows the identification of key differences. Regarding
the oldest age group, the most significant factor is the change in leisure
activities through the use of video streaming services, which is also important
for Generation Z, but plays a less important role for Generation Y. Generation
X’s perception of digitalisation differs from the other two generations studied
(Carrillo-Duran et al, 2022; Dabija et al, 2018), so the effect of streaming on
internet use is only significant for them.

Table 8. Factor weights of principal component analysis’ variables of the manipulative
principal component group

Manipulative principal component group Generation X Generation Y  Generation Z
Variables (1965-1979) (1980-1994) (1995-2009)
Internet usage habits (v1_1) 0.490 - -

Free time activities (v1_2) 0.766 0.266 0.540
Social life (v1_3) 0.370 0.641 0.262
Private life (vl1_4) - 0.703 0.294
Work/Study (v1_5) 0.353 0.252 0.581

Source: Authors’own calculations based on the questionnaire answers

In terms of personal and social life, Pea et al. (2012) found that the online
presence of young people significantly changes the way they interact and engage
with others. According to our survey this correlation may be the most relevant
for members of Generation Y in terms of their use of video streaming platforms.
Therefore online film and television viewing has changed the social life of
those born between 1980 and 1994. For Generation Z, it is of high importance
to achieve harmony between personal and business life (Dam, Hack-Polay,
Rahman, & Mahmoud, 2023) a unique situation in which they are confronted
with a number of impulses and challenges (Tari, 2011). For them, acceptable
working conditions require a specific set of skills (Wadhawan & Sinha, 2017),
thus it is understandable that online video content consumption, presumably
due to the eclipse of work identification, may have the greatest impact on their
specific perceptions of work and learning opportunities and leisure activities.

Generational differences can also be detected in terms of service choice and
customer retention (Table 9). For each of the age groups studied, the high quality
of video available on OTT platforms is (almost the most) important as it also
influences platform choice. The literature is divisive in this respect, as some
previous analyses (e.g. Cha, 2014) cannot confirm this finding, but the results
of some authors (e.g. Yousaf et al. 2021) suggest that this is a fundamental
assumption for users’ continuous service use. Their results show that high video
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quality is the most important factor for Generation X, but that convenience,
rewatchability and a wide range of content also appear in the main component
with almost equal weight.

Table 9. Factor weights of principal component analysis’ variables of the enjojment
principal component group

Enjoyment principal group Generation X Generation Y Generation Z
Variables (1965-1979)  (1980-1994)  (1995-2009)
High video quality (v2_4) 0.541 0.585 0.545
Convinience (v2_13) 0.471 0.585 -
Rewatchability (v2 1) 0.453 - 0.389
Wide range of content (v2_5) 0.400 - -
Exclusive content (v2_3) - 0.623 -
Flexibility (v2_11) - 0.444 -
Season-by-season publication of series (v2_12) - 0.285 -
Language learning (v2_2) - - 0.535
Original content (v2_8) - - 0.605

Source: Authors’own calculations based on the questionnaire answers

Zemoga (2022) forecasts for OTT platform usage that the choice of users between
service providers is significaltly determined by the availability of exclusive and
original content. Ahn’s (2022) research in Korea suggests that these factors are
important for all generations in order to reinforce subscriber intent and maintain
satisfaction. Our results partially contradict this, as exclusive content is of high
importance for Generation Y and original content for Generation Z. However,
these variables are not even part of the main enjoyment driver for Generation X.

The role of binge-watching cannot be ignored either, as several studies
(including Flayelle et al, 2020) have already shown that it is a widespread form
of behaviour. Two manifestations of this phenomenon have been identified by
Flayelle et al. (2020): usage satisfaction (pleasurable experience, conscious)
and dysfunctional use of technologies (negative output, impulsivity, addiction).
Binge-watching was defined as a characteristic of Generation Z by Ayten, Bulat
Demir, & Inceismail (2019), while Matrix (2014) describes it as a characteristic
of Generation Y. Therefore, we believe that this type of viewing is not necessarily
linked to generational differences, but rather to age. Generation Y is the only
group in the present research where it has become part of the main component of
enjoyment, therefore it seems to be the least important factor determining service
choice.
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The Principal Component scores for the generated principal components were
also determined in order to investigate the correlations between the manipulation
and enjoyment principal components (Table 10).

Table 10. Results of correlation analysis

Generation X GenerationY  Generation Z Full sample

Correlation n=72 n=76 n=104 n=252
Principal Components

Sig. Pearson Sig. Pearson Sig. Pearson Sig. Pearson
Enjoyment-Manipulation 0.243 0.139 <0.001 0.453 0.588 0.054 <0.001 0.202

Source: Authors’own calculations based on the questionnaire answers

Analyses by generation showed a significant positive correlation of medium
strength only for Generation Y. In the other two cases, no significant correlation
was found and the possible existence of a relationship was therefore rejected. For
the correlation analysis performed on the whole sample, the principal component
values generated by generation from the different sets of variables were treated
together, as they had the same meaning (enjoyment factor: service choice;
manipulation factor: impact on living conditions). For the sample as a whole, a
significant correlation with a positive direction and very weak correlation was
obtained, suggesting that there may be a relationship between the two principal
components, but this is significantly affected by the different sets of variables.

5. CONCLUSIONS

The constructed principle components (2 principal component groups, 3
generations, 6 in total) provided acceptable results based on preliminary tests. In
response to the hypothesis (Generations have different consumption behaviours
and therefore decide to use video streaming services based on diverse experiences/
percepcions.), it can be concluded that generational differences were observed
for both the manipulation and enjoyment factors, as the numbers and weights
of the included variables - that guaranteed model fit - differed in most cases.
Generational differences in the aspects of influencing service choice are the
most pronounced, which may be due to the different attitudes of the age groups
towards digitalisation.

Using different sets of variables, generational differences (based on the acceptance
criteria) were examined in present study, which have provided the basis for our
findings. Correlation analysis between the manipulation and enjoyment factor
was not able to determine the direction of the relationship, therefore further
statistical procedures (e.g. structural model) can be proposed. Due to the lack
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of representativeness, present findings should be treated with a certain degree of
caution, but may serve as a basis for further research.
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AHAJIN3A TTTABHUX KOMITIOHEHTU T’EHEPAIIMJCKHUX
INPE®EPEHIINJA VY IOIVIEAY HAJBUIIIUX YCJIIVTA —
CTYAUJA CIOYYAJA Y MABAPCKOJ

1 Tamam Bunakonu, Exonomcku daxynret, Yausepsurer Ceuersu Mmrean, Mahapcka
2 Jlumun AHa Majuan, crynent, Exonomcku dakynret, YauBep3urer Ceuewsn Mmrean, Mahapcka
3 [lerpa Muxkioc, crynent, Exonomcku dakynrer YauBep3urera Ceuern UrBan, Mahapcka
4 Jymur Ilerpa Konran, Exonomcku dakynrer, Yausepsurer Ceuewn UmrBan, Mahapcka

CAKETAK

[Mopact ycnyra BUIEOCTpUMOBAbA HE caMmo Jia je moBehao momyaapHOCT JIOCTYITHUX
wiaropmu, Beh je IPOMHUjEHHO ¥ HAYWH Ha KOju JOMahHWHCTBa KOH3yMHPajy
caapxaj, 3aMmujeryjyhu omigje Koje HyId TpaaullMOHAIHA TeJICBU3Mja.
OpujeHraliyja je Ouia npuMjeHa celu(GUIHOr HHTEPAUCIUIUIMHAPHOT HAYYHOT
NPUCTYTa, KOMOMHY)YhH €KOHOMH]Y H COITHOJIOTH]Y, 300T HCTpayKUBavYKe 00JIacTH
cryauje. [IpenHocTH, OMHOCHO HETOCTAIH IIaT(GOPMHU 38 CTPUMHHT MOTY UTPaTH
yAOTY Yy TEpUENIUji pa3induTUX CTAPOCHUX Tpyla KOPUCHHKA Off CTpaHe
mpoBajaepa yciayra kojer omgabepy. Llnib uctpaxkupama jecte na ce hokycupa
Ha Pa3NMYUTEe HAaBUKE MOTPOIIHE BUICOCTPHUMHUHTA Pa3IMYMTUX TeHEpaluja
(reHepaliyja UKc, reHepallija UIICHIIOH, TeHepaliyja 3) Kao MmoTpoliaya caapxaja
Herdnukca, XbO Makca u [du3Huja+, HAOITUPOKO IMO3HATAM IIPOBajIepuUMa
BUJICOCTPUMOBAMA, KaKo je TIOKa3aHo y Mperieqy jureparype. Mcrpaxupame
3aCHOBAHO Ha aHKETHpamy 10 JINKEPTOBOj CKaJIM ce cMaTpaa HajIpUKITaTHHjUM
METOJIOM 32 TIOCTH3ame OBOT IMJba. [la OW ce TecThpana XWIoTe3a O OIHOCY
u3mely rerepanuja u kopumhema BUICOCTPUMUHTA, IPUMHIjCHEHA je aHa3a
[JIaBHE KOMIIOHEHTE I10 reHepaliyjama. PasnBajame BapujaOau pe3yaTHpao je
YCIIOCTaB/balbeM JIBHj€ IPyIe, U TO: MaHMIyJanuja (IITO yKasyje Ha YTHIA]
TPAIUITMOHATHOT HAYWHA KUBOTA) U y)KUBamke (YTHIIA] HA H300pP U 3aApKABAHE
KOPUCHMKA yCayra ImpoBajaepa). Pesynraru cTyauje ykasyjy Jia TeHepallijcKe
KapaKTePUCTHKE IIOTpoIaya JIjeJIMMHYHO II0Ka3yjy pa3indure oopaciie
kopumhema yciyra, Te Jja ce YTHIa] KopHuihema ycinyra Ha TpaauluOHAIHE
CTHJIOBE JKMBOTaA pasiinkyje Meh)y reHepaiujama. AHajau3a Harianiapa BaXKHOCT
JaJbUX HWCTPaXKWBamba y OBOj OOJNACTH, jep ce HCTpaxeHW (akropu Mory
MPOIIMPUTH Ha JApyra BaKHa NMUTama y OymyhHOCTH.

Kibyune pujeum: najeuwie yciyee, ananuza 21a8HuUxX KOMNOHEHMU, 2eHepayujcke
pasnuke, nepyenyuja, MaHUnY1ayuja, yrcusarse.
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ABSTRACT

This study seeks to examine the effectiveness of enterprise
risk management (ERM) implementation in the Nigerian
manufacturing sector. The objective of this study is
to analyze the risks faced by manufacturing firms in
Nigeria and to recommend actions to address and reduce
anticipated hazards. This research used both inferential
and descriptive statistics to examine the effectiveness
of ERM application in Nigeria’s manufacturing sector.
The data for this study were collected from the financial
statements of manufacturing firms and other relevant
publications by manufacturing firms in Nigeria from
2016 to 2020. The study found that ERM has a positive
relationship with financial performance indicators such as
return on investment, dividend, earnings per share, market
capitalization, price earnings ratio, and dividend per share.
The study recommends that manufacturing companies in
Nigeria should implement ERM as an ongoing activity to
improve their risk management practices, enhance their
effectiveness, and ensure their long-term sustainability.
This study contributes to the literature on ERM
implementation in the Nigerian manufacturing sector and
provides valuable insights for policymakers, regulators,
and business managers.

© 2023 ACE. All rights reserved

1. INTRODUCTION

The pursuit of safety is the primary focus of individuals, households, governments,
and business organizations. But today, businesses are exposed to a wide range of
risks due to the complex and continually demanding global business environment
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as the business grows in size, making effective risk management crucial as the
risk arises (Olaiya, Arikewuyo, Sogunro & Yunusa, 2021). However, in this
challenging period of Nigeria’s economy, the manufacturing sector, as a key part
of the economy that accounts for about 10% of GDP and provides employment
for the masses, is faced with a lot of challenges such as inadequate infrastructure,
limited access to financing, high energy costs, inefficient regulatory environment,
and inadequate skills (Olayinka, Emoarehi, Jonah & Ame, 2017). The government
has implemented policies to support its growth, but it still faces challenges such as
high costs of doing business, limited access to credit, poor infrastructure, supply
chain disruptions, equipment failure, foreign exchange fluctuations, inflation,
interest rate fluctuations, power outages, and other issues that could impact
production and the company’s financial performance. Consequently, it is crucial
to manage the various categories of risk that have been identified in an effective
manner by developing a comprehensive risk management plan that outlines the
specific risks they face and the strategies they will employ to mitigate those risks
(Olaiya, Adebayo, Ariyibi & Olowofela, 2022).

Effectiveness is seen as the degree to which the firm achieves its objectives
and goals, such as delivering products of superior quality to customers,
generating profits, and maintaining a competitive advantage in the market. In
general, the effectiveness of a manufacturing firm can be measured in terms of
various performance indicators, such as financial performance, product quality,
production efficiency, customer satisfaction, and employee satisfaction (Jusoh &
Parnell, 2008). Effective implementation of ERM can help to mitigate risks and
uncertainties that the manufacturing sector is exposed to, which could affect the
effectiveness of the sector. By implementing ERM, manufacturing companies
can identify potential risks and uncertainties that could impact their operations,
and develop strategies to manage, monitor, and control those risks. This can help
to improve the effectiveness of the manufacturing sector in terms of achieving
its business objectives, improving operational efficiency. ERM is a strategic
management process that involves identifying, assessing, and mitigating risks to
an organization’s objectives, including its financial performance, reputation, and
operations. By implementing ERM practices, a manufacturing firm can improve
its ability to identify and respond to potential risks, as well as take advantage of
opportunities that may arise.

Despite the challenges faced by manufacturing companies in Nigeria, it is
difficult to achieve their objectives, deliver high-quality products to customers,
generate profits, and maintain a competitive advantage in the market. To
effectively manage the risks associated with these challenges, manufacturing
firms need to implement effective enterprise risk management (ERM). However,
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despite the benefits of ERM, very few businesses in Nigeria have implemented
it, and there is limited research on the efficiency and effectiveness of ERM in
the Nigerian manufacturing sector. Therefore, the problem this study seeks to
address is the lack of understanding of the extent to which ERM implementation
influences the effectiveness of Nigerian manufacturing firms (Iwedi et al., 2020;
Ogundajo, Adefisoye & Nwaobia, 2020). The aim of this study is to examine
the effectiveness of risk management (RM) implementation in the Nigerian
manufacturing enterprise.

This research work is structured into five main sections. The initial section
provides an introduction to the topic under investigation. The second section
offers a literature review, while the third section outlines the research methodology
used in the study. The fourth section details the research findings, and the final
section offers conclusions and recommendations based on the study.

2. MATERIALS AND METHODS

Numerous research studies have examined how the implementation of ERM
affects the performance of manufacturing companies. For example, a study by
Ogundajo, Adefisoye & Nwaobia (2020) found that ERM adoption positively
influenced the financial performance of Nigerian manufacturing firms. Similarly,
Iwedi, Anderson, Barisua & Zaagha (2020) found that ERM implementation was
positively associated with the operational performance of Nigerian manufacturing
firms. In addition to financial and operational performance, ERM implementation
has improved other aspects of manufacturing firms’ effectiveness. For instance,
a study by Li, Zhang & Huang (2019) found that ERM adoption was positively
associated with product innovation performance in Chinese manufacturing
firms. Another study by Wang & Lu (2018) found that ERM practices positively
influenced the environmental performance of manufacturing firms in China.

To achieve an effective enterprise risk management, it is crucial to foster an
appropriate risk culture within the organization. The Board has a significant
role to play in establishing policies and guidelines that promote a strong
control environment and set the right tone at the top. They should also define
the appropriate risk appetite for material risks and assume responsibility for
risk governance by implementing a suitable committee structure to oversee
management in identifying and mitigating strategic, operational, compliance,
and financial risks (Burnaby & Hass, 2009).

The management’s ability to effectively manage risks should be given sufficient
attention in evaluating their performance. In some cases, specialized Board
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Committees may need to be established to address specific key risks that require
more specialized expertise and experience (Ashby, Bryce & Ring, 2018). To
ensure effective risk management, the Board should also establish robust ongoing
and periodic monitoring functions for material risks, which provide timely and
accurate reporting to the relevant committees and the Board. Additionally, the
Board must take decisive and timely action in response to reported deficiencies,
non-compliance, and deviations.

According to Mikes & Kaplan (2014), it is essential to choose a risk management
tool that aligns with the firm’s calculative culture and the measurable attitudes
demonstrated by senior decision-makers towards mitigating risk. This alignment
can lead to a meaningful and beneficial correlation between risk management,
organizational performance and profitability. Effective and efficient risk
management strategy will also play a determinant role in manufacturing
industries financial performance in Nigeria. Where the manufacturing sector
does not successfully control its risks, its performance will be unsteady. Effective
risk management culture and practice will result in better performance, protect
their assets and safeguard the investors’ wellbeing (Wisdom & Isiaka, 2018).

Otekunrin et al. (2021) highlighted the inadequacy of traditional risk management
methods in the face of increased volatility in the commercial sector. Consequently,
an integrated approach known as enterprise risk management (ERM) has
emerged. However, previous research on ERM disclosures has primarily taken
a book-based approach, which may not accurately reflect the importance of
ERM and its impact on financial performance. To address this gap, the authors
conducted a study using both book-based and market-based approaches to
analyze the relationship between ERM and the financial performance of listed
manufacturing firms in Nigeria. The study examined relevant ERM theories,
including agency theory, stakeholder theory, and ERM theory, to investigate
their relevance to financial performance. Their study used panel data analysis on
time-series and cross-sectional data of thirty listed manufacturing enterprises in
Nigeria from 2010 to 2018. The Hausman test determined that the random effect
was more appropriate for interpretation. The study’s findings supported the a
priori hypotheses, indicating that the profitability ratio, liquidity ratio, market-
based ratio to risk board committee, board size, company size, and directors’
ownership all had varying degrees of statistical significance in influencing the
profitability of the firm.

Iwedi et al. (2020) assert in their study that risk management and business
hazards affected the value of shareholders. The study’s results indicate that the
effect of risk on shareholder value is contingent on the nature of the risk and
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the type of value being considered. Specifically, their study revealed that an
increase in business risk leads to a decrease in corporations’ dividends per share
and earnings per share. However, financial risks were found to have a positive
impact on shareholder value, particularly on value that is not directly related
to dividend payouts. The authors also discovered that risk management based
on institutional holdings had the most significant positive effect on shareholder
value. Notably, the study’s focus was limited to non-financial variables.

Adegbaju & Adeboye (2019) examined the relationship between ERM
implementation and financial performance in the Nigerian manufacturing sector.
The study surveyed 200 manufacturing companies and found that those with
more advanced ERM systems tended to have better financial performance. The
study sampled 200 manufacturing companies from the South-western region of
Nigeria, which may not be representative of the entire manufacturing sector in
Nigeria and the study only considered a limited number of variables, including
ERM implementation and financial performance. Other factors that may
influence financial performance, such as organizational culture, leadership style,
and market conditions, were not considered.

Ogunjobi & Ogunnaike (2018) focused on the banking sector, as it may still
provide some relevant insights into ERM implementation in Nigeria. The study
surveyed 10 Nigerian banks and found that while most of them had implemented
ERM frameworks, there were still some challenges to effective implementation,
including lack of board support and inadequate risk culture. The study surveyed
only 10 banks in Nigeria, which may not be representative of the whole banks
in Nigeria.

In the study of Olayinka, Emoarehi, Jonah & Ame (2017) focused on the financial
industry in Nigeria to examine the impact of Enterprise Risk Management (ERM)
on financial performance in emerging markets. The study included 40 firms over
the period 2012-2016, with a total of 200 observations. The study used Return
on Assets (ROA) to measure financial performance, and Value at Risk (VaR) as
a proxy for ERM. The study also included additional controls such as Leverage
(LEV), Board Size (BSIZE), Firm Size (FSIZE), Institutional Ownership
(INTOWN), and Risk Management Committee Size (RMC). The results show
that VaR (0.216), BSIZE (0.218), FSIZE (0.021), INTOWN (0.001), and RMC
(0.032) are all statistically significant with the regression coefficient, except
for LEV (-0.572), which has a negative association with financial success. The
study’s empirical results reveal a positive and significant relationship between
ERM and financial performance, indicating that ERM significantly impacts
the financial outcomes of listed companies in the Nigerian banking sector. The
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authors suggest that regulatory agencies such as the Central Bank of Nigeria
and the Financial Reporting Council of Nigeria should ensure that all businesses
adopt ERM as soon as possible and comply strictly with the ERM framework.

Ahmed & Abdul Manab (2016) mentioned that scholars and professionals
are re-evaluating the relationship between risk management activities and the
performance of business organizations as a result of corporate scandals and the
collapse of globally renowned business organizations. The variables are chosen in
accordance with significant risk management problems facing Nigeria’s banking
sector. Determining how board equity ownership (BEO) affects the relationship
between the ERM framework and the performance of financial institutions in
Nigeria is the goal of this study, which is why it proposes a conceptual model
to do so. According to the publication, BEO serves as a tool for balancing the
interests of board members and business owners.

Docekalova & Kocmanova (2015) in their study stated that their primary objective
is to suggest a methodology for evaluating the effectiveness of manufacturing
enterprises in relation to corporate sustainability using both financial and
nonfinancial indicators. The idea of sustainability has multiple dimensions
and is founded on three key pillars: environmental, social and economic. As it
encompasses numerous non-financial variables, it can be difficult to analyze.
Data envelopment analysis (DEA) provides a scalar measure of efficiency
and identifies potential improvements in inputs and outputs, without requiring
the explicit specification of functional relationships between them or variable
weights. DEA is based on the calculation of the input consumption by output
production and estimation of the production possibility frontier. The CCR super
efficiency DEA model classifies companies into four categories: sustainable,
pro-social, pro-environmental and unsustainable businesses. The model provides
a foundation for decision-making and performance management, as its outputs
allow users to evaluate a company’s status and suggest areas for improvement.
The model’s outputs are presented in a graphical format, making them easy to
comprehend.

Jonsson & Lesshammar (1999) assert that six needs are listed in the article,
including two characteristics and four important dimensions (what to measure)
for a factory performance monitoring system. In such a system, the overall
equipment effectiveness (OEE) metric is evaluated in comparison to these ideal
specifications. Three manufacturing organizations’ present measurement systems
and OEE potential are assessed using comparative data on their dimensions and
traits. The systems’ inability to accurately detect flow orientation or external
effectiveness was a prevalent flaw. High levels of complexity and a lack of
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continual improvement were further weaknesses. Field tests conducted in the
organizations under study revealed that the adoption of OEE in conjunction with
an open and decentralized organizational structure could strengthen a number of
these deficiencies.

This study employs a descriptive research design of ex-post facto nature,
utilizing secondary data collected after an event, which the researcher has no
control over. The study utilizes both descriptive and inferential statistics to
investigate the effectiveness of enterprise risk management implementation in
Nigeria’s manufacturing sector, quoted on the Nigeria Exchange Group (NEG).
The required data for this study include Return on investment (Ret Inv), Market
capitalization (M.Cap), Price earnings ratio (PER), Dividend (Div), Market
price per share (MPS), Earnings per share (EPS), and Dividend per share
(DPS), which were obtained from the financial statements of the companies and
various publications related to the study, covering the period from 2016 to 2020.
The analytical method employed in the study was binary logistic regression
techniques.

Model Specification

Binary Logistic Regression
ERM, = f(Retlnv, M Cap, PER, DIV , MPS, EPS,DPS)) (1)

ERM = (o, + B, Retlnv. + B, M .Cap, + B,PER + 3, DIV +
B,MPS + B,EPS + B,DPS. + 1) 2)

Where:
ERM. = Enterprise risk management

RetInv = Return on Investment
M.Cap = Market capitalization
PER = Price earnings ratio
DIV = Dividend

MPS = Market price per share
EPS = Earnings per share
DPS = Dividend per share

i =nth term

o. = Intercept
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Table 1. Detailed explanation of the variables used in the study

Variables Description Measurement
Dependent Variable

ERM Enterprise risk management is It is binary identification of the inclusion
concerned with recognizing and of enterprise risk management in the
handling circumstances that may yearly account of the organization. Using
impede an organization from attaining  the content analysis of the financial
its goals. statement
Independent Variable

Ret Investors get a return on their It is the return value of the stock of the
investment when they distribute company subtracting the beta coefficient,
dividends. which is the market risk of the shares.

M.Cap  Market capitalization, commonly To determine the total value of a
known as market cap, represents company’s shares, one can multiply the
the total value of all outstanding price per share by the total number of
common shares of a publicly traded outstanding shares.
company that are currently held by its
stockholders.

PER It is measured by dividing market per

share from the earning per share.

DIV A dividend is a portion of a company’s  This is the annual dividend payment of the
earnings and profits that is distributed ~ organization. It is usually issued based on
to its shareholders as a form of the unit of common shares of the equity
payment. holders.

MPS The market price per share (MPS) is It is measured by the current company’s
the “going price” of a stock, fluctuating rating on the market floor.
daily due to changes in the stock
market and economy.

EPS EPS measures the proportion of a It is calculated by dividing a company’s
company’s capital allocated to each profit by the total number of outstanding
unit of ordinary share capital. common shares (Shodiya, Sanyaolu,

Ojenike & Ogunmefun, 2019).
DPS DPS is the total amount of dividend Investors can calculate the dividend per

attributed to each individual share of a
company.

share to determine their income from a
company (Iwedi et al., 2020).

Source: Author’s Compilation, 2023.

42

3. RESULTS

This section deals with the examination and interpretation of the empirical
results. It encompasses the descriptive statistics, correlation matrix, and binary
logistic regression model.
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Descriptive Analysis

Table 2. Descriptive statistics

ERM RETURN MC PER DIV MPS EPS DPS
Mean 1.0000 498.2703 5.309208 516.0967 0.465819 4982703 6.254286 7.387551
Median 1.0000  9.840000 7.800000 25.25000 0.044920 9.840000 0.500000 1.180000
Maximum 1.0000 4066.000 4.532309 8132.000 21.50777 4066.000 70.00000 57.63000
Minimum 1.0000 1.900000 0.000000 3.268125 -18.50971 1.900000 0.040000 -38.13000
Std. Dev. 0.0000 1089.530 1.092309 1648.777 5.301271 1089.530 15.17068 18.85890
Skewness 0.0000 2.205454 2.521049 3.615095 0.846389 2.205454 3.134762 1.106931
Kurtosis 0.0000 6.645383 8.316066 14.90315 11.46759 6.645383 12.18867 4.909449

Jarque-Bera 0.0000 66.85424 109.6034 396.0027 152.2380 66.85424 252.6331 17.45049
Probability 0.0000  0.000000 0.000000 0.000000 0.000000 0.000000 0.000000 0.000162

Sum 49.0000 24415.25 2.606210 25288.74 22.82511 2441525 306.4600 361.9900
Sum Sq. Dev. 0.000000 56979595 5.691219 1.307608 1348.967 56979595 11047.18 17071.59
Observations 49 49 49 49 49 49 49 49

Source: Author’s Compilation, 2023.

The descriptive statistics utilized in the study are presented in the above table. The
variable “Ret” (Return) has a mean value of 498.27%, a median value of 9.84%,
and a standard deviation of 1089.53%, which represents the deviation from the
mean value. “MC” (Market Capitalization) has a mean value of 5.31%, a median
value of 7.80%, and a standard deviation of 1.09%. “PER” (Price Earnings
Ratio) has a mean value of 516.10%, a median value of 25.25%, and a standard
deviation of 1648.78%. “DIV” (Dividend) has a mean value of 0.47%, a median
value of 0.04%, and a standard deviation of 5.30%. “MPS” (Market Price per
Share) has a mean value of 498.27%, a median value of 9.84%, and a standard
deviation of 2.21%. “EPS” (Earnings per Share) has a mean value of 6.25%, a
median value of 0.50%, and a standard deviation of 15.17%. “DPS” (Dividend
per Share) has a mean value of 7.39%, a median value of 1.18%, and a standard
deviation of 18.86%. The minimum and maximum values for each variable are
as follows: “Ret” has a minimum value of 1.90 and a maximum value of 4066.0.
“MC” has a minimum value of 0.00 and a maximum value of 4.53. “PER” has a
minimum value of 3.27 and a maximum value of 8132.0. “DIV” has a minimum
value of -18.51 and a maximum value of 21.51. “MPS” has a minimum value
of 1.90 and a maximum value of 4066.0. “EPS” has a minimum value of 0.04
and a maximum value of 70.0. “DPS” has a minimum value of -38.13 and a
maximum value of 57.63. The skewness of each variable is as follows: “Ret” has
a positive skewness of 2.21, “MC” has a positive skewness of 2.52, “PER” has
a positive skewness of 3.62, “DIV” has a normal skewness of 0.85, “MPS” has
a positive skewness of 2.21, “EPS” has a positive skewness of 3.13, and “DPS”
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has a normal skewness of 1.11. The kurtosis of each variable is as follows: “Ret”
is leptokurtic at 6.65 since 6.65>3, “MC” is leptokurtic at 8.32 since 8.32>3,
“PER” is leptokurtic at 14.9 since 14.9>3, “DIV” is leptokurtic at 11.67 since
11.67>3, “MPS” is leptokurtic at 6.65 since 6.65>3, “EPS” is leptokurtic at 12.19
since 12.19>3, and “DPS” is leptokurtic at 4.91 since 4.91>3. The Jarque-Bera
statistics for each variable are as follows: “Ret” is 66.85 at 0.000, indicating that
the variable is normally distributed.

Table 3. Correlation Matrix

ERM  RET MC PER DIV MPS EPS DPS

ERM 1 1.0107 -1.0607 -1.3357  8.1142 1.0107 1.6303 -1.3685
RET 1 -0.0567 0.8314  -0.0397 1 0.2510 0.1435
MC 1 -0.1153  -0.0301  -0.0567 0.3288 0.2863
PER 1 -0.0268 0.8314 -0.1023  -0.0951
DIV 1 -0.0397  -0.0291  0.63156
MPS 1 0.2513  0.14357
EPS 1 0.6966
DPS 1

Source: Author’s Compilation, 2023.

The correlation matrix table above revealed that ERM (Enterprise risk
management implementation) has positive relationship with return at 1.01, DIV
at 8.1, and EPS at 1.6 which implies no sign of multicollearity and also that the
Enterprise risk management implementation and return, dividend and Earning
per share have the same linear positive direction and also that ERM (Enterprise
risk management implementation) has a negative relationship with market
capitalization at -1.06 and -1.33 at price earnings ratio, which also implies no
sign of multicollearity but an opposite linear direction.

The Omnibus test is insignificant with the (chi-square = 8.687, df =5, p >0.05).
The overall percentage depicts that this model prediction is correct at 67.3% as the
selected period. Similar to the R? (in linear regression analysis), the Nagelkerker
R? explains 22.4% of the ERM (Enterprise risk management implementation).
The Hosmer and Lerner show test depicts the fitness of the model with 0.698
which p>0.05 shows fitness of the model. The explanatory variables in the model
revealed that return, Div, EPS, and M_CAP have negative and positive significant
effect on ERM (Enterprise risk management implementation) at (: -0.001:
p<0.05); (B: 0.028: p<0.05); (B: 0.533: p<0.1) and (B: 0.000: p<0.05) while PER
has insignificant effect on ERM (Enterprise risk management implementation)
at (B: 0.397: p<0.05).
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Table 4. Binary logistic regression

Dependent variable: Earnings yield (ERM)

Alternative Model

Chi-square Diff Sig
Omnibus Test 8.687 5 0.122
Overall % 67.3
-2LL Value 54.575
Nagelkerker R? 0.224
H & L Test 0.698
B S.E Wald Sig Exp (B)
Constant 0414 0.378 1.204 0.272 1.513
Ret -0.001 0.001 0.735 0.039 1.000
PER 0.000 0.000 0.718 0.397 1.029
Div 0.028 0.059 0.230 0.032 1.029
EPS 0.533 0.409 1.692 0.093 1.703
M_CAP 0.000 0.000 2.161 0.014 1.000

Source: Author’s Compilation, 2023.

It implies that the return on investment of the selected organization influences
the risk implementation prospects negatively, meaning the level of return on
investment must be sustained so that return continually has impact on the overall
risk exposure of the organizations. Dividend policy adopted in the organization,
balances the risk implementation stages in the organization. The earning per
share of the organization, which is a form of quick return on investment, gives
the selected organization the strategic enablement to sustain their risk position
even before the accounting period of the selected organization commences. The
market capitalization shows that the organization has good market credibility and
goodwill, which has helped the firms establish and implement good enterprise
risk management level.

4. DISCUSSIONS

The provided section delineates the empirical outcomes of a study, encompassing
descriptive statistics, correlation analysis, and a binary logistic regression model.
These findings can be harmonized with the existing body of knowledge in the
ensuing manners:

Descriptive Statistics: The descriptive statistics furnish an all-encompassing
portrayal of the variables scrutinized. They proffer insights into the centrality,
variability, and dispersion of each variable. Practitioners and researchers can
employ these statistics to gain a finer grasp of data attributes and make judicious
determinations. To illustrate, the study investigates variables like “Ret”
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(Return), “MC” (Market Capitalization), “PER” (Price Earnings Ratio), “DIV”
(Dividend), “MPS” (Market Price per Share), “EPS” (Earnings per Share), and
“DPS” (Dividend per Share). These statistics can be juxtaposed with industry
standards or historical data to gauge the fiscal robustness and performance of the
entities studied.

Correlation Matrix: The correlation matrix imparts insights into the interrelations
among variables. Positive and negative correlations between variables such as
“ERM” (Enterprise Risk Management implementation), “Ret”, “DIV”, “EPS”,
“MC”, and “PER” hint at plausible connections amid these factors. This can
facilitate the identification of potential patterns and linkages that contribute to
an overarching comprehension of the research quandary. Researchers can further
delve into the causal connections and potential implications of these correlations.

Binary Logistic Regression Model: The binary logistic regression model aims
to forecast the probability of a binary outcome predicated on explanatory
variables. In this instance, the model explores the sway of variables like “Ret”,
“DIV”, “EPS”, “M_CAP”, and “PER” on “ERM” (Enterprise Risk Management
implementation). This modeling method permits researchers to quantitatively
gauge the influence of each variable on the likelihood of instituting risk
management practices within organizations. The findings can serve as a basis for
suggesting improved strategies and practices for risk management.

Statistical Tests and Measures: The study employs diverse statistical tests and
measures to evaluate the caliber and validity of the model. The Omnibus test,
Nagelkerke’s R"2, Hosmer-Lemeshow test, and the significance levels of
coefficients (B) bestow insights into the model’s goodness-of-fit, predictive
potency, and the significance of its variables. These statistical evaluations
augment the rigor of the research outcomes and furnish substantiation for the
inferences drawn.

Practical Implications: The study’s findings bear tangible implications for
organizations and decision-makers. For instance, identifying substantial
variables like “Ret”, “DIV”, “EPS”, “M_CAP”, and “PER” that influence the
implementation of enterprise risk management signifies that organizations
should prioritize maintaining favorable returns, adopting judicious dividend
policies, and adeptly managing earnings per share to augment their risk
management practices. The significance of “MC” (Market Capitalization) vis-
a-vis risk management underscores the pivotal role of robust market credibility
and goodwill in efficacious risk management strategies.

Incorporating these findings into the prevailing body of knowledge enriches
the comprehension of the connections between financial variables and the
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implementation of enterprise risk management. This can guide practitioners,
researchers, and policymakers in making informed judgments and devising
effective risk management strategies for organizations.

5. CONCLUSIONS

The aim of this study was to examine how ERM implementation affects
effectiveness in the Nigerian manufacturing sector. Based on the results, it can
be concluded that there is a positive correlation between ERM implementation
and financial performance indicators such as return, dividend, EPS, MC, PER,
and DPS. This suggests that Nigerian manufacturing companies can enhance
their risk management practices, improve their effectiveness, and ensure long-
term sustainability by adopting ERM as a continuous process.

The study also highlights the importance of developing a comprehensive risk
management plan that outlines the specific risks faced by manufacturing firms
in Nigeria and the strategies to mitigate those risks. It is recommended that
manufacturing firms in Nigeria should adopt ERM as a strategic management
process and a continuous improvement approach to enhance their effectiveness
and improve their risk management practices.

Furthermore, the study provides insights into the limited implementation of ERM
in Nigerian manufacturing firms and the need for further research on the barriers
to ERM adoption. The study suggests that future research should investigate the
factors that hinder the implementation of ERM in Nigerian manufacturing firms,
such as lack of awareness, limited resources, and cultural factors.

This study contributes to the literature on ERM implementation and effectiveness
in the Nigerian manufacturing sector and provides insights that could help
manufacturing firms in Nigeria to enhance their risk management practices,
improve their effectiveness, and ensure their long-term sustainability.
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E®PUKACHOCT YIHHPAB/BAIbA PUBUKOM Y HUTEPUJCKUM
MMPOU3BOJHUM NNPEAY3ERNUMA

1 Kexunne Ucujak Onaja, @akynreT 3a 6aHKapCTBO U GUHAHCH]E,
Yausepsuter Onabucu Onabamo, Aro-lBoje, Hurepuja
2 Onycona Eruran OnoBoderna, dakynrer 3a 6aHKapcTBO U PUHAHCH]E,
Yausepsuter Onabucu Onabamo, Aro-lBoje, Hurepuja
3 MejoBa Ebenezep Apujubu, @axynrer 3a 6aHKapcTBO U PrHAHCH]E,
Yausepsuter Onabucu Onabamo, Aro-lBoje, Hurepuja

CAKETAK

OBa cTyaMja uMa 3a Wb J1a UCIIUTa €(PUKACHOCT MMILJICMEHTAIIM]je MEHAIMEHTA
pusuka npenyseha (EPM) y HurepujckoM mpou3BonHOM cekropy. Takohe, Lusb
OBE CTYAM]€ jeCTe Jla aHAJIM3HMpa PU3MKE Ca KOjUMa CE CyouaBajy IMPOHM3BOIHE
¢upme y Hurepuju m ja mpemnopydyd akigje 3a pjelliaBabe U CMAmbEHhe
OYCKHMBAHUX OMACHOCTH. Y HCTpakuBamy je kopuiihieHa wH(pepeHIHjaTHa U
JECKPUTNITHBHA CTATHCTUKA 32 HCIIUTHBAE e(PUKACHOCTH IPUMjeHE MEHAIMEHTA
pusuka npemyseha y npomsBonHoMm cekropy Hurepwje. [lomaru 3a oBy cTymujy
MPUKYTIJREHH Cy U3 PMHAHCH]CKHUX U3BjeIlTaja MPOU3BOAHUX Ipery3eha u qpyrux
pelieBaHTHHX MyOIHKaIKja o MPOU3BoHNUM ipeny3ehnma y Hurepuju y nepuony
01 2016. 10 2020. roguue. Ctynuja je OTKpHia Aa MCHaIMEHT pU3KKa peay3eha
UMa TO3UTHBaH OJHOC ca IoKa3arejbuMa (PUHAHCHjCKUX Tep(OopMaHCH, Kao
HITO Cy TMOBpar Ha HMHBECTHIWjE, JAWBWACHMAA, 3apajia Mo akIHjd, TPKUIIHA
KaluTaJIn3alikja, OJHOC IMjeHE U 3apajie 10 aKIMjH, U JUBUIACHIA 10 aKIUju.
Crynuja npernopydyje 1a Ipou3BoaHe koMnanuje y Hurepuju uMruieMeHTupajy
MEHAIIMEHT PU3HKa Npeay3ehia kao cTalHy akTHBHOCT Kako O o0oJbIalie CBoje
MIpaKce ynpaBjbarma PU3UINMA, YHAPHjeanse CBOjy e(pUKaCHOCT U OCHUTypae
JIyTOpOYHY oip>KUBOCT. OBa CTy/IMja IOTPHHOCH JTUTEPATYPU O UMITIEMEHTAIIN]U
MEHAIIMEHTa pU3uKa npeay3eha y HUrepujcKoM POU3BOIHOM CEKTOPY U MpyKa
BpHje/IaH YBU]l y Pa3yMHjeBambe MaTeprje KpearoprmMa MOJIUTHKE, peryiaTopuma
Y TOCJIOBHUM MEHalIeprMa.

Kibyune pujeun: eghuxacnocm, menaymenm pusuxa, punancujcke nepghopmance,
Huzepujcke npousgooHe gupme.

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


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

ECONOMICS OF EDUCATION: THE EXAMPLE OF
THE BALKAN COUNTRIES

1 Ognjen Eri¢, Faculty of Economics, University of Banja Luka, Bosnia and Herzegovina
2 Slavisa Kovacevi¢, Faculty of Economics, University of Banja Luka, Bosnia and Herzegovina
3 Jelena Bjeli¢, Doctoral student at Faculty of Economics, University of Banja Luka, Indirect
Taxation Authority, Bosnia and Herzegovina
4 Dejan S. Molnar, Faculty of Economics, University of Belgrade, Serbia
*Corresponding author's email: ognjen.eric@ef.unibl.org
1 ORCID ID: 0000-0002-5318-9543
2 ORCID ID: 0000-0001-8133-5838
3 ORCID ID: 0000-0001-9412-2006
4 ORCID ID: 0000-0002-6081-8141

ARTICLE INFO ABSTRACT

Original Scientific Paper Economic growth is an economic topic that attracts
Received: 22.05.2023 a lot of attention in science and research. This is a
Revised: 02.062023 consequence of the emergence of increasingly frequent
Accepted: 02.06.2023 regional and global instabilities, which often develop

into open economic crises of a larger scale. Therefore,
DOI 10.7251/ACE2339051E today’s economic stability is largely threatened due
UuDC to the slowdown in GDP growth. Economic growth is
303.725.34:37.011.22(497)  influenced by various economic factors, with education
being one of the most important, which undeniably boosts
productivity, competitiveness, and growth. Among the
first, this topic was elaborated by Solow. In this research,

Keywords: education,

[CT, economic growth, regression analysis was used to analyze the influence
the Balkans of several selected variables that determine the state
JEL Classification: A20, of education. The research results are presented in two
052, 030 models. The dependent variable is Gross National Income

per capita (GNIpc), and the independent variables in
the first model are years of education, macroeconomic
stability, and ability to accept information technologies.
In the first model, none of the independent variables is
individually significant for the movement of GNIpc. The
continuation of the analysis (second model) excludes the
variable of macroeconomic stability. The final results are
significant for the movement of GNIpc and show that an
increase of one year in education leads to an increase in
GNIpc by 4408 units, while an increase in the speed of
ICT adoption leads to an increase in GNIpc by 543 units.
Thus, the research results show a positive and significant
influence of the selected independent variables on the
economic growth of the Balkan countries.

© 2023 ACE. All rights reserved

http://www.ae.ef.unibl.org/ 51


http://www.ae.ef.unibl.org/
mailto:ognjen.eric%40ef.unibl.org?subject=
https://orcid.org/0000-0002-5318-9543
https://orcid.org/0000-0001-8133-5838
https://orcid.org/0000-0001-9412-2006
https://orcid.org/0000-0002-6081-8141

Ognjen Eric et al. Economics of Education: The Example of the Balkan Countries

1. INTRODUCTION

A number of factors affect the rate of economic growth. In its general form, this
regularity can also be seen in the structure of production which reads:

Y =f(Tp, K, L),

where the indicated symbols represent: Y — Gross domestic product (GDP), Tp —
Technical progress, K — capital, and L — labour.

According to Solow (1956), technical progress expressed as the accumulation of
knowledge and technological base development is the main factor of economic
growth. Lucas (2015) also identifies the impact of human capital on economic
growth, as a constituent of production function. Impact of education, science,
technological development, research and innovation on GDP growth can be
sublimated through the independent variable of technical progress. But the
inverse dependence is also valid because the aforementioned areas have an
impact on technical progress and GDP growth through the accumulation of
knowledge. It is a direct consequence of the growth of productivity of labor and
equipment (capital).

The era of globalization is accompanied by intensive economic development,
which has become a social paradigm in a way. Recent definitions, new
development approaches and models emphasize multidisciplinarity ever more,
given that social, structural and technological changes occurred in the observed
period, along with GDP nominal growth (aggregate or per capita). Now, in
addition to economic conditions, economic development has to meet natural
sustainability requirements, which mainly include environmental, energy and
other natural factors and standards. The phrase sustainable development for
many means the care for the environment, although the term sustainability
is much more meaningful and complex. It is easy to perceive that developed
communities demand smart, inclusive and sustainable growth, which assumes
that GDP (Y) growth takes place in a good (humane) social environment. But
such an ambition can only be achieved by countries with developed institutions,
including the system and policy implemented in the entire education system.
For example, the term “smart” is characterized by processes of acquiring new
knowledge, even at lower education levels, studying, lifelong learning, etc.

European Union (EU) member states adopted the EU 2020 Strategy to apply
policy and standards of smart, sustainable and inclusive development. Smart
growth is the privilege of countries with developed education system (Goldin
& Katz, 2020; Hanushek & Woessmann, 2020a), the countries that invest in
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research, development and innovation (Visvizi, Lytras & Daniela, 2018;
Hanushek, 2016). Inclusive growth component depends on the quality and
quantity of education system, especially in primary, secondary and tertiary
education. It has been proved that compulsory and high-quality primary and
secondary education are the condition for economic development and social
inclusion of a country population. However, developed, quality and branched
educational institutions present the conditions for smart and inclusive growth
(Lilles & Roigas, 2017; Nistor, Mera & Pop Silaghi, 2018). The new instrument
of the European Union (the Next Generation EU, 2021-2027) puts considerable
attention to education through various initiatives. The one that stands out is the
Digital Education Action Plan (European Commission, 2023). It is a renewed
European Union (EU) policy initiative that sets out a common vision of high-
quality, inclusive and accessible digital education in Europe and aims to support
the education systems of the Member States to adjust to the new, digital age. It
can be concluded that the basic social systems of education are an important
factor in economic growth, whereby they differ in the level of development,
organization, distribution, but also in social awareness. Therefore, research on
the impact of non-economic factors on GDP growth is particularly important, not
only for developed countries, but also for developing countries.

It is an indisputable fact that the Balkan countries are situated in a geostrategic,
but also economically unique area. Regardless of the differences, most of
these countries are passing through important stages in their economic and
overall social development. In this, transition processes, reforms, as well as the
responses to the consequences of the 2008/2009 global economic crisis, the debt
crisis in the Eurozone, and now the conflict in Ukraine, are highlighted. At the
same time, the global economic order does not wait, but even faster imposes
the strictest standards in competitiveness, exports, ICT development, etc. The
countries of the region still suffer from “the post-transition syndrome”, chronic
unemployment and insufficiently high growth rates. Hence the question: how to
achieve a long-term GDP growth of at least 4 to 6%, how to create conditions
for greater investments in education system, scientific research, reforms and
stabilization of institutions?

The subject of this paper is to determine the relationships between education
systems, i.e. all levels of education, scientific and other institutions and the
economic growth, i.e. their influence on GDP per capita growth rate. The
observed region is homogeneous by most relevant indicators, economic and
trade indicators, knowledge, culture and tradition. In the current conditions,
the economic activity of the region is not possible without the necessary
accumulation of knowledge as a production factor. Therefore, research on the
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impact of education, scientific and technological research, innovation and other
forms of knowledge on GDP growth are very useful.

The complex nature of economic growth and its interdependence with many
factors has already been emphasized. Many factors “intertwine” with each other.
Education system, science and research depend to a great extent on the economic
and institutional capacity of a society. In this, the so-called other institutions
that influence the balance of the budget and the fiscal system (they stabilize the
debt and the budget), as well as institutions for the protection of property and
intellectual property. And finally, it is important to reduce corruption, which is
one of the conditions for efficient work of institutions, and faster growth of the
well-being in this Euro-region.

Therefore, the main hypothesis is that GDP per capita growth is in positive
correlation with quantitative and qualitative indicators of education system for
the entire Balkan region. That is, their influence on economic growth is significant
and positive. The results depend on the institutions and policies responsible for
creating and planning education system development as well as the scientific
research base (Saviotti, Pyka & Jun, 2016; Astakhova et al., 2016).

In addition to education institutions, other social and economic indicators are also
important, given that education and science depend on them, i.e.: budget balance
and structure of budget and fiscal system, attitude towards corruption, protection
of intellectual property, as well as the protection of property in general. These
social areas are in strong interaction. The second aim of the paper is to prove
the hypothesis that education and these factors are in positive correlation with
the growth of GDP per capita, and that the relationship between the observed
variables is significant.

As stated, theoretical economic progress depends on the available labor and
capital factor, but also on the influence of technical and technological progress.
It seems that the last factor is getting more important and is becoming a
condition for faster GDP growth. The global market is characterized by rapid
changes and new technical-technological and organizational innovations.
Now digitization sets standards in all social spheres. In terms of the sector,
the following are increasingly significant: technological readiness, adoption
of leading technologies, especially in IT, artificial intelligence (Al), robotics,
biotechnologies, microelectronics, new materials, etc.

In order to check the hypotheses about GNI per capita, the following variables
are used in the analysis: years of education, macroeconomic stability, and ability
to accept information technologies. Different methods are used in the research,
primarily econometric methods.
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The analysis includes the following countries: Bulgaria, Romania, Croatia,
Serbia, Bosnia and Herzegovina, Montenegro, Albania, Slovenia and Greece.

2. PREVIOUS RESEARCH

Economic implications of education in the Balkans countries are de facto the
subject of research into technical progress, i.e. the impact of education, science,
technological changes and innovations on GDP growth, i.e. on economic
development. They mean proving the relationship between the factors of
technical progress and GDP growth, that is, GDP per capita.

Unlike the neoclassical theory, the new theory of endogenous growth treats
the issues of economic growth differently. Robert Lucas (1988), Grossman &
Helpman (1991), Aghion & Howitt (1992), as well as Romer (1994), who is
one of the founders of the endogenous growth theory, confirmed the importance
of knowledge, education and technical-technological progress for economic
growth.

Education, scientific research and technical-technological progress affect
the economic development and social well-being of post-transition countries
(Popovi¢, Eri¢, Stani¢ & Krajisnik, 2019). Even though most of the countries in
the Balkan region have completed reforms in the education systems, developed
and strengthened institutions (including education institutions), harmonized
policies and legislation with the EU, there are still no major effects on GDP per
capita growth (Popovi¢, Eri¢ & Bjeli¢, 2020). Previous research and practice
have shown that developed economies or economies in developing countries
have more efficient systems of education, science and research. It is also true that
there is no economic well-being without continuous accumulation of knowledge
arising from education and scientific system (Benos, 2008). It has been proven
that economic progress depends on education and scientific basis, and the synergy
of institutions and numerous other factors (Hanushek & Woessmann, 2020b).
Woessmann (2015) proved the importance of education for the prosperity of an
individual and the community, whereby he sees education as the leading factor
in economic growth and thus employment. The research is related to knowledge-
based economies.

The research conducted by Wang and Liu (2016) proves that education and
human capital significantly boost GDP growth, emphasizing the role of higher
education, while Grant (2017) believes that the lack of education can threaten
economic progress in the future, which can result in poverty and social exclusion.
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According to Saviotti, Pyka & Jun (2016), education leads to greater social
mobility and increased participation of higher social class population, while
Hanushek (2016) observes differences in cognitive skills that affect GDP growth
rates among countries. More years of schooling without increasing cognitive
skills have systemically accelerated rates of economic growth.

Wider Balkan region is still lagging behind the European Union, although funds
are invested in research and education in pre-accession countries (Popovi¢ &
Eri¢, 2018). The European Union supports modernization of public institutions,
including various levels of education, research and development. Together
with member states and candidate members, it makes efforts to modernize
the education system, introduce modern methods and contents in the teaching
process, as well as optimize the duration of schooling.

In the previous context, the European Union as a global regional integration
makes great efforts to maintain external competitiveness. In addition to traditional
branches (automotive, electrical, mechanical and chemical industries), the
European Union is pushing new high technologies, innovations, development
of ICT, artificial intelligence, biotechnology, optics, new materials, sustainable
energy, etc. It allocates significant funds to education, research, development
and innovation (Eri¢, 2018). Investments made for these purposes contribute to
technical-technological progress and positive tendencies in high technologies.
This is best seen in the aims and implementation of the EU Strategy 2020 program,
as a model of smart, sustainable and inclusive growth (Popovi¢, 2016; Popovic
& Eri¢, 2021). In their research, Hanushek & Woessmann (2020a) quantify the
economic benefits from improving education covered by the European Union
education aims. In the research, they present disaggregated projections for each
of the EU countries and comparative economic results for alternative goals of
member policies. By applying certain techniques, they have estimated that an
increase in student achievement by 25 PISA points in the EU will, in the long
term, contribute to an increase in GDP by 3.4 times. Furthermore, Hanushek &
Woessmann (2020b) in their paper from the period of the COVID-19 pandemic,
assess the economic implications of school closures around the world in 2020.
They believe that the losses from school closures will have lasting economic
effects unless they are effectively remedied. According to them, students affected
by school closures could expect about a 3 percent lower lifetime income. On the
macro-economic level, according to their estimation, closing schools would lead
to 1.5% lower GDP by the end of this century at the global level.

Skare & Tomié (2014) proved that education and innovation influenced the
economic growth in OECD countries in the period 1950-2013. Through
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productivity growth, they proved that GDP depends on technological changes
(which depend on education system). Kesici Caliskan (2015) explores the
correlation between education and economic growth and the role of scientific
research institutions. Economic growth as a function of technological progress
is also investigated by Tomi¢ (2012). Further, Freeman (2013) explores global
change and economic growth and innovation, while Malerba & Cantner (2006)
explore the industrial structure. Freeman & Soete (2009) conditioned economic
progress and changes by changes in technologies and increasingly pronounced
motives for public and private investments in education, science and technology.
And finally, Pecea, Ecaterina, Oros & Salisteanu, (2015) proved a positive
correlation between GDP growth and innovation, while Aghion & Antonin
(2018) proved a positive impact of innovation on social mobility.

3. MATERIALS AND METHODS

Material. In this paper, database for analysis is primarily the database from
the World Development Indicators (WDI), and the World Economic Forum
on Global Competitiveness (WEF), from which the data on the dependent and
explanatory variables were taken. Description of variables and numerical values
by country are given in the following table.

Table 1. Data on variables in the model and statistical sources

Gross National Years of Macroeconomic Ability to accept

Country Income per capita  education (Avg.) stability tecll?rfgf(r)zailgso?CT
Dependent variable Explanatory variables

Ellce)t?ri)oc?elin GNIpc Ed.years Macr.ec.stab. ICT.accep
Albania 6.110 10.1 70 53
Bulgaria 11.200 9.8 90 73
BiH 6.810 11.4 75 52
Greece 20.000 11.4 75 65
Croatia 17.630 10.6 90 61
N. Macedonia 6.190 11.6 75 58
Montenegro 9,340 9.8 70 63
Romania 14.160 11.1 90 72
Serbia 8.460 11.2 75 53
Slovenia 28.280 12.7 100 69

Source: World economic forum, 2022; World Bank, 2023.
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Methodology. In this paper, an attempt is made to verify the hypotheses about
the relationship between education and economic growth by applying a multiple
linear regression model (Anderson, 2003). An extended multiple linear regression
model was applied by means of backward method and regression procedures, as
well as residual analysis (Hwang & Yoon, 2006; Kollo & Rosen, 2005).

As an approximation of the Gross Domestic Product, Gross National Income
per capita (GNI per capita, dependent variable) was analyzed, which is in the
function of the variables: average number of years of schooling (independent
variable) and some control variables that are closely related to education and
economic growth (acceptance of information-communication technologies,
capacity for innovation and macroeconomic stability taken from the World
Economic Forum data).

In particular, the method of including independent variables in the regression
model, the so-called backward elimination procedure, was used. Analysis and
comparison of models is performed by the IBM SPSS Statistics 23 program.

The backward method gradually excludes independent variables. The order
of exclusion of independent variables from the model is determined by the
contribution of each specific independent variable in explaining the variability
of the dependent variable. The contribution is measured by defined statistical
criteria (value of F statistic for inclusion — F, i.e. probability p).

The initial assumption is that all independent variables are included in the model,
and then variables are excluded from the model (according to pre-set criteria).

The defined problem is determined by the specification of the model in general
form:

Y=b+bX +b,X,+-+b X, (1)

The model is set to take into account the aims to be achieved. Marginal change
is difficult to estimate because the independent variables are related not only to
the dependent variable, but also to each other.

4. RESULTS AND DISCUSSIONS

The regression shows 2 models, described in the table below. It has already been
mentioned that we used the backward procedure method. This means that the
first model represents the results of all included variables while in the second
iteration (2nd model) the results without the weakest variable in the previous
model are simulated.
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Table 2. Backward procedure overview, Variables Entered/Removed

Model Variables Entered Variables Removed Method

Ability to accept information
1  technologies, macroeconomic Enter
stability, years of education

Backward (criterion:
2 Macroeconomic stability ~ Probability of F-to-remove
>=,100).

Source: Authors’ calculation

The summary statistics in the table below show determination coefficients (R
square) over 0.6, which means that more than 60% of the variations in Gross
National Income are determined by the joint movement of independent variables
in both models. Based on these results, it can be said that it is a well-established
model and we proceeded to further analyses. That is, the econometric analysis
shows that there is a relevant influence of the number of years of schooling, the
ability to accept information technologies, as well as macroeconomic stability
on the movement of the Gross National Income of the selected countries. It is
obvious that education and scientific research, the results of which to the greatest
extent represent new information technologies, have direct impact on income
and economic well-being. This is confirmed by the research of Solow (1956),
or the research conducted by Saviotti, Pyka & Jun (2016), and Astakhova et al.
(2016).

Table 3. Summary statistics

Ch Statisti
Adjusted R Std. Error of ange sStaustcs

Square the Estimate R Square F Change df1

Model R R Square

Change
1 .8282 .686 529 4984.174 .686 4.365 3
2 .801° .642 .540 4925.958 -.044 .837 1

a. Predictors: (Constant), ICT.accep, ed.years, macr.ec.stab.
b. Predictors: (Constant), ICT.accep, ed.years
c. Dependent Variable: GNIpc

Source: Authors’ calculation

Analysis of variance (ANOVA) in both models shows that the variables have
sufficient freedom of variation (levels of freedom) for statistical inference, the
F test result of 4.365 in the first model and 6.274 in the second model confirm
statistical significance of the defined models.
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Table 4. Variance analysis

ANOVA*
Model Sum of Squares df Mean Square F Sig.
1 Regression 325289220 3 108429740 4.365 .059°
Residual 149051939 6 24841989
Total 474341160 9
2 Regression 304485708 2 152242854 6.274 .027¢
Residual 169855451 7 24265064
Total 474341160 9

a. Dependent Variable: GNIpc
b. Predictors: (Constant), ICT.accep, ed.years, eacr.ec.stab
c. Predictors: (Constant), ICT.accep, ed.years

Source: Authors’ calculation

Results of the regression analysis in terms of individual significance of variables
and the intensity of their coefficients are given in the table below. Also, the results
are presented in two models. The dependent variable is Gross National Income
per capita (GNI per capita) while independent variables in the first model are:
years of schooling, macroeconomic stability, and ability to accept information
technologies. None of the independent variables is individually significant for
the movement of GNI per capita.

However, in the second model, the macroeconomic stability variable was
excluded, and then both retained independent variables (years of schooling and
acceptance of ICT) were significant for the movement of GNI per capita. In
addition, an increase in one average year of schooling leads to an increase in GNI
per capita by 4408 units, while an increase in the acceptance of ICT leads to an
increase in GNI per capita by 543 units.

Table 5. Analysis of the coefficients significance

Model Unstandardized Coefficients ~Standardized Coefficients i
B Std. Error Beta &
(Constant) -63698.1 24985.9 -2.549  .044
] Ed.years 3410.7 2154.1 420 1.583 164
Macr.ec.stab. 235.5 257.3 .340 915 395
ICT.accept 323.8 319.5 351 1.013  .350
(Constant) -69164.1 23978.1 -2.884  .024
2 Ed.years 4408.5 1836.1 543 2401 .047
ICT.accept 543.5 208.3 .590 2.608 .035

Source: Authors’ calculation
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The results obtained in the second model show that the research hypothesis
of this paper is correctly set, that is, that education, innovation and scientific
research stimulate economic growth in terms of GNI per capita increase. This
confirms the Solow’s theory to a great extent, who proved that the accumulation
of knowledge through technical progress affects economic growth. In this part
of the paper, these independent variables were retained: years of schooling and
acceptance of IT, which proved to be significant for the movement of GNI per
capita. And the course of the variables is correct, since it was proved that an
increase in the average number of years of schooling affects the growth of GNI
per capita, as well as that an increase in ICT acceptance rate has a positive effect
on GNI per capita. These results conform to the paper published by Goldin
& Katz (2020), Hanushek, & Woessmann (2020a), Visvizi, Lytras & Daniela
(2018), as well as Hanushek (2016). The obtained results are compatible with
conclusions reached by Hanushek & Woessmann (2020 b), as well as those by
Woessmann (2015).

5. CONCLUSIONS

The countries of the Balkans are featured by the unique geographical and
economic space. Bulgaria, Romania, Croatia, Serbia, Bosnia and Herzegovina,
Montenegro, Albania, Slovenia and Greece are included in this research. Although
there are certain differences in the level of economic development, this region is
still a homogeneous and relatively uniform area in terms of development (except
Greece and Slovenia). The Balkan countries are close culturally, educationally,
historically, linguistically, etc. Today, they are unique in the processes of transition
from socialism to capitalism, although with different results and different speeds
of these changes. Education systems, and especially institutions, have certain
similarities. In the institutional sense, science, research, development, innovation
and acceptance of new technologies are close to education.

The key aim of these countries is rapid and long-term economic growth in order
to cancel the “gap” in relation to developed countries, reduce the unemployment
rate, increase investments, etc. Some researchers agree that the desirable and
possible long-term GDP growth rate for this region is at least 4 - 6%. An
important prerequisite for faster economic growth is greater investment in
education, science, research and development, and above all necessary reforms
and institutional stabilization. Thus, the subject of this paper is to determine the
nature and degree of relationships between the education system and economic
growth, i.e. impact on the growth of GNI per capita. Therefore, the accumulation
of knowledge as a production factor is extremely important for economic
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development (Solow, 1956), hence the impact of education and innovation on
economic growth was investigated. The economic growth depends on several
factors, where the system of education, innovations, science and research largely
depends on the macroeconomic and institutional capacity of the society.

The results of the research have confirmed the hypothesis that economic growth
is positively correlated with the years of schooling in the education system,
as well as the acceptance of ICT, for the entire Balkan region. Therefore, the
influence of these independent variables on GNIpc is significant and positive.
Statistically, the research results were obtained by means of two models. In
both models, the dependent variable is GNI per capita, while the independent
variables in the first model are years of schooling, macroeconomic stability and
the ability to accept information technologies. These variables are individually
insignificant, but the summary statistics of the first model show coefficients
of determination (R square) over 0.6, which means that the model is well set.
Therefore, the second model excludes the variable that treats macroeconomic
stability. The independent variables, years of schooling and acceptance of ICT
are significant for the movement of GNI per capita, where an increase in one
year of schooling leads to an increase in GNI per capita by 4408 units while
an increase in the acceptance of ICT leads to an increase in GNI per capita by
543 units. In the second model, the statistical analysis shows a significant and
positive influence of selected variables on the economic growth of the Western
Balkans countries. The results of this research comply with the results of most
previous research works, namely with Saviotti, Pyka & Jun (2016), Astakhova
et al. (2016), Goldin & Katz (2020), Hanushek & Woessmann (2020a), Visvizi,
Lytras & Daniela (2018), Hanushek (2016), Lilles & Rdigas (2017), Nistor, Mera
& Pop Silaghi (2018), et al.

Conflict of interests

The authors declare there is no conflict of interest.

REFERENCES

Aghion, Ph., & Antonin, C. (2018). Technical Progress and Growth since the Crisis.
Revue de I'OFCE, 157(3), 55- 68. https://www.cairn.info/revue-de-1-ofce-2018-
3-page-55.htm

Aghion, Ph., Akcigit, U., & Howitt, P. (2015). The Schumpeterian Growth Paradigm.
The Annual Review of Economics. Annu. Rev. Econ. 7(2015), 557-75. https://
doi.org/10.1146/annurev-economics-080614-115412.

Aghion, P., & Howitt, P. (1992). A Model of Growth through Creative Destruction.
Econometrica, 60(2),323-351. https://doi.org/10.2307/2951599

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


http://www.ae.ef.unibl.org/
https://econpapers.repec.org/article/caireofsp/
https://www.cairn.info/revue-de-l-ofce-2018-3-page-55.htm
https://www.cairn.info/revue-de-l-ofce-2018-3-page-55.htm
https://doi.org/10.1146/annurev-economics-080614-115412
https://doi.org/10.1146/annurev-economics-080614-115412
https://doi.org/10.2307/2951599

(ACE) Acta Economica, Vol. XXI, No. 39, 2023 51-66

Anderson, D. (2003). An introduction to management science — Quantitative approaches
to decision making. 10th ed. Thomson, South Western, Ohio.

Astakhova, K. V., Korobeev, A. 1., Prokhorova, V. V., Kolupaev, A. A., Vorotnoy, M.
V., & Kucheryavaya, E. R. (2016). The role of education in economic and social
development of the country. International Review of Management and Marketing,
6(1S), special issue. https://www.econjournals.com/index.php/irmm/article/
view/1865/pdf

Benos, N. (2008). Education policy, growth and welfare. Education Economics, 18(1),
33-47. https://doi.org/10.1080/09645290802500263

Caligskan, H. K. (2015). Technological change and economic growth. Procedia-Social
and Behavioral Sciences, 195(2015), 649-654. https://doi.org/10.1016/j.sbspro.
2015.06.174

Eri¢, O. (2018). Education and Economic Growth of the Western Balkans Countries.
Economics, 6(2), 27-35. https://doi.org/10.2478/e0ik-2018-0021

European Commission. (2023). Digital Education Action Plan (2021-2027). European
Education Area-Quality Education and Training for All. https://education.
ec.europa.cu/focus-topics/digital-education/action-plan

Freeman, Ch. (2013). Economics of industrial innovation. Routledge, London. https://
doi.org/10.4324/9780203064474, ISBN 9780203064474.

Freeman, Ch., & Soete, L. (2009). Developing science, technology and innovation
indicators: What we can learn from the past. Research Policy, 38(4), 583-589.
https://doi.org/10.1016/j.respol.2009.01.018 .

Goldin, C., & Katz, L. F. (2020). Extending the Race between Education and Technology
(No. w26705). National Bureau of Economic Research. https://www.nber.org/
papers/w26705

Grant, C. (2017). The Contribution of Education to Economic Growth. K4D Helpdesk
Report. Institute of Development Studies, Brighton.

Grossman G.M., & Helpman E. (1991). Innovation and Growth in the Global Economy.
MIT Press, Cambridge.

Hanushek, E.A. (2016). Will more higher education improve economic growth? Oxford
Review of Economic Policy, 32(4), 538-552. https://doi.org/10.1093/oxrep/
grw025

Hanushek, E. A., & Woessmann, L. (2020a). A quantitative look at the economic impact
of the European Union’s educational goals. Education Economics, 28(2), 225-
244, https://doi.org/10.1080/09645292.2020.1719980

Hanushek, E. A., & Woessmann, L. (2020b). The Economic Impacts of Learning Losses.
OECD Education Working Papers, No. 225. OECD Publishing. https://doi.
org/10.1787/19939019

Hwang, CH-L., & Yoon, K. P. (2006). Multiple attribute decision making, Methods and
applications. Springer-Verlag, Berlin Heidelberg, New York.

Kollo, R., & von Rosen, D. (2005). Advanced Multivariate Statistics with Matrices.
Dordrecht, The Netherlands.

http://www.ae.ef.unibl.org/ 63


http://www.ae.ef.unibl.org/
https://www.econjournals.com/index.php/irmm/article/view/1865/pdf
https://www.econjournals.com/index.php/irmm/article/view/1865/pdf
https://doi.org/10.1080/09645290802500263
https://doi.org/10.1016/j.sbspro. 2015.06.174
https://doi.org/10.1016/j.sbspro. 2015.06.174
https://doi.org/10.2478/eoik-2018-0021
https://education.ec.europa.eu/focus-topics/digital-education/action-plan
https://education.ec.europa.eu/focus-topics/digital-education/action-plan
https://doi.org/10.4324/9780203064474
https://doi.org/10.4324/9780203064474
https://doi.org/10.1016/j.respol.2009.01.018
https://www.nber.org/papers/w26705
https://www.nber.org/papers/w26705
https://doi.org/10.1093/oxrep/grw025
https://doi.org/10.1093/oxrep/grw025
https://doi.org/10.1080/09645292.2020.1719980
https://doi.org/10.1787/19939019
https://doi.org/10.1787/19939019

Ognjen Eric et al. Economics of Education: The Example of the Balkan Countries

Lilles, A., & Rdigas, K. (2017). How higher education institutions contribute to the
growth in regions of Europe? Studies in Higher Education, 42(1), 65-78. https://
doi.org/10.1080/03075079.2015.1034264

Lucas R. E. (1988) On the mechanics of economic development. Journal of Monetary
Economics, 22(1), 3-42. https://doi.org/10.1016/0304-3932(88)90168-7

Lucas, R.E. Jr. (2015) Human Capital and Growth: Reflections on New Growth Theory.
American Economic Review: Papers & Proceedings, 105(5), 85-88,

Malerba, F., & Cantner, U. (2006). Innovation, Industrial Dynamics and Structural
Transformation. Journal of Evolutionary Economics 16, 1-2. https://doi.
org/10.1007/s00191-005-0011-3.

Nistor, S., Mera, V. 1., & Pop Silaghi, M. 1. (2018). Is education important in assessing
the impact of institutions on economic growth in emerging economies? Applied
Economics, 50(34-35), 3840-3854. https://doi.org/10.1080/00036846.2018.1436
149

Pecea, A. M., Ecaterina, O., Oros, S., & Salisteanu, F. (2015). Innovation and economic
growth: An empirical analysis for CEE countries. Procedia Economics and
Finance, 26(2015), 461 — 467. https://doi.org/10.1016/S2212-5671(15)00874-6

Popovi¢, G. (2016). Ekonomija Evropske unije. Zavod za udzbenike, Isto¢no Novo
Sarajevo.

Popovi¢, G., & Eri¢, O. (2018). Economic development of the Western Balkans and
European Union investments. Economic Research-Ekonomska IstraZivanja,
31(1), 1539-1556. https://doi.org/10.1080/1331677X.2018.1498009

Popovi¢, G., & Erié, O. (2021). Evropska ekonomska integracija. Univerzitet u Banjoj
Luci, Ekonomski fakultet.

Popovi¢, G., Eri¢, O., & Bjeli¢, J. (2020). Economic implications of Education in Southeast
Europe. International Journal of Cognitive Research in Science, Engineering and
Education, 8(2), 59-68. https://doi.org/10.5937/IJICRSEE2002059P

Popovi¢, G., Eri¢, O., Stanié, S. & Krajisnik, M. (2019). Education, technological changes
and economic development of Bosnia and Herzegovina. International Journal of
Cognitive Research in Science, Engineering and Education (IJCRSEE), 7(2), 77-
86. https://doi.org/IJCRSEE1902077P

Romer, P. (1994). The Origins of Endogenous Growth. Journal of Economic Perspectives,
8(1), 3-22. https://doi.org/10.1257/jep.8.1.3

Saviotti, P. P., Pyka, A., & Jun, B. (2016). Education, structural change and economic
development. Structural Change and Economic Dynamics, 38(C), 55-68. https://
doi.org/10.1016/].strueco.2016.04.002

Solow, R. M. (1956). A contribution to the theory of economic growth. The Quarterly
Journal of Economics, 70(1), 65-94. https://www.]stor.org/stable/1884513

Skare, M., & Tomic, D. (2014). Examining the Link between Innovation, Productivity and
Growth: a Global View. Amfiteatru Economic Journal, The Bucharest University
of Economic Studies 16(36), 606-624. http://hdl.handle.net/10419/168847

Tomi¢, D. (2012) Relationship between technological progress and economic growth;
Historical overview. In Quality. Innovation. Future (pp. 1290-1299). Moderna

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


http://www.ae.ef.unibl.org/
https://doi.org/10.1080/03075079.2015.1034264
https://doi.org/10.1080/03075079.2015.1034264
https://doi.org/10.1016/0304-3932(88)90168-7
https://doi.org/10.1007/s00191-005-0011-3
https://doi.org/10.1007/s00191-005-0011-3
https://doi.org/10.1080/00036846.2018.1436149
https://doi.org/10.1080/00036846.2018.1436149
https://doi.org/10.1016/S2212-5671(15)00874-6
https://doi.org/10.1080/1331677X.2018.1498009
https://doi.org/10.5937/IJCRSEE2002059P
https://doi.org/IJCRSEE1902077P
https://doi.org/10.1257/jep.8.1.3
https://doi.org/10.1016/j.strueco.2016.04.002
https://doi.org/10.1016/j.strueco.2016.04.002
https://www.jstor.org/stable/1884513
http://hdl.handle.net/10419/168847

(ACE) Acta Economica, Vol. XXI, No. 39, 2023 51-66

organizacija v okviru Univerze v Mariboru - Fakultete za organizacijske vede,
Maribor.

Visvizi, A., Lytras, M. D., & Daniela, L. (2018). Education, innovation and the prospect of
sustainable growth and development. In The Future of Innovation and Technology
in Education: Policies and Practices for Teaching and Learning Excellence (pp.
297-305). Emerald Publishing Limited. https://doi.org/10.1108/978-1-78756-
555-520181015

Wang, Y., & Liu, Sh. (2016). Education, Human Capital and Economic Growth: Empirical
Research on 55 Countries and Regions (1960-2009). Theoretical Economics
Letters, 6(02), 347-355. https://doi.org/10.4236/tel.2016.62039

Woessmann, L. (2015). The economic case for education. Education Economics, 24(1),
3-32. http://www.tandfonline.com/doi/abs/10.1080/09645292.2015.1059801?jou
rnalCode=cede20

World Bank. (2023). World Development indicators. Data World Bank. http://data.
worldbank.org/data-catalog/world-development-indicators

World Economic Forum. (2022). The Global Competitiveness Index 4.0 2019 Dataset
|  Version 20191004. WEForum. https://www3.weforum.org/docs/WEF _
GCI 4.0 2019 _Dataset.xIsx

EKOHOMCKMU ACIIEKTHU OBPA3OBAIbA: IPUMJEP
3EMAJbA BAJIKAHA

1 Ormen Epuh, Exonomcku dakynret, Yausepsuret y bamoj JIynun, bocna u Xeprerosuna
2 Cnasuma Kosauerh, ExoHoMcknu dakyntet, YauepsureT y bamoj Jlymu, bocna u Xepuerosuna
3 Jenena bjenuh, loxropann vHa ExoHoMckoM (akynrery YHuBep3ureTa y bamoj Jlymm,
YrpaBa 3a HHANPEKTHO onope3uBame y bocHu u XepueroBuHu_
4 Jlejan C. Monnap, ExoHoMcku ¢akyntet, YHUBep3uTeT y beorpany, Cpouja

CA/KETAK

ExoHOMCKM pacT je eKOHOMCKa TeMa KOja 3a0KyIJba BEJIMKY MaXby y Haylu
W HCTpaxuBamhMa. To je Mocibe[uiia MojaBa CBe YemNUX pPEernoHaHUX U
100aTHUX HeCTAOMIHOCTH, KOje HEPH)EeTKO MPepacTajy y OTBOPEHE EKOHOMCKE
kpu3e Behux pasmjepa. CTora je naHac €KOHOMCKAa CTaOMIIHOCT Y BEJIMKO]
Mjepu yrposkeHa 30or ycmopasama pacta b/II1-a. Ha exoHOMCKH pacT yTudy
Pa3INIUTH EKOHOMCKH (PaKTOPH, TIPU YeMy je 00pa30Bam-e jelaH O/ HajBaKHHjUX,
KOjH HEOCIIOPHO IMOJCTHYE IPOAYKTUBHOCT, KOHKYPEHTHOCT M pacT. Melhy
MpBUMa, OBy TeMy je pa3paauo PoOepr Cosoy. Y OBOM HCTpakuMBamy IyTEM
perpecruoHe aHaju3e aHAIM3UPaHH Cy YTUIAjH HEKOJIIMKO M3abpaHux Bapujadiu
Koje JICTEpMHUHUIIY CTamke y 00JacTH oOpa3oBama. Pe3ynrTarn MCTpaKuBama
MpHKa3aHd Cy y JBa Mojeia. 3aBUCHA Bapujabiia je OpyTO HAIMOHAIHH
noxonak o craHoBHUKy (GNIpc), a He3aBucHE Bapujabiie y IPBOM MOZECIY CY:
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TOZIMHE IIKOJIOBaka, MaKPOSCKOHOMCKA CTa0MIIHOCT, CIIOCOOHOCT MpHXBaTama
WHQOPMAIIMOHUX TEXHOJIOTHja. Y TPBOM MOJAEIY HHUjelHA OJf HE3aBUCHHX
Bapujalbnu mojequHadYHO HHje CUTHU(HMKaHTHA 3a kpetae GNIpc, npu yemy
CyMapHa CTaTHUCTHKa MokKasyje koeduiuujente aerepmunanyje (R square) mpexo
0,6 mTo ykasyje Ha 100po mocTaB/beH Monen. HactaBak aHanuse (Ipyru Mojien)
UCKJbYYyje Bapujalily MaKpOEKOHOMCKa CTAaOMITHOCT, a 3a/p)KaBa HE3aBHCHE
Bapujabie roauHe mKoNoBama W NpuxBarame [CT-a. Konaunu pesynraru cy
curnu(ukanTHU 3a kperambe GNIpc, u moka3syjy na nosehame jeiaHe TOIUHE
niKoyioBama jgooau 10 nosehama GNIpc 3a 4408 jenununia, 1ok nosehambe
op3une npuxparama [CT-a moBomau mo mosehama GNIpc 3a 543 jenuHuie.
Jakiie, pe3yaTaTi UCTpaKUBamba 1MoKa3yjy MO3UTHBAaH U CHTHHU()UKAHTaH YTHIIA]
n3abpaHrX HE3aBUCHUX Bapujabiy Ha EKOHOMCKH pacT 3eMaba bankaHa.

KibyuHe pujeum: obpaszosarve, ungomayuono-KOMyHUKAYUOHA MEXHON02Uja
(ICT), exonomcku pacm, bankan.
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ABSTRACT

Child’s poverty remains one of the major concerns in
the Sustainable Development Goals (SDGs). This study
analyzed the determinants of child’s multidimensional
poverty in South Africa using the 2017, 2018 and 2019
General Household Survey (GHS) datasets. The Alkire-
Foster’s methodology was used to compute child’s
Multidimensional Poverty Index (MPI), and its correlates
were analyzed using the Tobit regression. The results
revealed that some regional and areas of residence
factors significantly influenced MPIs across the periods
(p<0.05). Also, being a Coloured, Indian/Asian, and
White child and biological children of the households’
heads significantly reduced MPIs (p<0.05). Conclusively,
policies and programs to address child’s poverty must
among others, be sensitive to some racial, provincial
and gender factors. It is therefore recommended that the
government needs to critically come with strategies to
facilitate achievement of some SDGs as a prerequisite for
reducing child’s multidimensional poverty.

© 2023 ACE. All rights reserved

1. INTRODUCTION

In South Africa, reducing poverty has been a priority of aligned legislative and
policy initiatives. The apartheid government selectively implemented economic
development programmes with significant bias against some population groups.
Therefore, the current manifestation of poverty and inequality in South Africa is
the aftermath of past governance structure and selective implementation of social
welfare packages as characterized by the apartheid era (Seekings & Nattrass,
2015). Although policy interventions to address poverty under democratic
governance have yielded some positive results, the overall performance is still
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falling short of people’s expectations on improvement in standard of living and
wealth creation.

The groundbreaking work of Amartya Sen provides the foundation upon which
multidimensional poverty analysis is built (Sen, 2000). Sen (2000) stressed the
need to understand actual poverty in terms of capability deprivation, which
includes opportunities, choices, and entitlements. From that time, literature began
to focus on the broader sense of poverty from its multidimensional perspective
(Alkire & Santos, 2013). According to Bastos (2001), welfare concept analysis
should focus on home living conditions rather than households’ income levels.
The multidimensional view of welfare is favored by both the Millennium
Development Goals (MDGs) and the Sustainable Development Goals (SDGs)
(Alkire & Jahan, 2018).

From the unidimensional perspective, poverty seems to be endemic among South
African children. Some statistics have shown that poverty increased by 11.1%
between 1995 and 1999, while 11 million children were poor in 2002 (Alliance
for Children’s Entitlement to Social Security, 2002; Omotoso & Koch, 2018).
Moreover, Statistics South Africa (2020) submitted that 51.0% of South African
children were uni-dimensionally poor. On the other hand, based on 2012 data,
multidimensional child deprivation ratio for South Africa was 35.7%, which
can be compared with 16.0% for Botswana and 29.30% for Namibia (United
Nations Department of Economic and Social Affairs, Population Division,
2015). Recently, 62.1% of South African children were multidimensionally
poor in 2020, and majority simultaneously suffered multiple deprivations
(Statistics South Africa, 2020). According to Statistics South Africa (2014), poor
health, low level or no education, poor living conditions, inadequate income,
lack of empowerment as well as threat from violence or crime are the factors
that promote multidimensional poverty. It was discovered that the primary
determinants of poverty include gender, unemployment, household size, marital
status, and population group (Jansen et al., 2015; Makhalima, 2020; Omotoso &
Koch, 2018).

In Burkina Faso, Fonta et al. (2020) found that using the Alkire-Foster MPI,
child’s multidimensional poverty reduced with maternal education, income,
urban residence, but promoted by polygamy, residence in some rural areas,
chronic illness among households’ heads, debts and households’ size. Nguetse
Tegoum & Hevi (2016) used the multiple correspondence analysis (MCA) and
hierarchical classification methods to analyze child’s multidimensional poverty
in Cameroon. It was found that multidimensional poverty was influenced by
education, mother’s age and presence in the household. Dutta (2021) analyzed
the determinants of child’s multidimensional poverty in India and Bangladesh
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using the multidimensional overlapping deprivation approach (MODA). It was
found that maternal education and empowerment reduced the chance of child’s
multidimensional poverty.

The objective of this paper is to determine the factors explaining multidimensional
poverty indicator (MPI) among South African children. The MPI was computed
with different attributes covered different dimensions of households’ welfare. It
was hypothesized that child’s demographic characteristics do not significantly
influence multidimensional poverty index (MPI) which was computed using the
Alkire-Foster (AF). The majority of previous research studies have examined
household multidimensional poverty in South Africa. However, the determinants
of poverty from a multifaceted perspective with a focus on children are not well
understood in general. This study will contribute to existing literature by filling
this important research gap.

2. MATERIALS AND METHODS

Sampling Procedures for the Data

This study used the General Household Survey (GHS) datasets for 2017,
2018 and 2019, which were collected by the Statistics South Africa. The data
were collected from every member of the household. The focus of this study
was on multidimensional poverty among children. Therefore, information on
households’ members who were less than 18 years was used. The data collection
for the three years used a Master Sample (MS) frame which was compiled in
2013 by Statistics South Africa (2017, 2018 and 2019). This sampling frame was
designed with the 2011 Census, and comprised of 103,576 enumeration areas
(EAs), 3,324 primary sampling units (PSUs) and 33,000 dwelling units (DUs).
Each of the surveys also has sampling weights for ensuring representativeness
of the samples. After the data were sorted and merged, a total of 25,915, 25,224,
20,083 and 71,711 of children were selected in the 2017, 2018, 2019 and
combined datasets, respectively.

Child’s multidimensional poverty index and its decomposition using Alkire-
Foster Method

This study used the Alkire & Foster (2011) method to compute the
multidimensional poverty index (MPI) using some selected child’s welfare
attributes from the 2017, 2018 and 2019 GHS datasets. Table 1 shows the selected
welfare dimensions and attributes. Four dimensions were identified which are
standard of living, health, education, and perceived happiness. The Table reveals
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that in all, there were ninety-one (91) welfare attributes of which seventy-six
(76) belonged to the standard of living category, eleven (11) belonged to health,
two (2) belonged to education, and two (2) belonged to perceived happiness. The
standard of living was broken into six (6) indicators, while health was broken
into two (2). The Alkire-Foster method begins with proper definition of poverty
cutoff for identifying the children that were multidimensionally poor. Each of the
selected attributes was coded as 1 for the deprived children and 0 for the non-
deprived. The ninety-one selected attributes are defined in Table 1 following
Omotoso & Koch (2018) and Fonta et al. (2020).

Table 1. Child MPI dimensions, indicators, Deprivation cut-offs and weights

Dimension Indicator

(Weight) ~ (Weight) Attributes’ Coding Method

Standard  Assets A child was coded to be deprived if the household does not own
ofliving  (22/91) each of the following assets: motor vehicle; radio ot television set;
(76/91) swimming pool; DVD player/blu-ray player /pay TV (M-Net/DSTV/

Top TV) subscription; air conditioner (excluding fans); computer/
desktop/laptop; vacuum cleaner/floor polisher; dish washing machine;
washing machine; tumble dryer deep freezer — free standing;
refrigerator or combined fridge freezer; electric stove; microwave
oven; built-in kitchen sink; home security service; home theatre
system; geyser providing hot running water; solar hot water geyser;
and solar electrical panel

Telecom- A child was coded to be deprived if the household does not have

munica- access to the following: home Internet connection; Internet in a library
tions or community hall/Thusong centre; Internet for students at a school/
(7/91) university/college; Internets at place of work; Internet Café <2km

from the household; Internet Café and Telephone.

Waste A child was coded to be deprived if the household has the following:
removal irregular or no waste removal; littering, water pollution, outdoor/

(6/91) indoor air pollution; land degradation; and excessive noise.

Housing A child was coded to be deprived if the household possesses each of
charac- the following: informal/traditional dwelling type (shack, caravan or
teristics other); without bricks or cement for walls and without materials such
(10/91) as tile, corrugated iron, asbestos, and others for roof; with unimproved

floor materials; more than two persons per room; using unimproved
drinking water; distance of water source from the dwelling more
than 30 minutes; using unimproved toilet facilities; and sharing toilet
facilities.

Standard  Safety A child was coded to be deprived if the household responded yes to

of living  (10/91) each of the following: motor vehicle injury; bicycle related injury;

(76/91) gun shots wounds; severe trauma due to violence, assault, or beating;
crime-related injury; fire or burn; accidental poisoning; intentional
poisoning; sports related injuries; and other form of injuries.

Energy A child was coded to be deprived if the household possesses each

(21/91) of the following features: lack access to electricity; uses paraffin for
lighting; uses candles for lighting; uses no energy source for lighting;
uses other unclean sources for cooking; uses paraffin for cooking; uses
wood for cooking; uses coal for cooking; and uses animal dung for
cooking.
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Dimension Indicator
(Weight)  (Weight)

Health Nutrition/ A child was coded to be deprived if the household responded yes to
(11/91 hunger each of the following: run out of money to buy food; run out of money
(8/91) 5 or more days in the past 30 days; cut the size of meal or skip any
meals; cut size of meals 5 or more days in the past 30 days; skipped
meals; skipped meals 5 or more days in the past 30 days; smaller
variety of food; and smaller meals 5 or more days in the past 30 days

Healthcare A child was coded to be deprived if the household responded yes to
Facilities  each of the following: not covered by any medical aid scheme; it takes
and Health more than 30 minutes to reach the health facility; and the child has a

Attributes’ Coding Method

Status fair or poor health status.
(3/91)
Education Early A child was coded to be deprived if each of the following holds: a
(2/91) Childhood child of 0-59 months is not attending any ECD centre; a child who is
Devel- old enough to attend school (6-18 years) does not attend and school/
opment education institution.
(ECD)
(2/91)

Perceived Perceived A child was coded to be deprived if the household’s head says they are
happiness Happiness poor; and the head is not happy or same as before.
(2/91) (2/91)

Source: Own Computation, 2023

After coding the selected attributes as either 0 or 1, the Alkire-Foster method
begins with definition of the cut-off, which identifies whether a child is
multidimensionally poor based on his or her total weighted deprivation. In
this study, the ninety-one attributes were equally weighted and the sum of the
attributes in each dimension defines the assigned weight. In other words, the
cut off is a portion of weighted deprivations a child must have in order to be
considered poor, and it is symbolized with p. Therefore, a child is considered
poor if his/her deprivation score is equal or greater than the poverty cut-off i.e.,
a child is poor if ¢ zp.

Following recommendation from Alkire & Foster (2011), the child’s MPI
assumes a one-third poverty cut off which, based on the ninety-one attributes
constitutes 30.33 MPI. Therefore, a child is multi-dimensionally poor if he/she
has a deprivation score higher than or equal to 30. For children with a deprivation
score that is below the poverty cut-off, even if it is non-zero, it is replaced by
zero ‘0°. This is referred to as censoring in poverty measurement. Using the
notation c, (z) for the censored deprivation, such that when €2z, then ¢ (@@)=c,
but if <z, then ¢(2)=0 hence, ¢ (2) is the deprivation score of those who are
poor. Like with the weights, the choice of poverty cut-off is also flexible in the
Alkire-Foster method, depending on a particular context. The child’s MPI, which
is expected to lie between 0 and 1 is the product of poverty incidence and poverty
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intensity. Poverty incidence is the child’s multidimensional headcount ratio (H)
which is expressed as:

H== (1)

Where m is the number of children who are multidimensionally poor, and N is
the total population of children. Also, intensity of multidimensional poverty is
computed as:

1= Zm:cj(z) )

Where ¢ (2) is the censored deprivation score of child ;. Mathematically, the
child MPI is the product of H and A. Therefore,

MPI=H- A 3)

MPI can be decomposed into its component dimensions and censored indicators.
The MPI decomposition can be expressed as:

MPI(x;y;z) = H(Lx)) MPI(x;z)+ Ly)) MPI(y;2) (4)

5 n x;

Where n(x) refers to the number of individuals in x (the same goes for n(y) and
n(x;y)

For this study child MPI was decomposed by province, race, and sector of
residence.

Tobit Regression Model of the Determinants of Child’s MPI

The Tobit regression model was employed to analyze the factors influencing
child’s multidimensional welfare indicators. Tobit model is among the best
regression models when the dependent variable can be censored. Since the
dependent variable lies between 0 and 1, we applied the censored regression
following some previous studies (Oyekale, 2023; Oyekale & Molelekoa, 2023;
and Mosasane & Oyekale, 2021). The model can be specified as:

* d
Y =¢0+(ij k:IX,.+e. 4)

i i
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Y'=0if y<0,y=Y"if y>0

Y = Multidimensional poverty
[s = estimated parameter or coefficient

ei = error term and is normally distributed with zero mean and constant
variance.

Xi= explanatory variables which are difficulty with seeing (yes = 1, 0 otherwise),
difficulty with hearing, (yes = 1, 0 otherwise), difficulty with walking (yes =
1, 0 otherwise), difficulty with remembering (yes = 1, 0 otherwise), difficulty
with selfcare (yes = 1, 0 otherwise), difficulty with communication (yes = 1,
0 otherwise), Eastern Cape (yes = 1, 0 otherwise), Northern Cape (yes = 1,
0 otherwise), Free State (yes = 1, 0 otherwise), KwaZulu-Natal (yes = 1, 0
otherwise), North West (yes = 1, 0 otherwise), Gauteng (yes = 1, 0 otherwise),
Mpumalanga (yes = 1, 0 otherwise), Limpopo (yes = 1, 0 otherwise), child’s
gender (male = 1, 0 otherwise), child age (years), coloured (yes = 1, 0 otherwise),
Indian/Asian (yes = 1, 0 otherwise), White (yes = 1, 0 otherwise), son or
daughter of household’s head (yes = 1, 0 otherwise), father alive (yes = 1, 0
otherwise), father part of household (yes = 1, 0 otherwise), mother alive (yes
= 1, 0 otherwise); mother part of household (yes = 1, 0 otherwise), domestic
worker service (yes = 1, 0 otherwise), household size, traditional area (yes = 1,
0 otherwise), farms (yes = 1, 0 otherwise), salaries/wages commission (yes = 1,
0 otherwise), Income from business (yes = 1, 0 otherwise), pensions (yes = 1,
0 otherwise), grants (yes = 1, 0 otherwise), social grants (yes = 1, 0 otherwise),
sales of farming products/service (yes = 1, 0 otherwise), other income sources
(yes = 1, 0 otherwise), backyard garden (yes = 1, 0 otherwise), school garden
(yes = 1, 0 otherwise), and communal garden (yes = 1, 0 otherwise).

3. RESULTS AND DISCUSSIONS

Decomposition of Children’s MPI

The results presented in Table 2 show the intensity, incidence, and the
multidimensional poverty inicator (MPI) across the different provinces,
population groups and geographical residence of the children. The results
revealed that children from the Western Cape had the lowest multidimensional
poverty incidence, severity and MPI in 2017, 2018, 2019 and the combined data.
The incidences of deprivation were 39.00%, 39.00%, 32.00% and 2.00% in
2017, 2018, 2019 and the combined data, respectively. The intensity of poverty
showed that children from the Western Cape province were deprived in 39.00%,
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39.00%, 88.00% and 52.00% of the weighted indicators in 2017, 2018, 2019
and combined data, respectively. The results further revealed that Eastern Cape
province had the highest MPI with 34.00%, 33.00%, 29.00% and 6.00% in 2017,
2018, 2019 and combined data, respectively. The incidences of multidimensional
poverty deprivation were 43.00%, 43.00%, 32.00% and 7.00% in 2017, 2018,
2019 and combined data, respectively. The intensity of poverty showed that
children from Eastern Cape province were deprived in 79.00%, 78.00%, 33.00%,
and 82.00% of the weighted indicators in 2017, 2018, 2019 and combined data,
respectively. The Table also presents the intensity, incidence and MPI across
children’s population groups, and geography type. The results presented in the
Table revealed that Black/African children were the most multidimensionally
poor population group, followed by the Coloured, White and Indian/Asian
children. Across the children’s geography type, the results revealed that children
from traditional areas were more deprived compared to those in farms and urban
areas.

Table 2. Alkire-Foster multidimensional poverty intensity and incidence across South
African provinces

2017 2018 2019 Combined Data
A H MPI A H MPI A H MPI A H MPI

Province

Western Cape  39.00 39.00 15.00 39.00 39.00 15.00 88.00 32.00 28.00 52.00 2.00 1.00
Eastern Cape 79.00 43.00 34.00 78.00 43.00 33.00 90.00 32.00 29.00 82.00 7.00 6.00
Northern Cape  56.00 40.00 22.00 56.00 39.00 22.00 87.00 31.00 27.00 65.00 2.00 1.00
Free State 59.00 40.00 24.00 60.00 39.00 23.00 86.00 32.00 27.00 67.00 2.00 2.00
KwaZulu-Natal 76.00 41.00 31.00 73.00 41.00 30.00 90.00 32.00 29.00 79.00 9.00 7.00
North West 67.00 41.00 27.00 67.00 40.00 27.00 85.00 31.00 27.00 72.00 3.00 2.00

Gauteng 42.00 40.00 17.00 43.00 39.00 17.00 87.00 32.00 27.00 56.00 6.00 3.00
Mpumalanga 76.00 41.00 31.00 73.00 40.00 29.00 88.00 32.00 28.00 78.00 4.00 3.00
Limpopo 75.00 38.00 29.00 72.00 38.00 28.00 86.00 31.00 27.00 76.00 5.00 4.00

Population Group
Black/African  69.00 41.00 28.00 68.00 40.00 27.00 88.00 32.00 28.00 74.00 37.00 28.00

Coloured 39.00 39.00 15.00 37.00 39.00 15.00 87.00 31.00 27.00 52.00 2.00 1.00
Indian/Asian 7.00 37.00 3.00 6.00 39.00 2.00 84.00 31.00 26.00 30.00 0.00 0.00
White 4.00 40.00 2.00 3.00 41.00 1.00 85.00 31.00 26.00 28.00 0.00 0.00
Geographical Location

Urban 48.00 40.00 19.00 47.00 39.00 19.00 86.00 31.00 27.00 59.00 18.00 11.00
Traditional 84.00 41.00 34.00 83.00 41.00 34.00 90.00 32.00 29.00 85.00 21.00 17.00
Farms 77.00 44.00 33.00 77.00 43.00 33.00 91.00 33.00 30.00 81.00 2.00 1.00
Total 64.00 40.00 26.00 63.00 40.00 25.00 88.00 32.00 28.00 71.00 40.00 28.00

Source: Own Computation based on South Africa GHS data in 2017, 2018 and 2019.
Note: A - denotes poverty intensity; H- denotes poverty incidence
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Correlates of Child Multidimensional Welfare

The Tobit regression results for Alkire-Foster MPI are presented in Table 3.
Multicollinearity among the analyzed variables was scrutinized. This was done
by computing the variance inflation factor (VIF) statistics. The mean VIF for the
independent variables were 3.76, 3.49, 2.92 and 3.42 for 2017, 2018, 2019 and
all the years combined, respectively. These results showed that the models did
not suffer from serious problem of multicollinearity. The models also produced
good fits for the data given the statistical significance of the Likelihood Ratio
Chi Square at 1% level.

Table 3 shows the effects of some disability variables such as child’s being
unable to see, walk, hear, take care of self, remember things and communicating
on MPI. The results revealed that inability to see, walk, take care of yourself, and
communicate significantly affected Alkire-Foster MPI (henceforth denoted as
AF MPI) in some of the results. The parameters of hearing impairment in Table
3 did not show statistical significance in all the results. Similarly, the parameters
of being unable to see did not show statistical significance in 2017 at 10% level.
However, the estimated parameters for the 2018, 2019 and combined dataset
showed statistical significance at 5% level. These results imply that children who
had eyesight problems had lower AF MPI in 2018, 2019 and combined dataset.

Investigations on poverty and disability have gained momentum and this is
influenced by the work done by Sen on the capability approach. White and
Yamasaki (2017) examined multidimensional poverty among the native-and
foreign-born in the United States and considered the disability aspect. Their
results are in alignment with the results of this study since they found out that
people with disabilities were likely to suffer multiple deprivation. Moreover,
numerous studies conducted on poverty and disability found out that disabled
people are more likely to be poor compared to people without disabilities
(Brucker et al., 2015, Pinilla-Roncancio, 2018, Banks et al. 2021, DeBeaudrap
et al. 2020). Banks et al. (2021) found that multidimensional poverty was related
to an individual having a functioning limitation that affects cognitive reasoning
and self-care.

The results in Table 3 revealed that the parameters for children who were unable
to walk in 2018, 2019 and combined dataset did not show statistical significance
at 10% level. However, in the 2017 dataset, there was statistical significance at
1% level. This implies that children who were unable to walk had a higher AF
MPI increased in 2017, when compared with their counterparts with no such
diasability. The results further revealed that estimated parameters for children
who were not able to care for themselves in 2017 and 2019 showed statistical
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significance at 5% level. These results imply that children who were not able to
care for themselves had higher AF MPI in 2017 and in the combined dataset,
when compared with those without such diasability. The estimated parameters
for communication impairment in 2018 and combined datasets showed statistical
significance at 5% level of significance. This implies that the children who were
suffering from some form of communication impairment had higher AF MPI in
2018 and in the combined dataset.

These results are in line with those of Mitra et al. (2011) who revealed that
people with disabilities were found to be multidimensionally poor compared
to those without disabilities. They further mentioned that disabled people had
four times higher chances of being multidimensionally poor compared to people
without disabilities. UNICEF (2007) mentioned that people with disabilities are
affected by poverty because it lowers households’ incomes due to their inability
to work. It was further stipulated by Opoku et al. (2017) that even though
disabled people do not depend on anyone, that is, are employed, they are more
likely to be underemployed or underpaid due to their incapacitation. Grut et al.
(2012) found that there are unique challenges facing disabled people in South
Africa in accessing health care and other form of social services. Mutwali and
Ross (2019) submitted that in South Africa, disabled people have poor physical
access to health care facilities in terms of not being covered under any medical
aid scheme, using public facilities, and taking longer time to reach the facilities
when compared to those without disabilities. According to a study conducted
by Mkabile and Swartz (2020) in the Western Cape province of South Africa,
it was revealed that caregivers and parents of children living with disabilities
could not utilize intellectual disability service because of financial challenges
and community stigmatization.

The results in Tables 2 further showed the effect of provincial and geographical
factors on child’s AF MPI. The parameters for Eastern Cape province did not
show statistical significance at the 10% level in 2019. However, the estimated
parameters for 2017, 2018 and combined dataset showed statistical significance
at 1% level. These results imply that when compared with children from Western
Cape province and holding other variables constant, children from the Eastern
Cape had higher AF MPI in 2017, 2018 and combined dataset. These results
are related to those of Mosasane and Oyekale (2021) who revealed that Eastern
Cape was one of provinces with the highest level of multidimensional poverty in
South Africa. Megbowon (2018) also submitted that although the South African
government has made progress in alleviating poverty since the end of apartheid
in 1994, there is still existence of poverty in the provinces with Eastern Cape
being one of poorest. According to Noble et al. (2014), Eastern Cape province
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remains the largest receipient of social grants and has the highest level of welfare
deprivations.

The Tobit regression results in Table 3 further show that Northern Cape
parameters did not show statistical significance at 10% level in 2017, 2018 and
combined dataset. However, the estimated parameters for 2019 showed statistical
significance at 1% level. These results imply that compared to children from
the Western Cape and holding other variables constant, children in the Northern
Cape had lower AF MPI in 2019. The results of this study are also related to
those of Mosasane and Oyekale (2021) who also found out that the Northern
Cape Province respondents had lower AF MPI than Western Cape. These results
are in line with those of Ndhlovu (2010) who also revealed that the Northern
Cape province was one of the provinces that experienced a significant decline
in poverty.

The parameters of Free State in Table 3 did not show statistical significance
in 2017, 2018 and combined data. However, the estimated parameters showed
statistical significance at 1% level in 2019. These results imply that in 2019,
children from the Free State had lower AF MPI when compared with those
from the Western Cape and holding other variables constant. The parameters of
KwaZulu-Natal in Table 3 did not show statistical significance in 2019. However,
the estimated parameters in 2017, 2018 and combined dataset showed statistical
significance at 5% level. These results imply that when compared to children
from the Western Cape and holding other variables constant, children from
KwaZulu-Natal province had higher AF MPI in 2017 and combined dataset, but
had a lower AF MPI in 2019.

The North West province parameter in 2019 and combined dataset did not show
statistical significance. However, in 2017 and 2019 the estimated parameters
show statistical significance at 5% level. These results imply that when compared
to children from the Western Cape and holding other variables constant, children
from the North West province had higher AF MPI in 2017 and lower value in
2019. The parameter for Gauteng province did not show statistical significance
in 2019. However, the estimated parameters showed statistical significance at
1% level in 2017, 2018 and combined dataset. These results imply that when
compared to children from the Western Cape and holding other variables constant,
children from Gauteng province had lower AF MPI in 2017, 2018 and combined
dataset. Fransman and Yu (2019) also revealed the findings that are similar to the
one of this study where respondents from Gauteng and Western Cape provinces
had their MPI reduced. Jackson and Yu (2023) also found Gauteng respondents
to have increased MPI.
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The estimated parameters for Mpumalanga did not show statistical significance
in 2018. However, in 2017, 2019 and combined dataset, the parameters showed
statistical significance at 1% level. These results imply that when compared to
children from the Western Cape and holding other variables constant, children
from Mpumalanga had higher AF MPI in 2017 and combined dataset and lower
value in 2019. These results are related to those of Mosasane and Oyekale
(2021) who compared Western Cape to Mpumalanga and found that MPI in
Mpumalanga was higher. The estimated parameters for Limpopo also showed
statistical significance at the 1% level across all the years. These imply that when
compared to children in the Western Cape and holding other variables constant,
children from Limpopo province had lower AF MPI across the years. These
results are contrary to those of Jackson and Yu (2023) who revealed that the
Limpopo households had higher MPI.

Regarding the geographical location of children, the results in Table 3 showed
statistical significance at 1% level for the children residing in traditional areas
for 2017, 2018, 2019 and combined dataset. The results presented in Table 3
showed that when compared to children from urban areas and holding other
variables constant, children from traditional areas had higher AF MPI across the
years. Similarly, the parameters for farm residents showed statistical significance
at 1% level across the years. These imply that compared to the children in urban
areas and holding other variables constant, children from farms had higher AF
MPI across the years.

The estimated parameters for racial identity showed that Coloured parameter
did not show statistical significance for 2019, but significant in 2017, 2018
and combined data at 1% level. These results imply that when compared with
Black/African children, Coloured children had lower AF MPI in 2017, 2018
and combined data. The Indian/Asian parameters did not show statistical
significance (p>0.10) in Table 3. However, the estimated parameters for 2017,
2018 and combined dataset were significant (p<0.10). The results presented in
Table 3 imply that when compared to Black/African children and holding other
variables constant, Indian/Asian children had lower AF MPI in 2017, 2018, 2019
and combined data.
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Table 3. Tobit Regression Estimates of the Determinants of Children’s Alkire-Foster MPI

2017 2018 2019 Combined Data

Coefficient Coefficient Coefficient Coefficient
Disability
Secing -1.25¢-07 -3.52e-07*** -1.66e-07** -2.38e-07***
Hearing 1.49¢-07 -2.16e-08 -8.69¢-08 -5.08e-08
Walking 3.33e¢-07** 1.37e-07 4.87¢-08 1.44e-07*
Remembering -6.21e-08 2.03e-09 -2.62e-08 -2.57e-08
Selfcare 6.24¢-08 1.64e-07** 1.10e-09 9.83e-08***
Communication -1.31e-07 3.54e-07** 2.79¢-08 2.04e-07***
Province
Eastern Cape 6.64e-07%** 5.26e-07%** -6.34e-08 4.63e-07***
Northern Cape 8.93¢-08 -6.32e-10 -2.37e-07*** 3.78e-08
Free State -3.96¢-08 -1.05e-07 -2.32e-07*** -6.65¢-08
KwaZulu-Natal 3.98e-07%** 5.24e-08 -1.56e-07** 1.78e-07***
North West 1.74e-07** -5.54e-08 -4.58e-07*** -9.84¢-09
Gauteng -2.55e-07*** -3.91e-07*** -8.91e-08 -2.03e-07***
Mpumalanga 3.88e-07%** 1.37e-08 -2.65e-07*** 1.28e-07%**
Limpopo -3.64e-07*** -5.76e-07*** -4.87e-07*** -4.51e-07***
Child gender -6.83e-08** -4.24e-08 -2.97e-08 -5.54e-08***
Child age -9.71e-09** -1.17e-08** 1.92¢-08*** 2.57e-09
Population group
Coloured -8.10e-07*** -9.29e-07*** -3.50e-08 -6.26e-07***
Indian/Asian -1.26e-06*** -1.20e-06*** -1.36e-07 -9.56e-07***
White -8.41e-07*** -9.36e-07*** -1.14¢-07 -7.24e-07***
Son or daughter 6.14e-07%** 5.57e-Q7*** 1.05e-07*** 4.39e-07***
Father alive -1.20e-07*** -1.19e-07*** 1.30e-08 -8.34e-08***
Father part of household -3.17e-07*** -3.21e-07*** -6.69¢-08** -2.69e-07***
Mother alive -2.00e-08 -1.46e-07** 1.95¢-08 -7.20e-08**
Mother part of household -1.20e-07*** -1.20e-07*** -1.11e-07%** -1.32e-07***
Domestic worker service 1.18e-06*** 1.31e-06*** 4.18e-07*** 1.11e-06%**
Household size 9.92¢-09 3.32e-08*** -1.28e-08*** 2.60e-08***
Geography type
Traditional 1.05e-06%** 1.14e-06%** 2.96e-07*** 8.56e-07***
Farms 1.38e-06*** 1.53e-06*** 5.30e-07*** 1.19e-06***
Salaries/wages commission -8.70e-07*** -9.08e-07*** -1.02e-07*** -7.98e-07***
Income from business -6.22e-07*** -6.87e-07*** -1.45e-08 -4.48e-07***
Remittances -3.38e-07*** -4.24¢-07 1.57e-08 -3.40e-07***
Pensions -1.01e-06 -9.55e-07 -4.62¢-08 -8.68e-07***
Grants 9.00e-07%** 7.93e-07%** -4.06e-08 5.93e-07%**
Social grants -7.34e-07 -6.27e-07*** -1.98e-07*** -6.69e-07***
Sales of farming products/ -1.16e-07 -2.73e-07*** -2.05e-08 -1.29e-07***
service
Other income sources -5.44e-07*** -4.82e-07*** -1.26e-08 -4.84e-07***
Backyard garden 2.94e-07%** 2.92e-07*** -4.24¢-08 3.33e-07%**
School garden 8.30e-07 -4.65¢-07 4.61e-07 4.47e-07*
Communal garden -3.64¢-08 5.36e-07** 1.74e-07 4.24e-07%**
_Cons 2.20e-06*** 2.21e-06%** 4.67e-06*** 2.80e-06***
Var (e,mpi) 5.29e-12 5.35e-12 3.43e-12 5.37e-12
LR Chi2 9969.90 9230.63 577.61 17448.17
Prob Chi2 0.0000 0.0000 0.0000 0.0000
Pseudo R2 -0.0169 -0.0161 -0.0012 -0.0106
Log Likelihood 299666.44 291533.92 242348.05 828736.54
Mean VIF 3.76 3.49 2.92 3.42

Source: Own Computation based on South Africa GHS data in 2017, 2018 and 2019
Note: *** ** and * imply statistically significant at 1%, 5% and 10% levels, respectively.
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The estimated parameter for White children did not show statistical significance
in 2019. However, those for 2017, 2018 and combined data showed statistical
significance at 1% level. The results imply that when compared to Black/African
children and holding other variables constant, White children had lower AF MPI
in 2017, 2018 and combined data. These results are related to those of Statistics
South Africa (2021) that revealed that Black children had a higher level of MPI
compared to children in the other population groups.

The parental factors influencing AF MPI results are presented in Table 3. The
son/daughter parameters showed statistical significance at 1% level for 2017,
2018, 2019 and combined data. The results imply that non-biological children in
the household had higher levels of AF MPI in 2017, 2018, 2019 and combined
data. The father alive parameter did not show statistical significance in 2019.
However, the estimated parameters for 2017, 2018 and combined dataset showed
statistical significance The results presented in Table 3 imply that children
whose fathers were alive had their lower AF MPI being in 2017, 2018, 2019 and
combined data.

The father part of the household parameters showed statistical significance at 5%
level in 2017, 2018, 2019 and combined data. The results in Table 3 imply that
children who their father were part of the household had lower AF in 2017, 2018,
2019 and combined data. The mother alive parameters did not show statistical
significance (p>0.10) in 2017 and 2019. However, the estimated parameters
for 2018 and combined dataset showed statistical significance at 5% level. The
results imply that children whose mothers were alive had lower AF MPI in 2018
and combined dataset. Also, the parameters of mother residing in the same
households with the child showed statistical significance at 1% level in 2017,
2018, 2019 and combined data. The results imply that children who were residing
in the same households as their mothers had lower AF MPI in 2017, 2018, 2019
and combined data. The results are related to those of the UNICEF (2020) which
also revealed that children with a mother or father alive have reduced chance of
being multiply deprived.

In Table 3, the parameter of child’s gender did not show statistical significance
at 10% for 2018 and 2019. However, the estimated parameters showed statistical
significance at 1% level for 2017 and combined dataset. The results imply that
male children had lower AF MPI in 2017 and combined dataset. The results
presented in Table 3 show child age parameters, The child age parameters did
not show statistical significance in combined dataset. However, the estimated
parameters showed statistical significance at 1% level for 2017, 2018 and 2019.
These results imply that as a child’s age increases, their AF MPI reduced in 2017,
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2018, 2019 and combined data. These results are related to those of Aboaba et al.
(2019) who found out that age had a negative relationship with poverty.

The domestic worker parameter showed statistical significance at 1% level in
2017, 2018, 2019 and combined data. The results imply that children whose
households had domestic workers had higher AF MPI in 2017, 2018, 2019 and
combined data. These findings might be associated with the circumstance that
having to pay the worker(s) reduces the household purchasing power or per
capita income. The household size parameters showed statistical significance
at 5% level in 2018, 2019 and combined data. These results imply that as a
household adds one additional member, child’s AF MPI increased in 2018 and
combined dataset and reduced in 2019. The results of this study are related to
those of Makhalima (2020) who also revealed that the larger the household size,
the higher the likelihood of a child being multidimensionally poor.

Income is a significant measure of wellbeing. The salaries/wages commission
parameters showed statistical significance in 2017, 2018, 2019 and combined
data. These results imply that children from household that were receiving
salaries/wages commission had lower AF MPI in2017,2018, 2019 and combined
data. The parameters of receipt of income from business did not show statistical
significance in 2019 at 10% level. However, the estimated parameters showed
statistical significance at 1% level in 2017, 2018 and combined dataset. These
results imply that children from households that were earning income from
businesses had lower AF MPI in 2017, 2018 and combined data. The remittances
parameter did not show statistical significance in 2019. However, for 2017,2018
and combined dataset the estimated parameters showed statistical significance at
1% level. These results imply that children from households that were receiving
remittances had lower AF MPI in 2017, 2018 and combined data.

Pension’s parameters in Table 3 did not show statistical significance for 2019.
However, the estimated parameters showed statistical significance (p<0.01)
for 2017, 2018 and combined dataset. The results imply that children from
households that were receiving pensions had lower AF MPI in 2017, 2018 and
combined data. These results are related to those of Aboaba et al. (2019) and
Ashagidigbi et al. (2020) who revealed that people earning income had their
poverty declining. The grants parameters did not show statistical significance in
2019. However, the estimated parameters for 2017, 2018 and combined dataset
were statistically significant at 1% level. The results imply that children from
households that were receiving grants had higher AF MPI in 2017, 2018 and
combined data. These results might be associated to the circumstance that the
social security grants money is not enough to be able to provide for their basic
needs.
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The social grants parameters were statistically significant at 1% level in
2017, 2018, 2019 and combined data. The results imply that children from
households that were receiving social grants had lower AF MPI in 2017, 2018,
2019 and combined data. The sales of farming-products/services parameters
were insignificant in 2017 and 2019. However, the estimated parameters were
statistically significant at 1% level in 2018 and combined dataset. These results
imply that children from households that realized incomes from sales of farming
products/services had lower AF MPI reduced in 2018 and combined data. Other
income sources parameters in were insignificant for 2019 and combined dataset.
However, the estimated parameters were statistically significant at 1% level for
2017 and 2018. These results imply that children from households with other
income sources had lower AF MPI in 2017 and 2018. The results on are related
to those of Makhalima (2020) who revealed that children from households that
were earning some form of income were less likely to be poor.

Table 3 also reveals that cultivation of backyard garden parameter was
statistically insignificant at 10% level in 2019. However, the 2017, 2018 and
combined dataset parameters were statistically significant at 1% level. These
results imply that children whose households had backyard gardens had higher
AF MPI in 2017, 2018 and combined data. The school garden parameters did
not show statistical significance for 2018 and 2019. However, the estimated
parameters showed statistical significance for 2017 and combined data. These
results imply that children who had school gardens had higher AF MPI in 2017
and combined data. The communal garden parameters did not show statistical
significance for 2017 and 2019. However, the estimated parameters showed
statistical significance at 1% level for 2018 and combined dataset. These results
imply that children who had communal gardens had higher AF MPI in 2018 and
combined dataset.

5. CONCLUSIONS

This study highlighted the dimensions of multidimensional deprivation among
South African children using the Alkire-Foster approach. The study is making
some contributions to literature by expanding the dimensional composition of
poverty indicators covering ninety-one attributes. More importantly, a nationally
representative samples for 2017 to 2019 were used. This ensure robustness of
estimated poverty indicators, which had been further analyzed econometrically.
The results indicated some critical highlights of provincial, racial and sectoral
differences among the children’s multidimensional poverty index (MPI). More
importantly, several households’ demographic and socio-economic variables had
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some significant influences on children’s multidimensional poverty. Due to the
spatial differences in child’s MPI, government needs to critically come up with
strategies to facilitate achievement of some SDGs as a prerequisite for reducing
child’s multidimensional poverty. It is also evident that when compared to Black/
African children, all population groups had their MPIs reduced. Moreover,
compared to children from urban areas, children from traditional areas and farms
had their AF MPI increased. It was also indicated that children whose household
received grants had their MPI significantly increased. This underscores the fact
that households on grants are often poor and may need further interventions to lift
them out of poverty. The livelihood component of our variables revealed the role
of remittances, business income, wage employment and other supplementary
income sources in facilitating households’ welfare and child’s poverty reduction.
There is therefore the need for interventions for the promotion of income
generating opportunities to enhance households’ welfare. Moreover, poverty
reduction interventions in South Africa should marginally address the needs of
different geography types with farm and traditional areas requiring top priorities.
There is also the need for racial consideration given that Black children showed
a higher level of deprivation in multidimensional poverty. Finally, the role of
biological parents in raising healthy and happy children have been underscored
in the results with significant reduction in MPI. Therefore, promotion of cultural
and institutional mandates for enhancing the presence of biological parents in
child’s household holds significant prospects for reducing MPI.

Limitations of the Study

This study had some limitations. The main limitation concerns missing variables
such as maternal education. In some other instances, some important attributes
like child mortality were missing.
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OBJAIIIBEBE KOPEJAIIMJA MVJITUAUMEH3NOHAJIHOT
CUPOMAIITBA JJETETA Y JY/KHOJ A®OPULIN
KOPUIIREKLEM NIPUCTYIIA AJIKUPE-®OCTEP

1 Tonenr Yeputu Monenekoa, Yausepsurer Hopr-Bect, Madukenr Kammyc,
Jyxnoadpuuka PermyOmika
2 Abajomu Camjyen Ojekane, Yausepsurer Hopt-Bect, Jy:xxHoadpuuka PemyOmika

Caxkerak

CupoMaliTBo JIjelie 0CTaje jeHa o [FIaBHUX OpUra y IIUJbeBIMa OJIP>KUBOT Pa3Boja
(CAI"). Oma crymmja aHanmm3upalia je JACTCPMHUHAHTE BHINCANMEH3NOHATHOT
cupomamTBa gjere y Jyxuoj Adpumu. Kopumrhenn cy nmomanu Ominte aHKeTe
o gomahuucTBuMa (I'XC) u3 2017, 2018. u 2019. roqune. Ankupe-Docteposa
METOJIOJIOTH]a j€ KOpHIITNeHa 33 N3pavyHaBamke NHIAEKCA MYJITHIAMEH3HOHATHOT
cupomarntBa pgjerie (MIIM), a kopenamuje cy aHaau3upaHe KOpUIINEHEM
Toburose perpecuje. Pe3ynraTi cy OTKpHIH Aa Cy HEKH PEerHOHATHH (DAKTOPH
u (akropu moxmpydja npebuBanumTa 3HadajHo ytunamu (p<0,05) mva MIIU y
cBuM nepuomuma. Takohe, ko o0ojeHe, HHAM]CKO/a3ujcKe U Oujese ajere, Te
Ouoromke mjere miaBe qoMahwHCTaBa 3HadajHO cy cMameHu MIIU (p<0,05).
KonauHo, monuTHKe ¥ MporpaMu 3a pjemaBame mpoliieMa CHpOMAIITBA [ijere
Mopajy, u3Melyy ocranor, OUTH OCjeTJbUBU Ha HEKE PacHe, MOKPajHHCKE U POTHE
(akrope. Crora ce mpemnopydyje Aa BiaJia KpUTHUKH IIPUCTYIH CTpaTeryjama 3a
OJIaKIIaBambe MOCTU3akha HEKMX [IUJbEBa OJPXKUBOT Pa3Boja, Kao MpeayciioBa 3a
CMamehe BUICANMEH3HOHAITHOT CHPOMAIIITBA Jijelle.

KibyuHe pujeum: cupomawimeo Ojeye, UHOEKC BUULEOUMEHIUOHATHO
cupomawimsa, Ankupe-Pocmep, Jyscna Agppuxa

http://www.ae.ef.unibl.org/ 87


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




HPEFJIEI[HI/I HAYYHU YJIAHIIU

REVIEW SCIENTIFIC PAPERS







INFLATION AND ECONOMIC GROWTH TRENDS:
GLOBAL AND SOUTH AFRICAN PERSPECTIVES

1 Shelton Masimba Tafadzwa Mandeya, Department of Economics,
University of South Africa, UNISA, Pretoria, South Africa
2 Sin-Yu Ho, Department of Economics, Department of Economics,
University of South Africa, UNISA, Pretoria, South Africa
*Corresponding author's email: mandeyasm@gmail.com
1 ORCID ID: 0000-0002-0390-3120
2 ORCID ID: 0000-0003-0032-1616

ARTICLE INFO

Review Scientific Paper
Received: 05.06.2023
Revised: 01.07.2023
Accepted: 06.09.2023

DOI10.7251/ACE2339091M
UDC
336.748.12:339.72.053

Keywords: inflation,
economic growth, inflation
targeting, global trends,
South Africa.

JEL Classification: E31,
E52,047,055,Y10

ABSTRACT

This paper explores the global inflation and economic
growth trends, with a special focus on South Africa, from
the 1970s — the period marked by the crumbling of the
Bretton Woods system and the ensuing stagflation — to
2022. Our exploration reveals that global inflation is
driven mainly by advanced economies, and there are signs
of a negative correlation between the levels of income and
inflation rates. We observed a structural break in global
inflation in 1995 when inflation substantially decreased
and became more stable than before. Our analysis links this
structural break and stability in inflation to the emergence
of strict monetary policy regimes like inflation targeting.
Emerging and developing economies experienced a
substantial decrease in inflation after they adopted
inflation-targeting policies, as compared to advanced
economies. In contrast, AEs benefitted from a significant
rise in their economic growth. For South Africa, the trends
in inflation and economic growth displayed a different
picture. Although negligibly, South Africa’s inflation
rose three years after adopting inflation targeting. During
the same period, the South Africa experienced rising
economic growth. To better understand the relationship
between inflation and economic growth, we suggest
the use of extensive data and models to investigate the
structural breaks experienced.

© 2023 ACE. All rights reserved

1. INTRODUCTION

Given the emergence of the Covid-19 pandemic, and the ensuing results thereof,
inflation has once again become a topical issue. It is rearing its ugly head among
a host of other economic evils, such as sluggish economic growth and rising
unemployment. Despite other economic evils, what makes the issue of inflation
topical is its role in destabilizing the financial sector directly and thereby
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exacerbating the other economic ills. Without a doubt, failure to control inflation
will lead to the inability to control all other economic variables (Brown, 2001).
Inflation is known to erode the purchasing power of a currency over time, which
inflates the costs of living.

In recovery efforts against the Covid-19 pandemic, fiscal and monetary stimuli
have become prevalent, which resulted in overheating of the economies,
affecting mainly the Emerging Markets and Developing Economies (EMDEjs)
(Reinhart & Von Luckner, 2022). In nearly half of 34 AEs and 78 out of 109
EMDEs as classified by the International Monetary Fund (IMF), annual inflation
averages for 2021 exceeded 5% - a trend last experienced more than 20 years
ago (Reinhart & Von Luckner, 2022). Such an alarming rise in inflation makes
the issue timely for our study. However, it is not only inflation that is worsening
but also economic growth. The World Bank (2022) warns there is an impending
danger of an ensuing stagflation. The damage is projected to negatively affect the
EMDESs and low-income economies the most.

Given this background, one question arises, is this the return of the 1970s
stagflation? Could the trends be similar? This necessitates exploring the inflation
trends from 1970 to 2022 in our study. Further, given that inflation is accelerating
faster in EMDEs than in AEs, thereby driving global inflationary trends, we
find it more prudent to devote attention to EMDEs. Against this background,
this paper explores the global inflation-growth trends between 1970 and 2022.
Firstly, the choice of the period is motivated by data availability and, secondly,
by 1970 as the starting point given the stagflation of the era, which is compared
to the events occurring post Covid-19.

Our paper also gives some attention to the South African inflation, inflation
uncertainty and economic growth trends and dynamics. Our choice for South
Africa is backed by three reasons. First, South Africa is an emerging economy
grappled with rising inflation and sluggish growth (see International Monetary
Fund, 2023). This is not the case with other emerging economies, like China
and India for instance, which are experiencing high growth rates (see World
Economic Forum, 2023). First, South Africa’s current economic outlook mirrors
the stagflation of the 1970s which justifies its inclusion in the study. Second,
South Africa has one of the leading financial sectors in Africa, which exposes
other African economies to any changes within the South African economy
(International Monetary Fund (IMF) 2014). Third, South Africa is a member
state of the Common Monetary Area !(CMA) that uses the South African rand as

1 The Common Monetary Area is a monetary union made up of South Africa, Namibia, Eswatini
and Lesotho. All the member states have their currencies pegged to the South African rand at 1:1
parity and also recognize the rand as a legal tender.
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the legal tender, exposing the member states to the South African monetary and
real variables.

Although a discussion of the dynamics between inflation and economic growth
is a well-researched topic, our paper seeks to enrich literature in various ways.
We admit that inflation and economic growth nexus is a well-studied topic in
economics. At a global level, the studies that are closer to ours are those by Barro
(2013) and Sidrauski (1967). We add our voice to the discourse through providing
trend analysis of global inflation and economic growth between 1970 and 2022.
We also explore the inflation-economic growth dynamics along different income
levels. Furthermore, we investigate the trends for structural breaks using a global
sample and seek to explain the likely causes of the major structural breaks in
inflation between 1970 and 2022. We also compare the changes in inflation
and economic growth three years before and three years after the adoption of
inflation targeting to examine whether there is evidence that it contributed to the
eventual decline in the global inflation rates after 1995 and associated changes
in economic growth.

For South Africa, studies on the inflation-economic growth nexus also exist.
However, most of these studies analyze South Africa in isolation from other
economies (see, for example, Hodge, 2006; Odhiambo, 2013; Phiri, 2018;
Mandeya and Ho, 2021). Our study complements these studies through an
analysis of the inflation, inflation uncertainty and economic growth trends for
South Africa in relation to other EMDE countries. In this fashion, we seek to
explore if the trends move in tandem with other EMDE:s.

The paper is organized as follows. The second section explored the global
inflation and growth trends between 1970 and 2022. The third section presents
the episodes of inflation, inflation uncertainty and economic growth, both before
the adoption of inflation targeting and after the adoption. Section 4 examines if
South African trends mirror the EMDE trends, while section 5 concludes the study.

2. GLOBAL INFLATION AND ECONOMIC
GROWTH TRENDS: 1970 — 2022

There is compelling evidence suggesting a significant decline in the purchasing
power of global currencies since the collapse of the Bretton Woods agreement.
This is evident when looking at the Big Mac Index published by The Economist
(2023). There is no shortage of explanations for this decrease in the purchasing
power of global currencies. The first interpretation is that during Bretton Woods,
central banks pursued the gold standard rules of the game where the purchasing
power of the currencies was a priority for policy (Bordo & Eichengreen, 2008).
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The second explanation cites the persistence of above-zero inflation rates, as
allowed by the monetary policies that accommodate inflation pressures, guided
by the notion that permanently higher output levels can be attained by accepting
above-zero inflation rates. There is an interesting insight to be gained from each
of these hypotheses. We do not dispute their validity nor run a horserace between
them. The focus of this section is drawn to the second interpretation, with a
particular emphasis on the global inflationary trends from 1970 (as limited by
data availability) to 2022. First, an analysis of the global inflationary trends will
be given in relation to the different development levels, followed by an insight
into the global inflation-growth trends.

2.1. Global inflationary trends (1970 — 2022)

The average rates of global inflation have been above zero since 1970. This
is sustained mainly by the fact that policymakers and economists believe that
the opposite of it, that is deflation, poses more costs to the economy, such
as an increase in the real value of debt in the case of unexpected deflation,
triggering or aggravating recessions hence leading to deflationary spirals
(Blanchard, Dell’ Ariccia & Mauro, 2010; Krugman, 2010). Figure 1 illustrates
the inflationary trends between 1970 and 2022, with a breakdown of the global
economy, advanced economies, low-income economies, and Emerging Markets
and Developing Economies (EMDE). The data used was derived from the World
Bank database by Jongrim, Ayhan and Franziska (2023). It is based on a sample
of 196 countries (virtually all countries — making it a complete population).
Gross Domestic Product (GDP) weighted averages of inflation were used in the
illustration.
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Figure 1. Global inflation trends (GDP-weighted averages) in line with levels
of development: 1970 - 2022
Source: Authors’ computations with data from Jongrim, Ayhan and Franziska (2023)
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Four patterns can be observed from this dataset. First, throughout the period
illustrated in Figure 1, it is noticeable that the levels of inflation and economic
development correlate. Interestingly, the lower the level of development, the
higher the levels of inflation and the inverse is true, where the higher the level
of development, the lower the levels of inflation. Institutional failures and
weaknesses (poor central bank and government policies) and the pressure to
fight a host of macroeconomic issues such as high unemployment and poverty
reduction can be some of the reasons attributed to the negative correlation
between the levels of development and the higher levels of inflation.

The second observation shows that the global inflationary trends are driven
mainly by advanced economies. For instance, the turning points coincide at
best, or at least advanced economies precede the global inflationary trends.
Since the data used was GDP-weighted, one may argue that this is due to the
disproportionately high share of advanced economies’ income in relation to the
global income.

The third observation points to the stability or volatility of inflation rates in
relation to the level of development or income. The data illustrate that inflation
volatility is negatively related to the level of development. This is visible in
the number of turning points in the data. The lower the income, the higher
the data turning points. Again, institutional weaknesses and the pressure from
several macroeconomic issues can be cited as the prime reasons. The changes
in the inflation rates for low-income countries are very volatile, exhibiting sharp
changes, for instance, the sharp declines and rises from 1986 to 1987 and from
1994 to 1997.

The fourth observation illustrates several structural breaks in inflation in 1974,
1986, 1995 and 2008. We can link 1974 to the stagflation of the 1970s. In 1986,
inflation was in check due to a sharp drop in energy prices (see Howell, Burns &
Clem, 1987), while 2008 can be linked to 2007/8 global financial crisis. Of these
breaks, the most notable one worthy of scrutiny is 1995 for two reasons. First, the
improvements in inflation after an increase were very sharp compared to other
periods and second, inflation was, on average, strikingly higher before 1995 and
lower after 1995. What could explain such a break in the rates of inflation?

While a point of contention among scholars can be on the factors that led to this
striking improvement in inflation, for certain, a point of agreement is that this
was not a shock but an enduring factor. The improvements in macroeconomic
policies aimed at taming down prices globally, transmitted through globalisation,
are cited as one of the reasons behind decreasing inflation in the mid-90s
(McLeay & Tenreyro, 2019; Del Negro, Lenza, Primiceri & Tambalotti, 2020).
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Globalisation increased, which stimulated competition for global markets,
drawing prices down. Simultaneously, there was a growing momentum towards
the adoption of inflation targeting policies by both advanced and the emerging
economies, which tied down inflation expectations (Rose, 2007).

As it usually happens, the advanced economies adopted inflation targeting in
its early years, with New Zealand in the pioneering role in 1990, then gradually
spreading to the emerging markets (Taylor, 2019). In exploring the reasons
behind the relatively low and stable global inflation rates from 1995, it appears
that there is some trace of evidence to the adoption of inflation targeting. In
substantiating this claim, we may need to illustrate the marginal changes in
inflation after adopting inflation targeting, comparing advanced and emerging
markets. Figure 2 below illustrates the changes in average inflation in inflation
targeting countries.
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Figure 2. Changes in inflation in inflation-targeting countries
Source: Authors’ computations with data from the World Bank (2022)

In Figure 2, we draw an analogy of the impact of inflation targeting on advanced
economies vis-a-vis EMDEs. We compiled a sample of countries that adopted
inflation-targeting regimes, made up of 12 advanced economies and 15 EMDE:s.
It can be observed from Figure 2 that the average inflation rate substantially
decreased within three years after the adoption of inflation targeting, as compared
to the average three years before the policy adoption. Our motivation for three
years is to allow time for the impact lag of the monetary policies. For EMDE:zs,
inflation declined by 5.08 percentage points, which is higher than the decrease
in advanced economies, having a reduction of 2.74 percentage points. Because
the decline in inflation after the adoption of inflation targeting is higher for the
EMDESs, compared to advanced economies, it could be that EMDEs contributed
immensely to the decline in the inflation rates in 1995. This motivates further
scrutiny of inflation dynamics in EMDEs, especially concerning changes in
monetary policy regimes. To fully understand the effects of inflation targeting,
we will also investigate its impact on economic growth. On the first account,
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we detail the global inflation-growth trends, and then in closing, the effects of
inflation targeting on economic growth will be analysed.

2.2. Insights into the global inflation-growth trends (1970 — 2022)

Directed by the second explanation that, after the collapse of the Bretton Woods
Agreement, inflation has been persistently above zero for fear of the opposite,
that is deflations, as well as the notion that permanently higher rates of growth
can only be accommodated by positive rates of inflation, an analysis of the
inflation-growth trends will be explored. Figure 3 illustrates the global inflation-
growth trends between 1970 and 2022.
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Figure 3. Global Inflation-Growth trends (1970 — 2022)

Source: Authors’ computations with data from Jongrim, Ayhan & Franziska (2023)

The most remarkable observation from this dataset is that since 1973, there have
been sharp contrasts between the inflation rate and the economic growth rates. It
can be noticed that rising rates of inflation are associated with declining rates of
economic growth, for instance, around 1973 and around 2009.

Between 1972 and 1976, the world experienced a stagflation when inflation
and unemployment were on a rampant increase, with contracting economic
production. This period defied the Phillips curve hypothesis, which primed on
the inflation-unemployment trade-off. Arab oil embargoes and the resultant rise
in crude oil prices, high budget deficits and the collapse of the Bretton Woods
agreement are cited as some of the causes of this stagflation (Goutsmedt, 2021;
Rehn, 2022). The world saw inflation decelerating while economic growth
improved in the periods approaching 1985 as governments and policymakers
were devising policies to counteract the effects of the deflation.

Sharp increases in inflation also coincided with 2007/8 global financial crisis.
Over the same period, the global economy contracted considerably, recording
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negative economic growth rates. The economic activities were revived by
the resurgence of Keynesian economics throughout the world, with various
governments increasing their expenditure. The emergence of the Covid-19
pandemic resulted in a record contraction in the global economic growth in
2020, shedding nearly 4% of economic growth.

In line with the fourth observation identified in section 2.1, the argument that the
turning point in global inflation is credited to the adoption of inflation targeting
will not be complete without also illustrating its effect on economic growth.
We would like to determine if the trends are similar to our findings in Figure
3. Accordingly, Figure 4 illustrates the changes in average economic growth in
countries that adopted inflation targeting three years before and three years after.

5
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Economic Growth (%)

Advanced EMDE

M 3 years before adoption 3 years after adoption

Figure 4. Changes in economic growth in inflation targeting countries
Source: Authors’ computations with data from the World Bank (2022)

At first glance, the adoption of inflation targeting appears to have boosted
economic growth by a large margin in advanced economies and there is hardly
any difference for the EMDEs, as illustrated in Figure 4. Although such simple
comparisons can be misleading due to the host of other factors that affect
economic growth, there is a possibility of a weak relationship between the
adoption of inflation-targeting and economic growth in EMDEs.

In summary, trends illustrate that the adoption of inflation targeting ties
down inflation by a more significant margin in EMDEs relative to advanced
economies. However, the impact on economic growth is lesser in EMDEs
compared to advanced economies, notwithstanding the fact that the trends
on economic growth are not something to rely on, given a plethora of factors
affecting economic growth.

After the adoption of inflation targeting, EMDE countries recorded decelerating
inflation and low but stable growth. However, this has not been the case with South
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Africa, despite being also an EMDE. Instead, after adopting inflation targeting
in 2000, the South African trends seem to illustrate decelerating inflation, albeit
with stagnant growth. This anomaly further justifies further analysis of the South
African trends. Accordingly, the debate will only complete after exploring the
South African trends in more or less the same fashion we investigated the global
dynamics. Apart from the fact that South Africa resembles more or less in the
same trends as the collective EMDESs, South Africa’s influential role played by
the South African Rand as the anchoring currency in the CMA and its monetary
policies further motivate the choice of South Africa. Accordingly, the following
sections draw focus on South Africa.

3. SOUTH AFRICA’S INFLATION, INFLATION UNCERTAINTY
AND ECONOMIC GROWTH TRENDS

In line with the trends discovered in section 2, this section further explores the
inflation, inflation uncertainty and economic growth trends for South Africa in
line with different monetary policy regimes adopted between 1970 and 2022.
The monetary policy landscape is dominated by numerous policies before 2000
and inflation targeting since 2000. Table 1 illustrates the evolution of monetary
policies and the associated economic growth, inflation and inflation uncertainty
averages in South Africa since 1970, which shows that mainly five monetary
policy regimes were pursued in South Africa until 2022.

Table 1. South Africa’s Monetary Policy Regimes: 1970 - 2022

Economic Inflation rate Inflation
Period Monetary Policy Regime growth (Average) Uncertainty

(Average) g (Average)
1970 - 81 Liquid asset ratio-based system 3.71% 10.66% 404.35%
1981 - 85 Mixed system during the transition 1.42% 14% 346.95%
1986 - 98 Monetary targeting 1.55% 12.02% 289.03%
1998 - 99 Monetary targeting in conjunction with  1.45% 6% 368.10%

informal core-inflation targeting

2000 - 22 Inflation targeting 2.36% 5.49% 197.61%

Source: Casteleijn (2001) for monetary policy frameworks, and economic growth, inflation and
inflation uncertainty figures are authors’ computations with data from SARB quarterly bulletins.

South Africa pursued dominantly direct intervention monetary policies in the
1970s but evolved over time towards market-oriented policies towards the
late 1990s (Van Der Merwe, 1997). Section 3.1 explains the evolution of these
policies in line with the inflation, inflation uncertainty and economic growth
trends from 1970 to 2022.
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3.1. Monetary policy frameworks and the economic growth, inflation and
inflation uncertainty trends before inflation targeting (1970 — 1999)

3.1.1. Trends during the liquid asset ratio-based regime (1970 — 1981)

Policies of the 1970s were characterised with direct interventions in the monetary
sector and gradually evolved toward market-oriented policies. As the system
changed, it also coincided with the transition from the pound to the South African
rand as the official currency and legal tender in 1961. During this era, the regime
exercised much emphasis on liquid asset requirements, rendering interest rates
insignificant. Further, direct intervention measures were employed to directly tie
down the growth of money supply, and indirectly the effects were transmitted
ultimately to dampen inflation (Casteleijn, 2001). The average inflation rate
between 1970 and 1981 was 10.66%, associated with an economic growth rate
of 3.71%.

In the early 1970s, housing and vegetable inflation increased sharply, which
drove inflation uncontrollably (SARB, 1972). The situation was worsened by
the Arab world’s oil embargos on the United States and Netherlands in 1973
(Wakeford, 2006). That was not the peak of oil price woes as the Organisation of
Petroleum Exporting Countries (OPEC) restricted oil production in 1973, which
pushed the price of crude oil by more than 400% (Van Der Merwe & Meijer,
1990). Figure 6 illustrates the trends between 1970 and 2022. As illustrated, the
trends between 1970 and 1981 show a sharp increase in inflation uncertainty,
consistent with Friedman’s (1977) hypothesis of inflation being the driver of
inflation uncertainty.
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Figure 5. Inflation, inflation uncertainty and economic growth trends (1970 - 2022)
Source: Authors’ computations with SARB Quarterly Bulletin data.
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Inflation was on an upward trend throughout the early 1980s, associated with
rises in inflation uncertainty. This is less explained by the internal factors, and
mainly by external factors such as rising international oil prices as well as oil
import embargoes on the apartheid®> government in 1979 (Crawford & Klotz,
1999). The inflation level remained high until the transition to a cash-reserve
regime in 1981.

3.1.2 Trends during the transition period (1981 — 1985)

The SARB could not dwell any longer on direct intervention mechanisms
given the rampant inflation and had to shift towards market-oriented policies
(Mollentze, 2000). With the De Kock commission under way, efforts to liberalise
the financial sector were echoed, and started gathering momentum (see De Kock
1978; 1985). The De Kock commission argued for the development of financial
markets as a necessary condition and platform for not only financial stability
but also long-run growth. The commission advised against direct intervention
mechanisms and vied for market-determined interest rates. In turn, the economy
moved towards market-related measures with less regulations, and greater
financial liberalisation, which effect from 1981 (Moolman & Du Toit, 2004).

The measures were also extended to the international capital markets where
capital movements were eased by SARB (Odhiambo, 2011). To influence
ongoing interest rates, the system employed the use of the discount rate which
regulated the cost of overnight collaterised lending. While the interest rates were
controlled indirectly by the discount rate, the supply of credit was influenced by
open market operations, which was expected to regulate money supply, and the
inflation rate by an estimated lag of over twelve months (Aron & Muellbauer,
20006).

However, all these measures were in vain since inflation kept rising, with the
average inflation increasing by more than double the previous regime’s average
recording an average of 14%. The sanctions on South Africa forced production
costs up, which fuelled the inflation further. However, Chicheke (2009) offered a
different view, rather arguing that that it was Governor Gerhard De Kock’s poor
monetary policy performance that left inflation high.

Consistent with the Friedman hypothesis, inflation uncertainty rose during this
period, marking a record 346.95%. Economic growth decreased substantially to

2 Apartheid, which was in existence between 1940 and 1994, was an institutionalised system
in South Africa and Namibia that vied for racial discrimination, prioritizing the white minorities
while disadvantaging the non-white majority.
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an average of 1.42%. Economic sanctions on South Africa can be linked to this
decline in economic growth.

3.1.3 Trends during the monetary targeting regime (1986 — 1999)

The De Kock Commission report was finalised and commissioned in 1985,
bringing with it a number of recommendations (see De Kock, 1985). The first
step towards implementation of the De Kock commission was the adoption of
the monetary targeting in the mid-1980s, which relied on the M3? as the nominal
anchor for inflation (Stals, 1997). The belief was that M3 money supply has
a direct influence of the creation of bank credits, hence the value of the rand.
However, the reserve bank did not create any ways to account itself to the public
in case of failure to meet its targets (Aron & Muellbauer, 2006). Because the
direct relationship between money supply and inflation did not exist in South
Africa or was weakened by the structural transitions in the financial system, and
the velocity of money supply was unstable, monetary targeting did not work and
it was abandoned (Casteleijn, 2001).

The authorities, first, failed to keep inflation stable, and second, failed to keep the
growth of money supply within the targets in nine out of 14 years. The failure to
control inflation was mainly due to the lack of a structural relationship between
money supply and inflation while the failure to control money supply was due to
the easing of sanctions on South Africa, which resulted in capital inflows and the
subsequent rise in money supply. The actual growth of money supply breached
the targets rampantly and continously from 1994 onwards.

The lifting of sanctions and weak monetary stance coupled with the lack of
empirical evidence in support of monetary targeting were the main contributors
to the failure by the policy of control inflation (Moll, 1999; Van Der Merwe,
1997). The lifting of sanctions and the subsequent rise in demand for domestic
products contributed to the low but steady rise in economic growth, to an average
of 1.61% during this period. From these trends, one interesting observation can
be noticed that inflation started to decline in 1992 owing to the partial adoption
of the informal inflation targeting from 1992 (Van Der Merwe, 2004).

3.1.4 Trends during the inflation targeting regime (2000 — 2022)

Because the monetary targeting approach did not yield the desired results, the
SARB decided to switch to formal inflation targeting from 2000 when they

3 M3 is the most comprehensive measure of money in South Africa, which includes in it all other
definitions of money as well as long term balances.
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used the inflation rate of 3-6% as the nominal anchor (South African National
Treasury, 2000). Although the framework was adopted in 2000, the target was
supposed to be met by 2002, with a clause that was announced in 2001 allowing
temporary deviation from the target in cases of exogenous supply shocks.

South Africa adopted inflation targeting framework with the hope that it will tie
down inflation expectations and achieve price stability which will then create
conditions conducive for economic growth. Price stability is crucial to achieve
for two main reasons. First basis was to preserve the savings from the scourge
of rising inflation, thus cushioning the poor from inflation while, second was to
anchor inflation expectations to boost confidence in the economy and promote
economic growth prospects (StatsSA, 2016; Vermeulen, 2020).

Figure 6 depicts a downward trend in inflation as well as inflation uncertainty
after the adoption of inflation targeting. During this period, inflation recorded
an average of 5.49%, which falls within the official inflation targets. Inflation
uncertainty has decreased since the inflation targeting framework’s inception.
This ties down speculation while boosts investor confidence. Inflation uncertainty
recorded an average rate of 197.61%. Both inflation and inflation uncertainty
recorded the lowest averages under inflation targeting, which corroborates with
Mandeya and Ho (2021) findngs that inflation targeting managed to stir the
South African economy towards price stability.

Although inflation targeting has mainly been rated a success, there are periods
where the targets were breached. For instance, in 2002 inflation rose to more
than 9% which threatened its credibility (StatsSA, 2016). However, the failure
cannot be attributed to SARB, but rather, to external factors such as the rise in
the price of oil, as well as adverse weather conditions (Akinboade, Siebrits &
Niedermeier, 2004). Also, another breach coincided with the global financial
crisis of 2007/8 and extended to 2009, owing to the crisis as well as increases in
the prices of food, electricity and oil (see SARB, 2008).

South Africa experienced stunted economic growth during this period, recording
an average rate of 2.36%. Since averages are affected by outliers, this low rate
of average economic growth can be attributed to the emergence of Covid-19 in
2020 and the associated economic lockdowns. The economy of South Africa
in 2020 contracted by 6.4% as a result. Apart from the impact of Covid-19 on
production and economic growth, 2007/8 global financial crisis which hit the
South African shores in 2009, also contracted the economy by 1.5%.
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4. DOES SOUTH AFRICAN INFLATION-ECONOMIC GROWTH
DYNAMICS RESEMBLE THE EMDE TRENDS?

Having established that the South African trends differ from the EMDE trends,
this section explores the changes in inflation and economic growth three years
after the adoption of inflation targeting, in comparison to three years before
the adoption. We perform this operation using the same approach as we did in
section 2. In this way, we illustrate the changes in the average inflation rate and
economic growth in South Africa three years before the adoption of inflation
targeting and three years after, shown in Figure 6. We make this comparison in
light of the EMDE economies’ illustrations in section 2.
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Figure 6. Changes in the average inflation rates and economic growth, three years
before the adoption of inflation targeting and three years after adoption.

Source: Authors’ computations with data from the World Bank (2022)

Regarding changes in the inflation rate, the trends seem to illustrate that South
Africa followed its own trend. While the EMDEs showed a substantial decrease
in the inflation rates three years after policy adoption, on the contrary, South
Africa showed hardly any changes, with a negligible rise in inflation. This is
because South Africa experienced inflationary pressures sharply in the first few
months of 2002 largely as a result of the depreciation of the South African Rand
in the last half of 2001 as well as rising expectations of price increases (SARB,
2002). However, existing empirical studies involving longer data spans suggest
otherwise; for example, Mandeya and Ho (2021) find evidence in favour of
inflation targeting effectiveness in South Africa.

Regarding economic growth, the trends seem to be more consistent with
advanced economies than with EMDEs. South Africa recorded a substantial
rise in economic growth three years after the adoption of inflation targeting,
compared to the gains by the advanced economies, which is relatively higher
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than EMDEs. However, we still raise the same objection that this rise may not
be attributable to inflation targeting but to other factors that may affect economic
growth unless this notion stands an empirical or sensitivity test.

5. CONCLUSIONS

This paper explored the global inflation and economic growth trends from
1970 to 2022. The observed trends illustrate the signs of a negative correlation
between income and inflation pointing out that global inflation is mainly driven
by inflation from advanced economies. Stability in inflation rates decreases
with the decrease in incomes across countries. We further observed that, despite
inflation rates assuming different turning points over the period under study,
the one of interest is 1995 for two reasons. First, the improvements in inflation
after an increase in inflation were very sharp compared to other periods and
last, but more importantly, inflation was on average strikingly higher before
1995 and lower after 1995. We sought reasons behind this, and suspicions are
on the emergence of credible policies against inflation, with inflation-targeting
at the centre. We then drew an analogy of countries that adopted the inflation-
targeting policy. Interestingly, the changes in inflation three years after the
adoption of inflation targeting were quite substantial for EMDESs compared to
advanced economies, which attracted our interest more towards the EMDEs.
Even though there is a substantial number of EMDEs, we chose to focus on
South Africa. At a first glance, South Africa seems to mirror the same trends, and
given its influential role in Africa, and more especially to the CMA, we further
explored its trends. An observation of longer data trends seems to show inflation
stabilising. However, running the exact comparisons on the EMDEs narrates a
different story. Instead, inflationary trends observe a different trajectory to that
of other EMDEs three years after the adoption of inflation targeting as it showed
a negligible increase in South Africa, compared to a considerable decline for
EMDESs. Again, the trends for economic growth favour more of the advanced
economies than the EMDEs since South Africa’s economic growth improved
considerably while the EMDEs showed a slight improvement. However, we
recommend that these findings stand robustness tests with long data spans and
that other variables that may affect economic growth should be considered.
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TPEHAOBU UHOJIALNNIJE U EKOHOMCKOI PACTA:
INTOBAJIHE U JY KHOA®PUYKE NIEPCIIEKTUBE

1 Hlenron Macum6a Tadan3sa Manzeja, Exonomcku dakynret, YHUBEp3uTeT y Jy:KHO]
Adpurn, YHUCA, TIpetopuja, Jyxuoadpuaka Perryommka
2 Cun-Jy Xo, Exonomcku dakynret, Yausepsuret y JyxxHoj Adpur, YHUCA, [Iperopuja,
Jyxnoadpruka Pemry6nmka

CAKETAK

OBaj pan ucTpaxyje TpeHIOBEe IobamHe WH(]IAIMje U eKOHOMCKOT pacTta, ca
rmoceOHUM (QokycoM Ha JyxxkHy Adpuky om 70-mx roauwHa IMPOILIOT BHjEKa,
Teproa 0OMIEEKEHOT paciiaoM bpeToHBYICKOT cucTeMa U ctardaiijoM Koja
je ycmmjenmna, mo 2022. ronuae. Hamre uctpaxnBame OTKpHBa 11a je io0anHa
nH(pIaMja BoheHa yriaBHOM O] CTpaHe HallpeTHUX €KOHOMH]a; a TTIOCTOje 3HAITH
HeTaTHBHE Kopenalije n3Mel)y HuBoa qoX0TKa U cTora nHpmanuje. Youuim cMo
CTPYKTypallHu Tpekua robanHe uamanuje 1995. romnHe kaga ce nHbIammja
3Ha4YajHO CMamMJjIa U IIoCcTala CTaOmIHNja Hero panuje. Hama ananmza mosesyje
OBaj CTPYKTYPHH IIPEKU ¥ CTAOMITHOCT HHQJIIAIIH]jE ca TT0jaBOM CTPOTHX peKuMa
MOHETapHe IIOJINTUKE Kao INTO j€ TapreTupame wuHIanuje. ExoHomwmje y
YCIIOHY W €KOHOMH]jE y pa3BOjy JIOKHBjelIe Cy 3Ha4ajHO CMamheme WHpmarmje
HaKOH INTO CY YCBOjWJIE TOJHWTHKE TapreThpama HHQIaIdje, y mnopehemy
ca pa3BHjeHUM eckoHoMmHjama. Hacympor Tome, AE cy mmane KOpHCTH Of
3HAYajHOT ITOPACTa BHUXOBOT EKOHOMCKOT pacTta. 3a JyxHoadpuuky PemyOnuky,
TPEHAO0BH HHQIIAIH]jEe 1 EKOHOMCKOT pacTa MoKa3alH Cy ApyTravnjy ciauky. Mako
3aHeMapJbHUBO, HHQIIAIH]a y JykHoadprukoj Permryomuiy je mopaciia Tpu roquHe
HaKOH yCBajama IMOJIMTUKE TapreThpama uHpmauje. TokoM HCTOT mepuona,
Jyxnoadpruuka PenyOnuka je mokuBjena yOp3aH eKOHOMCKH pacT. Jla 6ucmo
0oJbe pasyMmjeld OqHOC m3Mehy mHQIANje 1 eKOHOMCKOT pacTa, MPeiiakeMo
Kopuheme ONCEKHUX MOJaTaka U MoJielia 338 UCTPAXKUBAE CTPYKTYPATHHX
JIOMOBA.

Kibyune pujeum: ungnayuja, exonomcku pacm, mapeemuparbe un@rayuje,
anobanuu mpenoosu, Jyscna Agppuka.

http://www.ae.ef.unibl.org/ 109


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




THE QUALITY OF INSTITUTIONS IN THE COUNTRIES
OF SOUTHEAST EUROPE: A COMPARISON WITH THE
MEMBERS OF THE EUROPEAN UNION

1 Jelena Trivi¢, Faculty of Economics, University of Banja Luka, Bosnia and Herzegovina
*Corresponding author's email: jelena.trivic@ef.unibl.org
1 ORCID ID: 0009-0002-0788-1333

ARTICLE INFO

Review Scientific Paper
Received: 12.08.2023
Revised: 29.08.2023
Accepted: 26.09.2023

DOI 10.7251/ACE2339111T
UDC
338.242.2:330.342(4-672EU)

Keywords: institutions,
institutional environment,
transition, globalization,
economic development,
European Union, world
governance indicators

JEL Classification: 043,
F15, F63, F63.

ABSTRACT

The purpose of this paper is to show the importance of
the development of institutions and the institutional
environment in a globalized world. The methodology
used to measure the quality of institutions are components
of the World Governance Indicators Database developed
by Kaufmann, Kraay & Mastruzzi (2010) where we
performed a comparative analysis of the quality of
institutions for three samples of countries, the countries
of Southeast Europe (countries of the region), the newest
members of the EU and the countries of Central Europe
and the Baltic States. After that, we showed the degree of
correlation between economic development measured by
GDP per capita in purchasing power parity and each of the
six indicators of the quality of institutions. The results show
that the countries of the region lag significantly behind the
countries we call New Europe (Central Europe and the
Baltics), but also lag behind the youngest members of the
European Union in terms of the quality of institutions, i.e.
the rules of the game. When it comes to correlation between
economic development and institutional environment, for
all 6 indicators of instituional environment, a strong and
positive correlation was shown, especially between the
rule of law and economic development. The conclusion is
that the countries of the region must strengthen the rule of
law, fight against institutional corruption, ensure political
stability so that the economic standard of their citizens
could improve.
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1. INTRODUCTION

Many authors investigate the relationship between the quality of institutions and
economic growth, and in addition to the basic determinants of economic growth
such as the accumulation of physical and human capital and technological
changes, they believe that institutions are one of the key factors of growth
(Rodrik et al., 2002, p. 2). Positive relationship between the quality of institutions
and economic growth and development has been proven by many reaserchers
(Acquah et al., 2023; Acemoglu, Johnson & Robinson, 2004; Acemoglu &
Robinson, 2010; Eicher & Leukert, 2009; Kanani & Larizza, 2021; Knack &
Keefer, 1995; Hall and Jones, 1998; La Porta et al., 1998; Nikzad, 2021; Uddin
et al., 2023).

New institutional economy is based on the teachings of Douglas North, a
researcher who received the Nobel Prize in 1990 for his capital work “Institutions,
Institutional Change and Economic Performance”. My research of the impact
of the development and quality of the institutional environment on economic
development is based on Douglas North’s concept of institutions and institutional
environment.

As a rule, institutions should be distinguished from organizations. According to
the postulates of the New Institutional Economy, institutions are the rules of the
game, written and unwritten rules of the game that define political, economic
and overall social relations, while organizations are only subjects that take care
of implementing the rules of the game.

One practical definition of institutions is provided by Lin and Nugent (1995,
pp. 2306-2307) who define institutions as a set of human-designed rules of
behaviour that shape the interactions of human beings, in part by helping them
form expectations of what other people will do.

Social infrastructure is a term coined by Hall and Jones (1998, p.2) who explored
the role of institutions in economic development. According to them, social
infrastructure includes institutions and government policies that determine the
economic environment within which individuals accumulate skills, and firms
accumulate capital and produce output. In addition to researching the connection
between institutions and economic development, some authors also investigate
the connection between institutions and the development of entrepreneurship,
which also opens a new field and reveals new perspectives on the importance of
the quality of institutions in the overall development of the country (Ferreira et
al, 2023).
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In several earlier works, we investigated connection between institutions and
economic development, reaching similar conclusions. What is specific to this
work is that over time, the countries of our region has still lagged behind not only
the countries of Central Europe and the Baltic States, but also the countries that
were last admitted to the membership of the European Union, such as Croatia,
Bulgaria and Romania.

Globalization, which experienced its momentum after the fall of the Berlin Wall,
marked the beginning of the rise for the countries of Central Europe and the
Baltics, which after joining the European Union really experienced economic
growth and ensured their population a decent life and an orderly system. We
could state without exaggeration that these countries have completed their
transition process (see EBRD Transition Report 2022-2023).

The claim that was written a long time ago in the Transition Report published by
the European Bank for Reconstruction and Development is still evident for the
countries of the region, namely that they are stuck in transition (EBRD, 2013).

2. MATERIALS AND METHODS

The basic question in the analysis of institutions and the institutional environment
is how to measure institutions. In order to assess quality of the institutions
many authors use Transition Report and their new methodology. However, in
this paper we will stick to the 6 indicators developed by Kaufmann, Kraay &
Mastruzzi (2010) called World Governance Indicators. The six components used
to measure the quality of institutions include: voice and accountability, political
stability, government effectiveness, regulatory quality, rule of law and control of
corruption. This database is also supported by the World Bank and data for 215
countries exist from 1998 to 2021. Our period of analysis will be from 2004 to
2021, the last year for which there are available data.

We have aggregated countries into three groups:

1. Countries of the region or countries of Southeast Europe: Albania, Bosnia
and Herzegovina, North Macedonia, Montenegro and Serbia.

2. The youngest members of the European Union: Bulgaria, Croatia and
Romania.

3. Central European countries and Baltic countries: Czech Republic, Estonia,
Hungary, Lithuania, Latvia, Poland, Slovakia and Slovenia.

In the first part of the analysis, we will perform a comparative analysis of the
quality of institutions for these three groups of countries, looking at the averages
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of each group of countries. It is important to emphasize that the quality of
institutions according to these indicators is measured on a scale from -2.5 to 2.5,
where a higher value indicates a higher quality of the institutional environment.

In the second part of the research, we will focus on the last year for which there
are data on the quality of institutions, 2021, and we will perform a correlation
analysis between economic development measured by gross domestic product
per capita at purchasing power parity and each of six indicators of the quality of
institutions.

Before presenting the research results, it is necessary to explain in more detail
the meaning of each of the indicators.

Table 1. Six measures of institutional quality in World Governance Indicators Dataset

Voice and Captures perceptions of the extent to which a country’s citizens are able to
Accountability participate in selecting their government, as well as freedom of expression,
(VACC) freedom of association, and a free media.

Political Stability Measures perceptions of the likelihood that the government will be
(PS) destabilized or overthrown by unconstitutional or violent means, including
politically-motivated violence and terrorism.

Government Captures perceptions of the quality of public services, the quality of the

Effectiveness civil service and the degree of its independence from political pressures, the

(GE) quality of policy formulation and implementation, and the credibility of the
government’s commitment to such policies.

Regulatory Captures perceptions of the ability of the government to formulate and

Quality implement sound policies and regulations that permit and promote private

(RO) sector development.

Rule of Law Captures perceptions of the extent to which agents have confidence in

(ROL) and abide by the rules of society, and in particular the quality of contract

enforcement, property rights, the police, and the courts, as well as the
likelihood of crime and violence.

Control of Reflects perceptions of the extent to which public power is exercised for
Corruption private gain, including both petty and grand forms of corruption, as well as
(COC) capture of the state by elites and private interests.

Source: World Governance Indicators (2023).

3. RESULTS

The first figure of results shows a comparative analysis of the variable Voice and
Accountability for three groups of countries, where we used a simple arithmetic
mean for each group of countries.
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Figure 1. Comparison of Voice and Accountability between SEE countries,
Newest European Members and CE and Baltic countries

Source: World Governance Indicators Database, 2023 and Author’s calculation

The second figure of results shows a comparative analysis of the variable Political
Stability for three groups of countries, where we used a simple arithmetic mean
for each group of countries.
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Figure 2. Comparison of Political Stability between SEE countries,
Newest European Members and CE and Baltic countries

Source: World Governance Indicators Database, 2023 and Author’s calculation

The third figure of results shows a comparative analysis of the variable
Government Effectiveness for three groups of countries, where we used a simple
arithmetic mean for each group of countries.
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Figure 3. Comparison of Government Effectiveness between SEE countries,
Newest European Members and CE and Baltic countries

Source: World Governance Indicators Database, 2023 and Author’s calculation

The fourth figure of results shows a comparative analysis of the variable
Regulatory Quality for three groups of countries, where we used a simple
arithmetic mean for each group of countries.
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Figure 4. Comparison of Regulatory Quality between SEE countries,
Newest European Members and CE and Baltic countries

Source: World Governance Indicators Database, 2023 and Author’s calculation
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The fifth figure of results shows a comparative analysis of the variable Rule of
Law for three groups of countries, where we used a simple arithmetic mean for

each group of countries.
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Figure 5. Comparison of Rule of Law between SEE countries, Newest
European Members and CE and Baltic countries

Source: World Governance Indicators Database, 2023 and Author’s calculation

The sixt figure of results shows a comparative analysis of the variable Control
of Corruption for three groups of countries, where we used a simple arithmetic
mean for each group of countries.
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Figure 6. Comparison of Control of Corruption between SEE countries,
Newest European Members and CE and Baltic countries

Source: World Governance Indicators Database, 2023 and Author’s calculation
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In the next part of the results, we will present the correlation coefficient between
economic development of each country measured by gross domestic product
per capita at purchasing power parity for 2021 and each of the indicators of
institutional quality for each country in 2021.

Correlation: GDP per capita in PPP and Voice and Accountability
1.40

120 R=0.7672 o
1.00 ®
0.80 e
0.60 06 °
0.40 .

)

020 o
o .

0.00
5000.00 10000.00 15000.00 20080.00 25000.00 30000.00 35000.00 40000.00 45000.00

-0.20
[ ]

-0.40

Figure 7. Correlation between economic development and Voice and
Accountability of each country for 2021

Source: World Governance Indicators Database, 2023; IMF World Economic
Outlook Database, 2023 and Author’s calculation
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Figure 8. Correlation between economic development and Political
Stability of each country for 2021

Source: World Governance Indicators Database, 2023; IMF World Economic
Outlook Database, 2023 and Author’s calculation
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Correlation: GDP per capita in PPP and Government Effectiveness
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Figure 9. Correlation between economic development and Government
Effectiveness of each country for 2021

Source: World Governance Indicators Database, 2023; IMF World Economic
Outlook Database, 2023 and Author’s calculation

Correlation: GDP per capita in PPP and Regulatory Quality
1.80
1.60 R*=0.6691 .
1.40 °
1.20 °
oo f e
0.80 '
060 [ e
0.40 . o .o
0.20 o .-

0.00

0%8000.00 150@0.00  20000.00 25000.00 30000.00 35000.00 40000.00 45000.00

-0.40

Figure 10. Correlation between economic development and Regulatory
Quality of each country for 2021

Source: World Governance Indicators Database, 2023; IMF World Economic
Outlook Database, 2023 and Author’s calculation
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Figure 11. Correlation between economic development and Rule of Law
of each country for 2021

Source: World Governance Indicators Database, 2023; IMF World Economic
Outlook Database, 2023 and Author’s calculation
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Figure 12. Correlation between economic development and Control of
Corruption of each country for 2021

Source: World Governance Indicators Database, 2023; IMF World Economic
Outlook Database, 2023 and Author’s calculation
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4. DISCUSSIONS

In the first part of the results, we could see that the countries of the region lag
behind the youngest members of the European Union by all six criteria, and
that they lag behind New Europe (Central Europe and the Baltics) even more
significantly, without any prospects of catching up even in the long term. In
some of my previous works, I hinted that the development of institutions can be
accelerated in the countries of the region and that in some reasonable medium
term they could catch up at least with neighboring EU member countries, but these
new studies deny my earlier predictions. What is worrying is that the gap between
the countries of the region is widening in terms of the quality of institutions, so
not only are we not catching up with developed Europe, but the difference in the
quality of institutions is even increasing in some segments, such as the rule of
law, corruption control and the effectiveness of government policies.

What is noticeable from the previous six graphs is that the lag is the greatest
for the variables Rule of Law and Control of Corruption. As expected, in the
countries of the region, there is a lot of public opinion about the inefficiency
of the judiciary, the absence of elements of the rule of law, and it is known
that institutional corruption has become a model for the behavior of government
bodies in many countries of the region. Of course, corruption is also present in
the most developed countries of the world, but the degree of corruption is clearly
determined by these indicators.

Regarding the correlation between economic development measured by GDP
per capita by purchasing power parity, a high positive correlation was shown
between economic development and each of the six indicators of the quality of
institutions. In the table in the appendix, it can be seen that none of the correlation
coefficients falls below the value of 0.80, which we interpret to mean that the
development of institutions and overall economic development move together
in a very strong and positive correlation relationship. As many other authors
confirmed these statement, our work also makes contribution in that sense. The
highest degree of correlation between economic development and the quality
of institutions is shown by the variables of political stability, rule of law and
absence of corruption (see Table 8 in Appendices).

5. CONCLUSIONS

After clarifying in the discussion the basic results obtained through the
comparative analysis and correlation analysis, it is important to emphasize the
implications of the obtained results for economic policy makers. And not only
them, but also power holders in general.
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We have seen that the quality of institutions in the countries of the region is
significantly behind the countries that are the youngest members of the EU, but
much more significantly behind the countries of New Europe and that this gap
is widening. We could say that what was written in the EBRD Transition Report
15 years ago is still valid today: the region is trapped or trapped in the transition.
The reform processes must be unleashed at high speed.

What the correlation analysis indicated clearly and unequivocally shows: there
is no economic development and standard of living without the rule of law,
the absence of corruption, political stability and the efficiency of government
policies. This conclusion does not refer only to the bearers of economic policies,
but also to all authorities of countries that influence the creation of the quality
of institutions. Our key conclusion that we derive from the analysis is that the
region as a whole, and then every individual country, if it wants to provide
normal living conditions for its citizens, must build a functional country based
on the rule of law, and then the economic parameters will not be missing, either:
investments and capital flees from unstable areas where there are unclear rules
of the game (there are no rules of institutions but some other unwritten rules).
The construction of legal state for the countries of the region is a conditio sine
qua non in order to catch connection at least with the New Europe. The bottom
line is that reforms in the countries of the region are taking place too slowly and
that the key to catching up with developed countries lies in the acceleration of
the reform processes.
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APPENDICES: TABLES

Table 2. Values of indicator Voice and Accountability (VACC)

2004|2005 |2006| 2007|2008 2009|2010 2011 | 2012{ 2013|2014 2015| 2016| 2017| 2018| 2019 2020 2021
Albania 0,01] 0,00] 0,08 0.11] 0.17] 0.14] 0.12] 0,06] 0.02] 0,05] 0,14] 0.16] 0,17] 0,20] 0.18] 0.14] 0,09] 0,09
Bosnia and 0,17 0.21] 0,19] 0,13| 0,02 0,00{-0,08{-0,16|-0,10{-0,12|-0,07|-0,10-0,13|-0,21 [-0,27(-0,24|-0,32|-0,31

Herzegovina
North Macedonia  [-0,16(-0,10{ 0,17] 0,28] 0,20] 0,17 0,11{-0,04|-0,03|-0,06|-0,14|-0,18[-0,23[-0,14]-0,03|-0,02| 0,06| 0,14

Montenegro 0,11 0.13] 0,26] 0.26] 0,24] 0,24 0,19] 0.21] 0,22] 0,18] 0.16] 0,14] 0.08] 0,12] 0,05] 0,02] 0,04] 0,17
Serbia -0,18]-0.21] 0,21] 0,31] 0,28] 0,33] 0,29] 0,28] 0,20] 0,29] 0,21] 0,23] 0,20] 0,12]-0,02{-0,05]-0,12]-0,12
Average SEE -0,01] 0,01] 0,18] 0,22] 0,18] 0,18] 0,13 0,07] 0,06] 0,07] 0,06] 0,05] 0,02] 0,02]-0,02]-0,03|-0,05]-0,01
Bulgaria 0,571 0,59] 0,58] 0,69] 0,58] 0,56] 0,53] 0,45] 0.40] 0,34] 0,37] 0,43] 0,40] 0.43] 0,36] 0,36] 0,26] 0,29
Croatia 0,66 0,45] 0,48] 0,52 0,47] 0,49] 0,48 0,52] 0,54] 0,51] 0,51] 0,56] 0,53] 0,48( 0,44] 0,46] 0,58] 0,61
Romania 0,37[ 0,41 0,52] 0,50] 0,51] 0.46] 0.43] 0,38] 0.32] 0,31] 0,43] 0,49] 0,54 0,60] 0,52] 0,52] 0,59] 0,60

Average Newest | 531 o 49/ 053] 0,57| 0,52] 0,50| 0,48 0,45 0,42| 0,39| 0,44 0,49 0,49| 0,50| 0,44 0,44 0,48| 0,50

Europe

Czech Republic 0,95(0,91(0,96| 1,00| 1,03] 1,03] 1,01] 1,02] 0,97( 0,98| 1,03 | 1,04{ 1,03 0,88 0,81 0,84 0,98| 1,02
Estonia 1,09| 0,99 1,07] 1,07] 1,09] 1,09| 1,11 | 1,13| 1,11 1,12| 1,17| 1,19 1,21] 1,21 1,18] 1,18] 1,17| 1,19
Hungary 1,15 1,18]1,02| 1,04] 0,97( 0,91 0,89| 0,84 0,75] 0,74 0,55]| 0,56] 0,40| 0,54| 0,48 0,34 0,39 0,40
Lithuania 0,88 0,90 0,86] 0,89 0,85] 0,90] 0,92] 0,86] 0,93] 0,94] 0,96 0,97 | 1,00| 0,99 0,89] 1,00| 1,01 | 1,04
Latvia 0,70 0,78 0,85] 0,83 0,78 0,85] 0,79] 0,74] 0,78 0,77{ 0,85 0,85 | 0,84 0,80 0,78 0,86] 0,87| 0,91
Poland 1,0210,94]0,80( 0,88[0,95| 1,03 | 1,04] 1,03 1,06] 1,00] 1,11] 1,04]0,84| 0,78 0,70 0,67 | 0,62 | 0,59
Slovak Republic 0,95(0,90] 0,93]0,95{0,94] 0,88]0,91|0,97|0,97] 0,96| 0,96 0,97] 0,96 0,91 | 0,84 ] 0,86 | 0,88 | 0,91
Slovenia 1,11 1,09 1,07] 1,06] 1,02]1,06| 1,05[ 1,06 | 1,00 | 1,00 [ 0,96 0,99 | 1,01 ] 1,01 0,96] 0,98]0,94| 0,91

Average CE and
Baltic

Source: World Governance Indicators Database, 2023 and Author’s calculation

0,981 0,96 ( 0,94 ( 0,96 | 0,95| 0,97 | 0,97 | 0,96 | 0,95 | 0,94 | 0,95| 0,95 0,91 0,89 | 0,83 | 0,84 | 0,86 | 0,87

Table 3. Values of indicator Political Stability (PS)

2004(2005|2006|2007 (2008|2009 (2010 2011|2012|2013|2014|2015{2016(2017|2018|2019(2020 (2021
Albania -0,43]-0,51(-0,51{-0,20{-0,03]-0,05|-0,19-0,28(-0,14[ 0,09 | 0,49] 0,35 | 0,34/ 0,38 | 0,37| 0,11] 0,09 0,11

Bosnia and 0,02|-0,50(-0,44|-0,63|-0,54(-0,67|-0,69|-0,82|-0,54|-0,40|-0,02|-0,40 |-0,40|-0,35|-0,40|-0,42|-0,44|-0,38
Herzegovina

North Macedonia |-0,85|-1,16|-0,74-0,43]-0,30]-0,30{-0,52]-0,62]-0,49]-0,42| 0.26]-0.29]-0.35[-0,25]-0,21] 0,00[ 0,11 | 0,12
Montenegro ANJA[EN/A] 0,05] 0,11]0.77 ] 0,82 [ 0,58 [ 0.57] 0.60] 0,50 | 0.22] 0,14 | 0,28]-0,06] 0.04] 0.07]-0,06]-0.15
Serbia -0,51-0,76]-0,54]-0,59]-0,54]-0,48]-0,42]-0.28]-0.22-0.08] 0.18]0.24 | 0,14] 0,09 | 0.01]-0,07-0.16]-0.13
Average SEE -0,44-0,73]-0,44]-0,35|-0,13]-0,13]-0,25[-0,29-0,16|-0,06 | 0,23] 0,01 | 0,00|-0,04]-0,04]-0,06]-0,09]-0,09
Bulgaria 0,00 0.15] 0.39] 0.36] 0,37 0.35 [ 0.36 | 0,30] 0.38] 0,17 0,08/ 0,02 | 0.08]0.33 | 0.46] 0,58] 0.42 0,46
Croatia 0,69] 0,43 0,56 0,61]0,57 | 0,61 | 0,61 | 0,62] 0,61] 0,64 | 0,62]0,59 | 0,66 0,69 | 0.80] 0,69] 0,61 | 0,71
Romania 0,06] 0.09] 0,15 0,20[0.18 [ 0,36 [ 0.27 ] 0.19] 0,08 0,18 [ 0,05]0.19 | 0.28]0.06 | 0.05] 0,56 0,53 [0.53

Average Newest | 55] 022] 0,37] 0,39]0,37| 0,44 | 0,41 | 0,37] 0,36/ 0,33 | 0,25] 0,27 | 0,34| 0,36 | 0,44| 0,61] 0,52 | 0,57

Europe

Czech Republic 0,65[ 0,94] 1,05 1,02{1,05]0,91 0,99 ] 1,11] 1,05{1,08 ] 0,99{0,98 [ 0,98( 1,00 | 1,03 0,94/0,92 0,96
Estonia 0,70{ 0,61 0,74 0,63]0,57 0,57 | 0,66 | 0,61] 0,64]0,75| 0,78] 0,62 | 0,67[ 0,65 | 0,59] 0,63/0,72 0,76
Hungary 0,83[ 1,00{ 0,99 0,75[0,75] 0,54 | 0,69 | 0,74] 0,68]0,80 | 0,67{ 0,75 | 0,65[0,81 | 0,75| 0,77/0,84 ) 0,86
Lithuania 0,77{ 0,78 0,87 0,82(0,75] 0,63 | 0,72 ] 0,67] 0,79] 0,96 | 0,74[ 0,76 | 0,83]0,78 | 0,74 0,78(0,93 ] 0,82
Latvia 0,62 0,81] 0,84 0,56(0,20]0,35]0,53 | 0,32] 0,45]0,59 | 0,49]| 0,44 | 0,48[0,46 | 0,41] 0,44]0,47 | 0,69
Poland 0,15] 0,36] 0,35] 0,68]0,91 0,94 [1,02 | 1,07| 1,05]0,97 | 0,84] 0,87 ] 0,51]0,52] 0,49] 0,56{0,52 [ 0,51
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2004| 2005|2006 2007|2008 | 2009 | 2010 | 2011 | 2012|2013 | 2014|2015| 2016|2017 | 2018{2019{2020 | 2021
Slovak Republic | 0,59] 0,90] 0.78] 1,04 1,08 [0.92 [ 1,05 | 0.97] 1,09] 1.12] 1,04 0.87| 0.72]0.91 | 0.74] 0.67] 0.63 ] 0.56
Slovenia 1,08] 1,09] 1,09 1,10] 1,15 0,94 0,87 [ 0.97] 0,94 0.88] 0.97]0.95 0,99] 0.87| 0.90] 0,81[0.71 [ 0,76
ﬁlffi:geCE and 1 g67] 0,81] 0.84| 0,82] 0,81 [0,72| 0,81 | 0,81] 0.83[ 0,90 | 0.81[0,78| 073|075 | 0.71| 0,70| 0,72 [ 0,74
Source: World Governance Indicators Database, 2023 and Author’s calculation
Table 4. Values of indicator Government Effectiveness (GE)
2004] 2005]2006] 2007]2008] 2009] 2010] 2011]2012] 2013] 2014]2015] 2016] 2017 2018]2019] 20202021
Albania -0,41[-0,70]-0,59]-0,43]-0,37]-0.25[-0,28]-0.20[-0,27[-0.32[-0,05] 0,06 | 0,06] 0,13 | 0,11]-0,03]-0.12] 0,00
Bosnia and -0,70(-0,77(-0,63 |-0,86-0,60|-0,72[-0,74|-0,73|-0,45|-0,43|-0,49|-0,59| -0,41|-0,48 | -0,64|-0,67|-1,04|-1,04
Herzegovina
North Macedonia | -0,18-0,34]-0,13[-0,24[-0.10]-0,14]-0,19[-0.23]-0,22[-0,17] 0,02[ 0,00 | 0,00] 0,02 [ 0,09]-0.10[ 0,06 [-0,08
Montenegro #N/A| 0.35] 0,16 [-0,29]-0,01]-0,01] 0,13] 0,08] 0.12] 0,15] 0,29 0,20] 0,17[ 0,20 | 0.12] 0,14 |-0,07] 0,01
Serbia -0,25[-0,36]-0,24[-0.26[-0,26[-0,07[-0,08[-0,14[-0,18[-0,18] 0,00 0,02 [-0,01[ 0.10 | 0.11] 0,02 [-0,01[ 0,05
Average SEE__ |-0,39]-0,36]-0,29[-0,42]-0,27[-0,24]-0,23]-0,24]-0,20[0,19]-0,05|-0,06| 0,04 -0,01 [-0,04]-0,13[-0,24|-0,22
Bulgaria 0,08] 0,13[-0,14]-0,13[-0.18] 0,07[-0,07]-0,08[-0,03[-0,02[-0,11[ 0,02 | 0,12] 0,13 | 0,14] 0,20 [-0,18]-0.14
Croatia 0.44] 0.45]0,56 | 0.46]0.58 | 0,59] 0,59] 0.,51] 0.68 | 0,68] 0.68[0.49 | 0,45/ 0.57 | 0,55 0.49 [ 0.46 [ 0.59
Romania -0,18]-0,30]-0,19]-0,36]-0,37[-0.37[-0,12[-0.20]-0,17| 0.14] 0,23]0,13[-0,04]-0,06-0.15]-0,19[-0.26]-0,13
félvl‘r’z:‘ieNewe“ 01| 0,1{0,07| 0[0,01| 0,1 0,13| 0,08/ 0,16| 0,27 0,26 0,21 | 0,18| 0,21 | 0,18 0,17 | 0,01 | 0,11
Czech Republic | 0,87] 0,92[ 1,09 0,85[0.96 | 0,88] 0,91] 0,93 0,93 [ 0,92[ 1,03 1,06 | 1,04 1,06 | 0,98 0,95 0,95 [ 1,11
Estonia 091] 0,94 1,15 | 1,01] 1,16 1,00] 1,08] 1,07 0.95 | 0,97] 1.01] 1,06 | 1,09] 111 | 1,18 117 [ 1.33 [ 1.38
Hungary 0,81] 0,75] 0,84 | 0,70]0,70 | 0,68] 0,65] 0,66] 0,62 | 0,69] 0,59]0,55 | 0,50] 0,52 | 0,49] 0,49 [0,57 | 0.63
Lithuania 0.69] 0.76] 0,72 | 0.66]0.56 | 0,69] 0.74] 0.70] 0.83 | 0.83] 0.98] 1,18 | 1,07 0.96 | 1,07] 1,04 | 1,05 | 1,06
Latvia 0,58] 053] 0.66 | 0,43]0.52] 0,62] 0,73] 0,69] 0.83 | 0,88] 0,95 1,09 | 1,00]0.90 | 1,04| 1,10 [0.87 [ 0.87
Poland 0.44] 0.45]0,34 | 036]0.46 | 0,52] 0.63] 0.60] 0,66 | 0.66] 0.77][0.77 | 0.68] 0.58 | 0,58] 0.54 | 0.36 [ 0,29
Slovak Republic | 0,82] 0,88]0.83 | 0,69]0.85| 0.86] 0.78] 0.78]0.78 | 0,73] 0.79]0.77 | 0.83]0.70 | 0,61] 0,58 [ 0.54 | 0.53
Slovenia 0,90] 0.89]0,96 | 0.89] 1,12 | 1,15 1,02] 0,98] 1,02 | 1,01] 1,00]0,97 | 1,12] 1,17 | 1,12[ 1,08 | 1,16 | 1,18
g:f:i*c’ge CEand | 495l 0,77) 082| 0,7]0,79| 08| 0.82| 0.8|0.83| 0,84| 0.89]0.93| 0,92] 0,88 | 0,88 0,87 | 0.85 | 0,88
Source: World Governance Indicators Database, 2023 and Author’s calculation
Table 5. Values of indicator Regulatory Quality (RQ)
2004]2005] 20062007 2008] 2009] 2010 2011] 2012 2013] 2014] 2015 2016] 2017] 2018 2019] 20202021
Albania -0,19]-0,40[-0.15] 0,03 | 0.14] 0,24[ 0,23 [0.28] 0.24] 0,25] 0.28]0,19 [ 0,20 | 0.23] 0,27 0.29] 0.24 [ 0,19
Bosnia and -0,23|-0,58|-0,47|-0,29(-0,18{-0,11{-0,12[-0,06 | -0,06 -0,07 | -0,04 | -0,17|-0,13| -0,04|-0,13| -0,11{-0,17|-0,18
Herzegovina
North Macedonia | 0,02 |-0,23]-0,09] 0,04 0,12] 0,19 0,24 [ 0.22] 0,26 0,25 0.42[ 037 [ 039 | 0.45] 0,52 0.45] 0.45 | 0,42
Montenegro #NJ/A[-0,13]-0,55]-0.13[-0,07] 0,03]-0,01] 0,00 | 0,03] 0,09 0.18] 0,24 0,24 | 0,34 0.40] 0,41] 0,44 | 0.43
Serbia -0.47]-0,62[-0,53]-0.44]-0.39]-0,18-0,07-0,02[ 0,07 0,06 0.18] 0,15 [ 0,03 [-0.03] 0.11] 0,11] 0,09 | 0,05
Average SEE__ |-0,22[-0,39]-0,36]-0,15|-0,08] 0,03] 0,06 | 0,08 | 0,08] 0,09 0,20 0,16 | 0,15] 0,19] 0,24] 0,23[ 0,21 [ 0,18
Bulgaria 0,71 0,66 0,62 0,64 0.73] 0.69] 0,68 | 0,55] 0.57] 0,55 0.59]0,59 [ 0,71 0.67] 0,62 0.54] 0.47 | 0.45
Croatia 0,531048]0,37]041] 041] 047]0.49 [0.44] 035 037 0.28]0,25 0,25 | 0.31] 0,50] 0,56/ 0.37 | 0,50
Romania 0,18 [0,24]044]0,51] 0,60 0,62 0,67 [0,69] 0.56] 0.63] 0,60[ 0,58 [ 0,58 | 0,45 0.42] 0.46 0,36 | 031
ézer;:]ie Newest | o 47046 | 047 | 0,52 | 0,58] 0,59] 0,61 | 0,56 | 0,50| 0,52| 0,49] 0,48 | 0,51 | 0,48| 0,51 0,52| 0,40 | 0,42
Czech Republic | 1,00 | 111 | 1,11 1,05 | 1,22] 1,31 1,30 | 1,20 | 1,05 1,08] 1,00[ 1,09 0,98 | 1.23] 1.27] 1.24[1.24 | 1.35
Estonia 123 125129 1.32] 1.39] 1,39] 1,39 | 1,39 | 1.41] 1.44] 1.67] 1,66 | 1,70 | 1.64] 1.55] 1.59] 1,54 | 1,56
Hungary 1,17 [ 1,05 1,20 | 1.21 | 1,17] 1,08] 1,01 | 1,03 0.98] 0.90] 0,75] 0,76 [ 0,60 | 0,65] 0,57 0.60] 0,48 | 0,50
Lithuania 1,06 0,94 0,97 | 1,01 | 1,04] 0.95[0,96 0,93 | 1.12] 1.15] 1,19] 1,27 [ 1,13 | 1.15] 1,10] 1,16/ 1,09 | 1,28
Latvia 0,92 [0,87]0,93 0,95 0.97] 0.92[0,93 [ 0,95 1,01] 1,04] 117] 1,08 | 1,08 | 1,15] 14| 1,19] 1,19 | 1,22
Poland 0,76 | 0.81]0,70 [ 0,77 0.84] 0.98] 1,02 [ 0,96 | 1,00] 1,05] 1,06] 0,97 [ 0,91 | 0.82] 0.88] 1.02] 0,86 | 0,84
Slovak Republic | 1,08 | 1,13 | 1,08 0,97 | 1,08] 1,05] 1,00 [ 1,00 | 1,04] 0,93] 0,89]0.78 [0.89 | 0.82] 0,81] 1,01]0.79 [ 0.87
Slovenia 0,840,881 0,79 0,80 | 0.85] 0.91]0,76 [ 0,69 0.63] 0,62 0.66] 0,62 0,64 0.58] 0,65] 1,01] 0,92 | 0,83
g;;ri‘:geCE”“d 1,01 | 1,00 | 1,01 | 1,01 | 1,07| 1,07] 1,05 1,02 | 1,03| 1,03| 1,05( 1,03 | 0,99 | 1,00| 1,00| 1,10] 1,01 | 1,06
Source: World Governance Indicators Database, 2023 and Author’s calculation
http://www.ae.ef.unibl.org/ 125
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Table 6. Values of indicator Rule of Law (ROL)

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
Albania -0,70|-0,76|-0,70|-0,66|-0,60(-0,49|-0,39(-0,44 (-0,52]-0,52(-0,31|-0,30{-0,30|-0,40|-0,40 |-0,40|-0,35(-0,26
Bosnia and

Herzegovina
North Macedonia (-0,19]-0,30{-0,54|-0,42|-0,32(-0,29(-0,30(-0,27(-0,25|-0,23(-0,06|-0,22|-0,33|-0,29|-0,29 |-0,28|-0,08 | -0,08

-0,491-0,521-0,50(-0,47|-0,41{-0,36|-0,36(-0,33(-0,20|-0,14(-0,13|-0,24|-0,17|-0,18|-0,21 {-0,20|-0,29(-0,28

Montenegro -0,22]-0,14]-0,21{-0,19]-0,09]-0,02{-0,06]-0,06]-0,06|-0,03] 0,01]-0,02]-0,12[-0,09] 0,02 | 0,02 [-0,01]-0,06
Serbia -0,74]-0,95]-0,54]-0,46]-0,49]-0,47{-0,43]-0,33]-0,33]-0,30[-0,09]-0,06[-0,11]-0,16]-0,15[-0,12[-0,10[-0,00
Average SEE  |-0,47-0,53[-0,50(-0,44-0,38]-0,33]-0,31-0,29]-0,27]-0,24]-0,12]-0,17[-0,21]-0,22]-0,20{-0,20]-0,17-0,15
Bulgaria -0,12]-0,11]-0,11{-0,06[-0,12]-0,04]-0,10[-0,14]-0,12]-0,15[-0,08]-0,14]-0,12[ -0,11[-0,09]-0,01[-0,11]-0,04
Croatia 0,04 | 0,08-0,05( 0,04 | 0,03 0,04 0,08 0,11 0,15] 0,18 0.22] 0,15] 0,36 | 0.33] 0,32]0,37] 0.26] 0,30
Romania -0,19]-0,15-0,13]-0,11]-0,02] 0,05 0,11 | 0,10 [ 0,09 | 0,19] 0,24 0.23[ 0,47 0,46 0,39 [ 0,44 0,39 [ 0.41
’Elvfrf;g: Newest | o 09[-0,06]-0,10(-0,04|-0,04| 0,02 | 0,03 | 0,02 | 0,04 | 0,07 0,13| 0,08| 0,24 0,23] 0,21 [ 0,27 0,18 | 0,22
Czech Republic | 0,76 | 0,86] 0,86] 0,88 | 0,90] 0,96 [ 0,93 [ 1,02 1,02 | 1,02] 1.14] 1,13 1,01 | 1.12] 1,05 [ 1,05 | 1,05 [ 1.13
Estonia 0,88 090 1,13 1,12] 16| 12| 1,15 18| 1,15 ] 1,19] 1.37] 1.33] 1,22 1.28[ 123 1,27] 1.37] 1.43
Hungary 0,85 | 0,84] 0,98 0,94] 0,91]0,77{0,77] 0,76 | 0,61] 0,58] 0.51] 0.40] 0,43 ] 0,56 0,58 [ 0,52] 0,51 ] 0,53
Lithuania 0,56 | 0,58] 0,71] 0,69 | 0,68 0,72] 0,78 0,77 0,84 ] 0,83] 0,94] 1,00[ 1,02 | 0,99] 0,95 1,02{ 0,99 | 1,11
Latvia 0,54] 0,57] 0,62 0,72] 0,78] 0,79 ] 0,76 | 0,74 | 0,78 | 0,76] 0.87] 0,79] 0,95 | 0.93] 0,95 [ 1,01| 0,95 0,98
Poland 0,42 0,47] 0,38{ 0,41 0,55] 0,65] 0,71] 0,79 0,82 0.84] 0.87] 0.83] 0.62] 0.42] 0,40 0.41] 0,53 0,44
Slovak Republic | 0,46 | 0,49] 0,49] 0,43 | 0,53] 0,53 [ 0,56 [ 0,60 [ 0.49 | 0.46] 0.49] 0.49] 0,62 0.54] 0,50 [ 0,52 ] 0,67 [ 0.71
Slovenia 0,91 | 0.88] 0,90] 0,95 1,01] 1,07] 1,00] 1,05 [ 1,01 | 0,99] 1,00[ 0.97] 1,08 | 1,02] 1,05 1,11 1,06 ] 1,03
‘;;ft'i‘c‘ge CEand | 671 0,70 0,76| 0,77 | 0,81] 0,83 | 0,83 | 0,86 | 0,84 | 0,84] 0,90| 0,87] 0,87 0.86] 0,84 | 0,86 | 0,89 | 0,92

Source: World Governance Indicators Database, 2023 and Author’s calculation

Table 7. Values of indicator Control of Corruption (COC)

2004 |2005(2006 (2007|2008 ( 2009( 2010|2011 (2012|2013 |2014 (2015|2016|2017(2018|2019|2020 (2021
Albania -0,72|-0,81(-0,79(-0,71|-0,61-0,55|-0,53|-0,70(-0,78|-0,75[-0,59|-0,52|-0,45| -0,46|-0,52 |-0,54|-0,55[-0,56
Bosnia and

Herzegovina
North Macedonia (-0,55]-0,49(-0,40|-0,39(-0,21-0,15|-0,09(-0,11 [-0,05|-0,06 [-0,03|-0,24|-0,27|-0,30{-0,37 [-0,43|-0,47 |-0,35

-0,321-0,23|-0,30(-0,37|-0,36(-0,38|-0,34(-0,33 (-0,31|-0,24(-0,30|-0,39|-0,46|-0,53|-0,58 [ -0,63|-0,62 -0,64

Montenegro -0,47]-0,35]-0,38(-0,38[-0,24]-0,22{-0,25[-0,22]-0,13]-0,20[-0,08]-0,09]-0,05[-0,06] 0,01 | 0,00[-0,02]-0,02
Serbia -0,49]-0,41]-0,28[-0,34]-0,30-0,32[-0,32]-0,30]-0,36[-0,33]-0,25[-0.29[-0,36] -0.41-0,37{-0.43] -0.43]-0,44
Average SEE  |-0,51-0,46]-0,43-0,44]-0,34]-0,32]-0,31[-0,33]-0,33[-0,33]-0,25]-0,31]-0,32[ -0,35-0,37]-0,41]-0,42] -0,40
Bulgaria 0,07 | 0,02[-0,11{-0,23]-0,27]-0,23[-0.24]-0,27]-0.28]-0,33[-0,30[-0,32[-0.24]-0,17[-0,16[-0,16[-0,30[-0,24
Croatia 0,24 | 0,14] 0,04] 0,06 [-0,05[-0,09] 0,02] 0,03 [-0,03] 0,11 [ 0,20 [ 0,23 | 0,18] 0,09] 0,07 | 0,08] 0,20 0,06
Romania -0,32[-0,26]-0.21-0,23]-0,19-0,31[-0,35]-0,33]-0,38[-0,30]-0,22[-0,14]-0,15[ -0,12[-0,20{-0,21]-0,07[-0,04
‘Elvl‘r’fl‘)g: Newest | o 00 |-0,03|-0,09|-0,13|-0,17|-0,21|-0,19|-0,19|-0,23|-0,17|-0,11 | -0,08|-0,07| -0,07| -0,10 | 0,10| -0,06 |-0,07
Czech Republic | 0,38 | 0,48]0,35]0,32]0,34] 0,38] 0,38 0,38 | 0,31] 0,30 [ 0,43 [ 0,50 [ 0,59] 0,60] 0,54 | 0,56] 0,58 | 0,64
Estonia 0,98 | 0,99] 1,01 0,97]0,95] 1,00 0,99] 1,05 1,00] 1,18 [ 1,30 1,20 | 1.27] 1.24] 1,50 1,56] 1.61] 1,54
Hungary 0,67 0,63]0,63] 0,60 [ 0,43] 0,40] 0,30 0,33 | 0,30[ 0,29 [ 0,16 [ 0,15 0,10] 0,12] 0,08 | 0,06] 0,09 | 0,04
Lithuania 0,37 0,31] 0,16 0,10 [ 0,11 [ 0,23] 0,37] 0,32 0,39] 0,42 [ 0,55 [ 0,61 | 0,71] 0,55[ 0,49 | 0,69] 0,80 [ 0,85
Latvia 0,15] 0,37] 0,36 0,34 0,23 ] 0.20{ 0,20 0,28 0.24] 0,32 0,41 [ 0,46 | 0.43] 0,53 0,32] 0,51 0,72] 0,75
Poland 0,11] 025] 026 0,28 | 0.45][ 0,44 0,51] 0,56 | 0,66]0,65]0.68]0,73] 0,79] 0.73] 0,65 | 0,64] 0,65 [ 0,57
Slovak Republic | 0,34 | 0,45]0,38] 0,30 [ 0,31] 0,27] 0.25[ 0,23 | 0,07 0,05 [ 0,12 0,14 0,18] 0,13[ 0,26 | 0,21] 0,44 [ 0,24
Slovenia 1,02] 0,90 1,03] 1,01 0,94] 1,05 0,92] 0,94] 0.83[0.72] 0,72 0,77 0.82] 0.81] 0,87] 0,92 0.80] 0,72
Average CE and

0,50 | 0,55(0,52| 0,49 0,47 | 0,49| 0,49( 0,51 | 0,49| 0,49 | 0,55| 0,58 | 0,61| 0,59( 0,59 | 0,64| 0,71 | 0,67

Baltic

Source: World Governance Indicators Database, 2023 and Author’s calculation
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Table 8. Correlation between economic development measured by GDP per capita in
PPP and each of six indicators of institutional quality

Country G?::i?x:ftg&z:?m Voice anAdA PolitAicAal Govel:nment Regulgtory Rule of Controlef
prices in PPP for 2021 Accountability | Stability [ Effectiveness [ Quality Law Corruption

Albania 14559,68 0,09 0,11 0,00 0,19 -0,26 -0,56
Bosnia and Herzegovina 15030,36 -0,31 -0,38 -1,04 -0,18 -0,28 -0,64
North Macedonia 16614,64 0,14 0,12 -0,08 0,42 -0,08 -0,35
Montenegro 20650,59 0,17 -0,15 0,01 0,43 -0,06 -0,02
Serbia 19732,73 -0,12 -0,13 0,05 0,05 -0,09 -0,44
Bulgaria 24609,70 0,29 0,46 -0,14 0,45 -0,04 -0,24
Croatia 31767,73 0,61 0,71 0,59 0,50 0,30 0,06
Romania 31034,91 0,60 0,53 -0,13 0,31 0,41 -0,04
Czech Republic 40151,25 1,02 0,96 1,11 1,35 1,13 0,64
Estonia 38810,65 1,19 0,76 1,38 1,56 1,43 1,54
Hungary 33932,85 0,40 0,86 0,63 0,50 0,53 0,04
Lithuania 39380,87 091 0,82 1,06 1,28 1,11 0,75
Latvia 3194741 091 0,69 0,87 1,22 0,98 0,85
Poland 34940,55 1,04 0,51 0,29 0,84 0,44 0,57
Slovak Republic 32745,07 091 0,56 0,53 0,87 0,71 0,24
Slovenia 40199,07 0,59 0,76 1,18 0,83 1,03 0,72
Correlation Coefficient 0,88 0,90 0,85 0,82 0,92 0,85
Determination

Coefficient 0,77 0,82 0,73 0,67 0,85 0,73

Source: World Governance Indicators Database, 2023; IMF World Economic Outlook Database,
April 2023 and Author’s calculation

KBAJIUTET UHCTUTYHHNJA Y 3EM/bAMA JYTOUCTOYHE
EBPOIIE: IIOPEBEILE CA YIAHUIAMA EBPOIICKE YHHUJE

1 Jenena Tpusuh, Exonomcku dakynrer Yausepsutet y bawoj Jlymu, bocna u Xepuerosuna

Caxerak

Cepxa oBOr pajga jecTe [na TOKaKe 3HA4aj pas3Boja WHCTUTYIHja H
MHCTHTYIMOHAIHOT OKPYKeHa y III00aIn30BaHOM CBETY, a IOTOTOBO Y 3eMJbama
Y TPaH3UIIMjU KaKaB je HaIll pETHOH. 3eMJbe PErroHa Cy jOII YBHjeK 3ariiaBJbeHe
y TpaH3UIHju ¢ 003UpOM N1a KJbyuHe pedopme joIn yBHjeK CToje Wi ce Kpehy
BpJIO CIIOPUM TeMrioM. KBanmuteT MHCTHTyNHja y 3eMJbaMa PETHOHA Y A00poj
MjepH MOXKe J]a OJlpa3y HalpeaaK y TpaH3uIji. MeTomonorija koja ce KOpUCTH
3a Mjepeme KBaJTUTeTa HHCTUTYIHM]a je CacTaBHU WO 0a3e MoaaTaka CBjeTCKAX
MoKa3areba yIpaBibama Kojy cy pasBwim Kaydpmann er am. (2010) roje cmo
M3BPUIMIA KOMITApaTHUBHY aHAIW3y KBAaJUTETa WHCTHTYIMja 3a TPH Y30pKa
3eMasba, 3eMJbe jyroucrtoune EBpore (3emibe pernona — Anbanuja, buX, Lpua
Iopa, CjeBepna Maxenonnja u CpOuja), Hajuosuje wiannne EY (byrapcka,
XpBarcka u Pymyn#uja) u 3emibe cpenme EBpore n 6antinukux npxasa (Yemka.
Ectonuja, Mahapcka, Jletonuja, JlutBannja, [losbcka, Crosennja nu CroBadka).
Hakon Tora, mokasany cMoO CTeleH Kopenaiuje u3Mel)y eKOHOMCKOT pa3Boja
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Mjeperor B/II1-om 1o cTaHOBHUKY y TApUTETy KYIIOBHE MO M CBAKOT OJT ILIECT
WHJMKATOpa KBAaJUTETa MHCTHTYIMja. Pe3yiraru mokasyjy Ja 3eMibe perroHa
3HAYajHO 3a0CTajy 3a JApkaBaMa Koje HasuBamo ,,Hosa Espoma“ (LlenTpanna
EBpora u bantuk), anu u 3a Hajmuahum uinanunama EBporicke yHuje 1Mo
KBaJUTETy MHCTUTYUHja. Kanma je y muramy Kopenanuja uzmel)y eKOHOMCKOT
pa3Boja M WMHCTHUTYLHHOHAJHOT OKpY)X€Hmha, 3a CBUX IIECT WHAWKATOpa
UHCTHTYI[HOHAJHOT OKPY)KeHba, MoKa3aia ce CHa)KHa U MO3UTHBHA KOpeJaiuja,
noceOHO u3Mel)y BiiajaBrHeE paBa M EKOHOMCKOT pa3Boja. HapouuTo je u3paxkeHa
MO3UTUBHA KOpeNallMoHa Be3a u3Mely KBanuTeTa WHCTUTYIHMja W BiaJaBHHE
npaBa (MpaBHE JAp)KaBe), KA0 U CKOHOMCKOT pa3Boja M KOHTPOJIE KOPYIIIHje
rIje cy KopelamuoHW KoeuuujeHTH Ounu HajBehm, a ympaBo y oBe nBHje
00TacTu KBAJIMTETa WHCTHUTYIIMja 3€MJbE PETMOHA HAJBMIIIC 3a0CTajy HE CaMo
3a Hajmuahum npkaBama unanunama EY, Beh u 3a 3emsbama ,,HoBe EBporme™.
3aksbyyaK je Ja 3eMJbe PETMOHA MOPajy Jia 0jayajy BJIaJaBUHY Mpara, J1a ce ope
NPOTUB WHCTUTYIIHOHATIHE KOpYMIHje, 1a 00e301je/ie MOIUTUYKY CTaOHIHOCT
Kako O 1mo0oJbIIae eKOHOMCKH CTaHaap/] CBOjux rpahaHa.

Kibyune pujeum: uncmumyyuje, uHCmumyyuoHaino oKpyxicere, mpansuyuja,
enobanuzayuja, exoHomMcku paszeoj, Eeponcka yuuja, cejemcku umouxamopu
YIpasmarsa.
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that supports economic growth and other milestones
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Keywords: Kenya, Methodology: The study used the autoregressive
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autoregressive distributed  Results: The study, therefore, concludes that remittance
lag, appreciation, inflows in Kenya are not associated with the appreciation of
depreciation the currency, as predicted by some previous studies.
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remittance inflows in Kenya are not associated
with the Dutch-disease phenomenon.
Recommendation: It is recommended that Kenya may
continue to implement policies that support remittance
inflows to realize an improvement in the balance of
payments in the country.

© 2023 ACE. All rights reserved

1. INTRODUCTION

Remittances are associated with a positive impact on several economic variables,
such as poverty reduction, economic growth, and financial development. The
studies that have focused on the impact of remittances on macroeconomic
indicators show overwhelming evidence of poverty mitigating economic growth
support in different countries. Even the United Nations (UN) has embraced
remittances as a source of development finance in most countries, especially
in developing countries. Low- and middle-income countries received US$540
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billion in 2020 despite the disruptions caused by COVID-19 (World Bank, 2021).
Although this was a decline of US$8 billion from remittance inflows in 2019,
these inflows remained high and surpassed the overseas development assistance
of US$170 billion in 2019 (World Bank, 2021). A surge in remittances was also
recorded in sub-Saharan Africa. With the exclusion of Nigeria, remittances
increased by 2.3% in 2019 (World Bank, 2021). The surge in remittances has
been a welcome development, especially in developing countries that have
been relying on development assistance, external borrowing, and foreign direct
investment (FDI) as sources of development finance. Remittances are projected
to increase to US$565 billion in 2022 as the world recovers from COVID-19
disruptions and effects (World Bank, 2021). The question that this study sought
to answer is whether remittance inflows impact the exchange rate.

The studies that investigated the impact of remittances on the nominal exchange
rate or real effective exchange rate had inconclusive results. Some of the studies
found that remittances caused an appreciation of the exchange rate (for example,
Joof & Touray, 2021; Kim, 2019; Dutta & Sengupta, 2018). Others found that
remittances caused a depreciation of the exchange (for example, Barrett, 2013),
yet others found no effect (for example Adejumo & Ikhide, 2019). Most of
these studies used panel data analysis. The inconclusive results are specific to
the countries where they were conducted and cannot be generalised to other
countries. This leaves countries in a catch-22 situation. Although remittances are
a welcome source of external funding that does not come with conditionalities,
they may lead to exchange rate instability that negatively affects macroeconomic
stability if they are not properly managed.

This study relooks the relationship between exchange rate and remittances in
Kenya using the autoregressive distributed lag (ARDL) approach. Kenya has
been selected for this study because it is one of the signatories to the Sustainable
Development Goals (SDGs) which require each country to achieve set targets
on the 17 SDGs. Given this pressure, multiple sources of development finance
(including remittances) are important to support projects necessary to achieve
the SDG targets for Kenya. However, an understanding of the trade-off between
remittances as a source of development finance and undesired exchange rate
movement is important. Furthermore, Kenya is among the countries that have
witnessed an increase in remittance inflows even in the face of economic
interruptions like COVID-19. The exchange rate movement is one of the key
economic variables that measure macroeconomic stability. The exchange rate
movement also reflects a country’s ability to maintain the stability that is pertinent
to achieving the SDGs. It can also be argued that Kenya has managed to maintain
a relatively stable exchange rate compared to some African countries; hence a
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study investigating the impact of remittances on the exchange rate will add value
to the economy in the quest to maintain and support macroeconomic stability and
economic growth.

The rest of the paper is divided as follows: Section 2 discusses the literature
review. This section is subdivided into two: 2.1 delves into country-based
literature, and 2.2 highlights theoretical and empirical literature. Section 3
focuses on the estimation techniques, while section 4 outlines the data analysis
and discussion of the results. Section 5 concludes the study.

2. LITERATURE REVIEW

2.1. Remittance and Exchange Rate Dynamics in Kenya

Kenya is one of the signatories to the SDGs, the successor to the Millennium
Development Goals that ended in 2015. This puts the government under pressure
to support remittances in an endeavour to increase much-needed capital inflows
to achieve the SDGs. To monitor the remittances, the Central Bank of Kenya
(CBK) carries out a monthly survey with formal channels such as commercial
banks and other authorised international remittances service providers in Kenya.
Although it is widely known that statistics from formal remittance channels
underestimate the total remittances that are remitted through informal channels,
Kenya has consistently recorded an increase in remittances despite the negative
impacts of COVID-19 on employment and wages (IFAD, 2021a). This shows
how important remittances are to the country. The consistent increase in
remittance inflows is attributed to financial innovation that has opened more
convenient channels, such as facilitate using mobile phones for transactions,
allowing families to receive money in the face of the lockdown (IFAD, 2021a).
It can also be argued that an increase in remittance inflows could be because of
the use of formal channels, compared to previous periods when emigrates were
coerced with a ban on travel because of the lockdown.

To encourage remittance inflows, the UN has set the cost of these transactions at
3%. Although Kenya has reduced the cost of remittance transactions from 15 to
8% in the past 10 years, it still has a lot of work to do to see the rate decline to
the recommended 3% (IFAD, 2021a). However, compared to other sub-Saharan
African countries, Kenya ranks third (IFAD, 2021a). As an initiative of IFAD, the
Platform for Remittances, Investment and Migrants’ Entrepreneurship (PRIME
Africa) has the main objective of reducing remittance transfer costs to Kenya in
support of SGD 10.c, enhancing financial inclusion through remittance-linked
financial services and reducing informal channels in Kenya (IFAD, 2021b).
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Apart from initiatives through IFAD, the CBK is in the process of reviewing
the National Payment Strategy 2021-2025 by focusing on enhancing digital
payments that will hopefully smoothen remittance transactions (IFAD, 2021b).
In Kenya, there are 41 commercial banks, 14 microfinance banks, the Post Office
Savings Bank (Postbank), and 17 money remittance providers that are licenced
to handle inbound and outbound transfers (IFAD, 2021b). This has increased the
number of formal channels that can be used to transfer remittances to and from
Kenya.

Remittance inflows into Kenya have defied all the odds, especially during the
COVID-19 pandemic when remittances were anticipated to decline due to the
negative effects of the pandemic on employment (IFAD, 2021a). Remittance
inflows increased from US$139.6 million in 1990 (contributing only 1.6% of the
gross domestic product — GDP) to US$2838.2 million in 2019 (3% of the GDP),
almost double the amount received in 1990 (World Bank, 2022). Remittances
fluctuated between 1991 and 2003; thereafter, the inflows grew steadily to
an average of 2.2% of GDP or US$1164 million (World Bank, 2022). Kenya
experienced a surge in remittance inflows between 1997 and 2000, while major
drops were recorded in 1996 and 2001, with 0.7% and 0.3% of GDP registered
(World Bank, 2022). In 2020, remittance inflows exceeded every expectation,
with an increase 0f 0.1% contribution to GDP or US$261 million recorded (World
Bank, 2022). Figure 1 shows the trends in remittances from 1980 to 2020.
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Figure 1. Remittance Inflows 1980-2020
Source: World Bank, 2022
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Figure 1 shows a consistent increase in remittance inflows from 2003, although
the remittances never reached the levels recorded between 1997 and 2000 (World
Bank, 2022).

On the real exchange rate front, the Central Bank of Kenya (CBK) is mandated
to regulate the foreign exchange space under the Central Bank of Kenya Act Part
VI A and Legal Notice No. 23 of 1996 (CBK, 2016). The CBK works closely
with authorised dealers to ensure that buying, selling, borrowing, and lending of
foreign currency are done by observing set guidelines to ensure transparency and
efficiency (CBK, 2016). All transactions that involve foreign currency, including
exports and imports, are, therefore, at the helm of the CBK through licenced
dealers (CBK, 2016).

Kenya has a strong engine in domestic consumption that accounts for over 70%
of GDP, while exports remain weak (World Bank, 2012). Agriculture remains
the major driver of exports (tea, coffee, cut flowers, and vegetables) (Kenyan
Government, 2019). The major trading partners of Kenya are Europe, Japan,
the United States of America, and low-income countries in Africa. The growth
of Kenyan exports in these markets has been both intensive margin (growth of
existing products in existing markets) and extensive margin (new products in
existing markets and new products in new markets) (World Bank, 2012). Kenya
uses the instruments of the Common Market for Eastern and Southern Africa
and the East African Community to limit imports of food by charging high tariffs
to non-members (Kenyan Government, 2019). It is quite evident that Kenya
has not fully explored export performance, which has affected the country’s
competitiveness (especially with a mismatch between exports and imports and a
limited export base that is predominantly merchandise related).

Although Kenya has programmes, initiatives, and policies in the foreign exchange
space to support transactions related to foreign exchange, the composition of the
exports (which is largely agriculturally based) and a comparably high import
demand have put pressure on the country’s exchange rate. The real effective
exchange rate is the real value of a currency in relation to another currency. The
trends in the exchange rate are shown in Figure 2.

Figure 2 shows that the Kenyan Shilling (KSh) was strong between 1980 and
1992, with an average of KSh 17.2 (World Bank, 2022). The exchange rate
deteriorated by KSh 26 in 1993 and never recovered from the trajectory (World
Bank, 2022). In 2020, the currency recorded the highest exchange rate of KSh
110.9, the highest ever recorded between 1980 and 2020 (World Bank, 2022).
The general upward trend in the exchange rate signified a depreciation of the
Kenyan Shilling against the US Dollar.
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Figure 2. Trends in the Exchange Rate 1980-2020
Source: World Bank, 2022

2.1 A Review of Related Literature

Lucas & Stack (1985) propose three motives for migrants to send money home.
The first motive is ultraism, which is linked to empathy for the struggling
family members left back home. The desire to assist them in their financial
struggle causes migrants to send remittances home. The second motive is co-
insurance, where migrants invest back home as a fallback when they return
home or when they lose their jobs in a foreign land. The third motive is the
savings motive, where migrants endeavour to build up savings back home in
case there is a fluctuation in their earnings. Remittances are likely to lead to
an increase in demand for non-tradables in response to an increase in domestic
demand. This is supported by Adam & Page (2005), who found that remittances
result in an increase in human investment — education and cash assets, real
estate investment, and starting or expanding small businesses. Remittances also
provide a stable and countercyclical income during shocks such as droughts and
wars (Kapur, 2004). Although the benefits of remittances are well documented in
the literature, the surge in remittance inflows can result in remittance-receiving
countries experiencing an appreciation of their currency. This is when the surge
in remittances results in a plethora of challenges in the domestic economy, such
as the balance of payments challenges as exports become less competitive due to
an appreciation of the domestic currency. An upward movement in the exchange
rate harms the tradable sectors of the economy if the surge in inflows is not
channelled into investment but increases the demand for imports. This puts
pressure on the balance of payments.
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In the literature, two channels have been proposed that result in the firming
of the exchange rate, which negatively affects the competitiveness of tradable
goods. The first channel is the Salter-Swan-Conder-Dornbusch model, where
exchangeable prices are assumed to be exogenously determined. The spending
effect (due to higher capital inflows) and the exogenously determined prices
cause the price of non-tradable goods to increase. This causes an expansion in
the non-tradable sector — and an increase in the price of non-tradable — relative
to the tradable sector, resulting in the exchange rate appreciation. The expansion
of the non-tradable sector results in a resource movement effect, drawing
additional resources toward the sector (Acosta, Baerg & Mandelman, 2009;
Corden & Neary, 1982). A second channel is an increase in household wealth
that may result in households substituting labour for leisure (Acosta, Lartey &
Mandelman, 2007). This causes a decrease in the supply of labour, leading to a
shrink in the labour, putting an upward pressure on wages, and resulting in an
increase in production costs. The labour effect and resource reallocation cause an
appreciation of the exchange rate.

There is growing literature on the impact of remittances on the real exchange rate,
real effective exchange rate, and nominal exchange rate. The surge in remittances
that African countries have experienced in the past few years in general, and in
Kenya in particular, requires a relook at the relationship between remittances and
the exchange rate. The findings of this study provide policy makers in Kenya with
policy options to manage the exchange rate. Studies that have investigated the
impact of remittances on the exchange rate can be divided into three categories.
Some studies found that remittances cause an exchange appreciation (see, for
example, Joof & Touray, 2021; Kim, 2019; Dutta & Sengupta, 2018; Acosta,
Baerg & Mandelman, 2009). A second set of studies found that remittances cause
a depreciation of the exchange rate (see Braihim, Nefzi & Sambo, 2018; and
Barrett, 2013). The third category of studies found no impact (see, Mongardini
& Rayner, 2009). This section outlines empirical studies that were done on the
impact of remittances on exchange rate.

The first category of literature found that remittances cause an appreciation
of the exchange rate. Olekslv & Mirzoieva (2022) examined the influence of
remittances on the exchange rate on Ukraine using the autoregressive distributed
lag approach. The study found that remittances cause an appreciation of the
exchange rate. In the same spirit, Joof & Touray (2021) investigated the impact
of remittances on the real effective exchange rate using fully modified ordinary
least squares (OLS) and dynamic OLS, using quarterly data from 2009 to 2019
for Gambia, and found that remittances cause an appreciation of the real effective
exchange rate. A 15% increase in remittances was found to result in a 1.5%
appreciation of the real effective exchange rate. Azizi (2021) investigated the
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impact of remittances on the exchange using data for 101 developing countries
from 1990 to 2015. The study found that remittances lead to real exchange rate
appreciation. Hien et al. (2020) examined the impact of remittances on real
effective exchange rate for 32 Asian countries using data from 2006 to 2016.
Employing the System Generalised Methods of Moments (S-GMM)), the study
found a 1% increase in remittance per capita lead to 0,103% appreciation in the
real effective exchange rate. Kim (2019) investigated the impact of remittances
on the exchange rate using data from 114 developing countries spanning from
1970 to 2013. Employing a general equilibrium monetary model, the study found
that remittances cause an increase in money supply under a fixed exchange rate
regime and an appreciation of the nominal exchange rate. However, the degree
of openness was found to mitigate the appreciation of the nominal exchange rate.
Dutta & Sengupta (2018) investigated the impact of workers’ remittances on the
real effective exchange rate in India using data from 1980 to 2015. Employing
the ARDL approach to cointegration, the study found that remittances cause
an appreciation of the exchange rate. One percent increase in remittances
led to 0.076% appreciation of the exchange rate in the long run, with a rate
of adjustment of 51%. In the same spirit, Hassan & Holmes (2013) examined
the long-run relationship between the real exchange rate and remittances for
emerging and developing economies. The results confirmed that an increase in
remittance inflows lead to an appreciation of the real effective exchange rate.
This finding was also confirmed by a panel Error Correction Model (ECM),
where unidirectional causal flow was found from remittances to real exchange
rate in the short run.

Acosta, Baerg & Mandelman (2009) investigated the impact of remittances on
real exchange rate using panel data from 1990 to 2003 for 106 developing and
transition countries. The study found results consistent with those of Joof &
Touray (2021) and Kim (2019). The study found evidence that remittances put
an upward pressure on the real exchange rate, although the effect was weak
in deeper and more sophisticated financial markets that could maintain trade
competitiveness. Lopez, Molina & Bussolo (2007) investigated the impact of
remittances on the real effective exchange rate using cross-country data for 24
Latin American countries. They found a surge in remittance inflows caused an
appreciation. Izquierdo & Montiel (2006) found the same results in three out of
six Central American countries for the period from 1960 to 2004: the Dominican
Republic, El Salvador, and Guatemala. Similarly, Amuedo-Dorantes & Pozo
(2004) employed a panel data assembled from 13 Latin American and Caribbean
countries over the period from 1978 to 1998, which validated the conventional
view that an increase in remittances leads to an appreciation of the real exchange
rate.
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The second category of literature found remittances to cause a depreciation of the
exchange rate. Adejumo & Ikhide (2019) investigated the impact of remittances
on the exchange rate in Nigeria using dynamic OLS and data from 1981 to 2014.
The study found remittances to cause the exchange rate to depreciate Braihim,
Nefzi & Sambo (2018) investigated the impact of remittances on the real effective
exchange rate in nine Middle East and North Africa (MENA) countries using
data from 1980 to 2015. Employing panel ARDL, remittances were found to
cause a depreciation of the exchange rate. Essayyad, Palamuleni & Satyal (2018)
examined the impact of remittances on Nepal’s real effective exchange rate using
the ARDL approach. The study found the same results as those Adejumi & Ikhide
(2019) found for Nigeria, where remittances caused real effective exchange rate
depreciation in the short run but were insignificant in the long run. Khurshid el
al. (2017) carried out a study on the effects of workers’ remittances on exchange
rate volatility in Pakistan. Using annual time series data and the generalised
methods of moment approach, the study found that remittances caused exchange
rate depreciation but had a positive effect on export competitiveness. The study
further revealed that remittance inflows only led to exchange appreciation if it
was associated with savings, while remittances channelled towards consumption
reduced competitiveness and caused depreciation. Barrett (2013) employed a
model with official development assistance, government expenditure and trade
terms in Jamaica using data from 1995 to 2010. The study found that remittances
caused a depreciation of the exchange rate.

Nketiah et al. (2019) examined the impact of remittances on real exchange rate in
Ghana using data from 1970 to 2016. Employing Ordinary Least Squares (OLS)
the study found that remittances have no significant impact on real exchange
rate. Izquierdo & Montiel (2006) in a study on six Central American countries
using data from 1960 to 2004, found consistent results with Nketiah et al. (2019)
for Jamaica, Nicaragua, and Honduras. Mongardini & Rayner (2009) carried out
a study on the relationship between remittances and the real effective exchange
rate in sub-Saharan African countries and found no relationship between
remittances and the real effective exchange rate in the long run mainly because
of excess capacity in non-tradable sectors of these countries.

The extant literature reveals a need for further research to establish the impact
of remittances on the exchange rate. The inconclusive results of different studies
reviewed make generalisation of the result inappropriate. Another study on the
nature of the relationship in Kenya will provide more information on how to
strike a balance between using remittances as a development finance source and
stabilising the exchange rate, as well as provide a conducive environment for
economic growth.
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3. MATERIALS AND METHODS

Estimation techniques

The ARDL bounds approach was used in this study to investigate the impact of
remittances on the exchange rate in Kenya. The ARDL approach was developed
by Pesaran & Shin (1999) and later expanded by Pesaran, Smith & Shin (2001).
The ARDL approach was selected for this study because of its numerous
advantages, such as, the use of variables integrated of different orders and robust
in small samples.

Variable definitions

The key variables in this study are remittances (REM) and exchange rate (EXR).
The remittances are measured by remittance inflows as a percentage of GDP,
while the exchange rate was measured by the real exchange rate between the
Kenyan Shilling and the US Dollar using the average period rate. Remittances
are anticipated to cause an appreciation of the nominal exchange rate.

The variable descriptions are given in Table 1.

Table 1. Variable Descriptions for the Model

Variable Description Expected Impact on Exchange Rate

EXR Shillings/US$ — average period -
nominal exchange rate

REM Remittance inflows as a percentage Remittances are expected to cause an

of GDP appreciation of the exchange rate.
FDI FDI inflows as a percentage of GDP  FDI is expected to cause an appreciation of
the exchange rate.
TOP Exports and imports as a percentage  Trade openness is expected to cause an
of GDP exchange rate appreciation if exports
outweigh imports.
BM Broad money as a percentage of GDP  Broad money is expected to cause an
exchange rate depreciation.
GFE Government consumption expenditure Government consumption expenditure is
as a percentage of GDP expected to cause exchange rate depreciation.
GDPG  GDP growth rate Economic growth is expected to cause
exchange rate appreciation.
PL Price level High prices are expected to cause exchange

rate depreciation.

Source: Authors’ compilation

Model Specification

The ARDL bounds model specification is given in Equation 1 below.
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P q q q
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i=1 i=0 i=0 i=0
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+r EXR  +m,FDI + 7Z'3T0P +r,BM, _ + 7r5GFE[_l + 7r6GDPG,_1
+7,GDPC,_ + U, 1)
Where:

EXR — exchange rate

REM - remittances

FDI — foreign direct investment

TOP — trade openness

BM - broad money

GFE — government consumption expenditure

GDPG — GDP growth rate

PL — price level

@, —1s a constant; ¢, — ¢, and &, — «, are coefficients; and y, is the error term.

ECM-based Model Specification

The ARDL bounds testing approach to cointegration is used to examine whether
there is a long-run relationship between the variables in the model. The ARDL
bounds test uses a set of critical values: the upper and the lower bound. The
calculated statistics are compared to the upper and lower bounds. If the calculated
statistics are above the upper bound, cointegration is confirmed at either 1%, 5%
or 10%. If the calculated F-statistic is less than the lower bound, no long-run
relationship is confirmed. However, if the F-statistic is between the lower and
the upper bounds, the results are inconclusive. If cointegration is confirmed in
the model, the estimation is done in two steps. The first step is the estimation of
the long-run relationship and saving the residuals. The residuals are included in
the estimation of the short-run equation. In the case of no cointegration, only an
estimation of the short-run equation is done.

P q q q
AEXR =@, + Y ¢, AEXR_ +Y ¢, AREM,_ +) ¢, AFDI_ +Y ¢, ATOP_

i= i=l i=l i=1
q q q q
+ 2¢5;ABM:—:' + z¢6iAGFEt—i + z¢7fAGDPGt—f2¢8iAGDPCr—f
i=0 i=l i=l i=l

+6 ECM,_ +u, ?)
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Where all the variables are as described in Equation 1, ¢ —¢, and 0, are
coefficients.

Data Sources

The data for the study —namely, remittances (REM), exchange rate (EXR), foreign
direct investment (FDI), trade openness (TOP), broad money (BM), government
consumption expenditure (GFE), economic growth (GDPG) and price level
(GDPC) — were extracted from the World Bank Development Indicators (World
Bank, 2022). Exchange rates were retrieved from the CBK (2021).

4. RESULTS

Table 2. Unit Root Test

Panel 1: Dickey-Fuller Generalised Least Squares (DF-GLS)

Variable Stationarity of all Variables in Levels Stationarity of all Variables in First Difference

Without Trend With Trend Without Trend With Trend

EXR -0.4398 -1.9567 -5.8439™ -5.8899™
REM -2.5237 -1.5475 -5.7422™ -5.2374™
FDI -4.1916™ -5.0704™ - -
GDPG -3.3326™ -3.7597" - -

GFE -0.7520 -2.5972 -4.6788"" -5.2664™
TOP -1.2875 -2.2561 -6.1704™ -6.2208"
BM -1.4462 -2.3807 -7.0370™ -7.2662""
PL

Panel 2: Phillips-Perron (PP)

Variable Stationarity of all Variables in Levels Stationarity of all Variables in First Difference

Without Trend With Trend Without Trend With Trend

EXR -0.8370 -1.8774 -5.7885™" -5.7275™
REM -1.1750 -2.1522 -5.6110" -5.7712™
FDI -4.2316™ -5.3110™ - -
GDPG -3.5975™ -3.7362™ - -
GFC -1.7256 -2.8067 -5.5182™ -5.4182™
TOP -1.7392 -2.2942 -6.1080™" -6.0735™"
BM -1.7977 -2.4600 -7.0791™ -7.0831™
PL

Note: *, ** and *** denote stationarity at 10%, 5% and 1% significance levels respectively.

Source: Authors’ calculation

The results in Table 2 confirm that all the variables are stationary in their levels
or in the first difference. Stationarity is when the mean, covariance, and variance
of variables in a model remain constant over time (Gujarati & Porter, 2010).
To proceed with the data analysis, long run relationship among variables in the
model was tested. The results are resented in Table 3.
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Table 3. Cointegration Results

Dependent Variable = Function F-Statistic Cointegration Status

EXR F(EXDIREM, FDI, TOP, BM,  8.1380™" Cointegrated
GFC, GDPG, PL)

Note: *, ** and *** denote stationarity at 10%, 5% and 1% significance levels respectively.

Source: Authors’ calculation

Coefficient Estimation

The confirmation of cointegration in the model implies an estimation of the
long-run equation and saving the residuals as the first step. The second step is
the estimation of the short-run equation, including the residuals. The selection
of appropriate lags for the variables in the model was done using the Schwarz
Bayesian Information Criteria (SIC). The criterion was selected because it gave
the most parsimonious equation. The optimal lag length selection for the model
is1,2,0,1,0,1, 2,0 (REM, FDI, TOP, GFC, GDPG, BM and PL respectively).
The long-run and the short-run results are reported in Table 4.

Table 4. Long-Run and Short-Run Results

Regressors Coefficient T-ratio
Panel A - Long run Results

C -59.7807 0.7690
REM 0.9761*** 2.9392
FDI 0.8784%** 2.9099
TOP -0.6655 -1.1674
GFC 0.5942 0.2227
GDPG -0.7364* -1.9469
BM 0.6752%** 3.6037
PL 0.1045 0.7690
Panel B — Short-Run Coefficients

Arem 0.2656** 2.2283
Areml 0.1604** 3.1062
AFDI 0.7790** 2.4393
ATOP 0.2905** 2.3739
AGFC 0.17982 0.2144
AGDPG -0.1761 -0.5249
ABM 0.1263 0.4017
ABM1 0.7165** 2.1843
APL 0.0316 0.6408
ECM (-1) -0.3026%** -3.3405

R-squared — 0.778

S.E of Regression — 3.2943

Akaike Info Criterion —-107.367
R-Bar Squared — 0.6487

F-Stat (10, 28) — 8.4183[0.000]
Schwarz Bayesian Criterion — 119.8433

Note: *, ** and *** denote stationarity at 10%, 5% and 1% significance levels respectively.

Source: Authors’ calculation
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5. DISCUSSIONS

The results in Table 4, Panel A and Panel B, show the positive impact of
remittances on the nominal exchange rate. This is reflected by a coefficient
that is positive and significant at 1% level of significance in the long run and
5% level of significance in the short run. The findings point to the fact that
remittances cause a depreciation of the exchange rate in Kenya. The findings of
this study are not unique for Kenya alone. Adejumo & Ikhide (2019) in a study
on Nigeria; Braihim, Nefzi & Sambo (2018) in a study on nine MENA countries;
and Essayyad, Palamuleni & Satyal (2018) in a study on Nepal found the same
results. The same pattern is exhibited by the trend in remittances and exchange in
Figure 1 and Figure 2, respectively. The possible explanation for this relationship
is that remittances have an influence on the exchange rate indirectly through the
channels that households decide to use to remit the funds. If remittances are used
for consumption purposes, they result in exchange rate depreciation because they
cause exports to be less competitive and possibly cause a surge in import demand.
This could be the case for Kenya. Although the financial system is advancing, it
is possible that the recipients of remittances have limited knowledge or access
to the financial instruments for investment and savings. This implies that policy
makers in Kenya need to complement remittances promoting policies with
education on different export competitive promoting channels and vehicles that
can be exploited by remittance recipients besides consumption.

Other results reported in Table 4 show that FDI has a positive impact on the
exchange rate in the short run and the long run. Thus, FDI causes an increase
in the nominal exchange rate — a depreciation. One possible explanation was
identified by Khurshid et al. (2017) that if FDI was related to acquisition
associated with privatisation, it would not cause an appreciation of the exchange
rate. Trade openness was found to have no impact on the exchange rate in the
long run, but only a positive impact in the short run. This outcome corroborates
the depreciation effect of remittances on the exchange rate. The surge in
consumption due to remittance inflows could account for the positive impact in
the short run. However, in the long run, there could be a tendency of exports and
imports levelling up, resulting in no impact on the exchange rate. Government
consumption expenditure as a percentage of GDP has no impact on the exchange
rate in Kenya. Economic growth was found to have a negative impact in the long
run, but not in the short run. The study also found that broad money has a positive
impact on the exchange rate in the long run and in the short run. According to
the results in Table 4, an increase in the money supply results in an exchange rate
depreciation. This is in line with economic theory, where an increase in money
supply (especially not matched by production) is inflationary and less favourable
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for both external and internal investors (Mohr & Associates, 2015). The price
level was found to be insignificant in both short and long run.

The error term (ECM) for the model had the right sign, with a coefficient of
0.302. It took slightly more than three years for the Kenyan economy to return
to equilibrium when there is disequilibrium. The function is the right fit for the
model with an explanatory power of 77%. The model passed all diagnostic tests,
and the results are reported in Table 5.

Table 5. Diagnostic Results

LM Test Statistic Results

Serial Correlation 2.51510.113]
Functional Form 1.846 [0.174]
Normality 0.657 [0.720]
Heteroscedasticity 0.514[0.219]

Source: Authors’ calculation

The model is stable at 5% level of significance as reported in Figure 1: cumulative
sum of recursive residuals (CUSUM) and the cumulative sum of square recursive
residuals (CUSUMSQ).

Plot of Cumulative Sum of Recursive Residuals Plot of Cumulative Sum of Squares of Recursive Residuals
20 14
1.2
10 1.0
0.8
0 0.6
0.4
0.2
-10 0.0
-0.2
-20 -0.4
1982 1992 2002 2012 2020 1982 1992 2002 2012 2020
The straight lines represent critical bounds at 5% significance level The straight lines represent critical bounds at 5% significance level

Figure 3. CUSUM and CUSUMSQ Plots

Source: Authors’ calculation

6. CONCLUSIONS

This study investigated the impact of remittances on the nominal exchange rate
in Kenya using annual time series data from 1980 to 2020. The variables of
interest were nominal exchange rate and remittance inflows; however, control
variables (FDI, trade openness, government consumption expenditure, economic
growth, broad money, and price level) were also included to ensure that the
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model is fully specified. Using the ARDL approach, the findings of this study
revealed that remittances had a positive impact on the exchange rate irrespective
of the timeframe considered. Thus, remittances lead to nominal exchange rate
depreciation according to the findings of this study. The study fails to support
the argument that remittance inflows lead to an appreciation of the local currency
as opined by some previous studies. The depreciation of the nominal exchange
rate causes tradable goods and services in Kenya to be attractive, according to
the finding of this study. Thus, remittances help to promote exports in Kenya.
Based on the findings of the study, policy makers in Kenya need to avail more
channels that remittance-receiving families can use to promote savings rather
than consumption. This will ensure that the consistent increase in remittances
received by the country is channelled into productive activities that promote
economic stability and growth in line with the SDGs. Promotion of remittances
will also promote exports contributing positively to the balance of payments.
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MMPUJINBU TO3HAKA U IEBU3HU KYPC Y KEHUJU:
EMIIMPUJCKO UCTPA’KUBAILE

1 Mepmu T. Mycaksa, ExoHoMcku akynret, Yausep3uret y Jyxuoj Adpumm, [Ipetopuja,
Jyxnoadpruka Perry6mmka
2 Huxomac M. Onxuam6o, Exonomckn dakyntet, Yauep3uret y JyxHoj Adppuiy, [Iperopuja,
Jyxnoadpruka Perry6nmka

CAKETAK

Cepxa: OBa crymwja je WCTpakWBaja YTHUIQ] JO3HAKA HA HOMHHAIHH KypC
y Kennju, xopuctehu rogumme momatke ox 1980. mo 2020. Crymmja je Oumia
MOTHBHCaHA MOTPEOOM J]a Ce OTKPHje KaKo J03HAKEe YTUYY Ha JEBU3HU KypC Y
Kennju, mmajyhu y Buny nosehame nmpuimBa Jo3Haka y 3eMjbamMa ca HUCKUM U
cpenmuM IpuxoauMa, ykibyuayjyhu Kernjy. OBo je BaxxHo jep Kenuja HacraBiba
Jla Tpaju CTaOMIIHO MaKpOSKOHOMCKO OKPYXKEHE KOje IMOIpiKaBa €KOHOMCKHU
pact u Jpyre mpeKkpeTHUIle HaBeeHe y L{beBrMa oipKUBOT pa3Boja.

Mertononoruja: Cryauja je KOpPHCTHIIA ayTOPETPECHUBHH TUCTPHOyHpaHU
MIPUCTYTI KOMHTETPAITH]H.

Pesynraru: Ctyauja je yrBpawia mo3UTUBHY Be3y U3Mel)y J03HaKa 1 HOMUHATHOT
JICBU3HOT Kypca M Ha KpaTak ¥ Ha Ayru pok. HaBeneHno ummuniupa na nopehame
TIpUIIMBA To3HaKa y KeHuju m1oBonu 10 aenpecujayje BaryTe.

3axpydak: Cryaumja crora 3akjbydyje Na NpWIWBH Ao3HaKa y KeHuju HECY
MoBe3aHu ca (PEeHOMEHOM XOJIaHICKe OOJIECTH.

[Ipenopyxka: Ilpenopyuyje ce na KeHnja HacTaBu /1a CIPOBOAM IOJIUTHKE KOj€
TIOIpKaBajy MPUIIMBE MO03HAKa Kako OW ce€ OCTBApUIIO TMOOOJBINIAKE TUIATHOT
6unanca y Kennju.

Kmbyune pujeun: Kenuja, Oosnake, Oe8usHu Kypc, aymopezpecusHo
ouUCmpuOYUpano Kaurere, anpecujayuja, denpecujayuja.
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1. INTRODUCTION

Welfare maximization is an ultimate objective for governments, therefore
economists are constantly attempting to find ways of optimizing welfare benefits
based on the rational allocation of total resources in and amongst members of
society as well as the redistribution of wealth through taxation and legislation
(Irshad, 2016, p.1). For this reason, this study focuses on assessing whether
government spending through the National Youth Development Agency (NYDA)
grant funding, in the Eastern Cape province of South Africa, has been favorable.

The NYDA grant funding came into effect in 2013 and is specifically designed
to provide young South African entrepreneurs with an opportunity to access
both financial and non-financial business support to establish or expand their
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businesses. The NYDA grant funding uses governmental resources that are
scarce and subject to opportunity costs, whose alternatives are often forgone,
in favor of supporting the NYDA mandate. Over a period of 7 years (2013-
2019) the NYDA has also disbursed grants to youth enterprises and cooperatives
across the country, to the value of about R204.5 million. Given the large amount
of public funds invested through the NYDA grant funding, it was important to
assess whether this investment had favorable social benefits.

More importantly is that since the inception of NYDA grant funding its
economic impact has not previously been measured or assessed. As such, there
has not been any scientific basis to justify NYDA grant funding before the
commencement of this current work. In this way, the study contributes to the
existing body of knowledge in the discipline of welfare economics by, for the
first time, scientifically measuring public funds flowing to the NYDA mandate.

2. THEORECTICAL FRAMEWORK

Welfare economics, as a field, offers the theocratical framework used in public
economics to better aid collective decision-making, design public policies, and
make social evaluations (Baujard, 2013, p.1). The term ‘welfare economics’ was
coined by Arthur Cecil Pigou in his publications Wealth and Welfare (1912) and
Economics of Welfare (1920), (Nath, 1973; Baujard, 2013; Caldari & Nishizawa,
2014; Forte, 2018). Modern welfare economics has, since, emerged through an
evolution process of aggregating the different theories of different economists
across different times, namely Pareto Optimality, Kaldor-Hicks Compensation
Criterion, Social Welfare Function of Bergson and Samuelson, Scitovisky
Criterion, and Amartya Sen’s Theory of Welfare (Irshad, 2016, p. 2-3). However,
Black and Siebrits (2019, p. 84), claim that when assessing the welfare effects
of public policy, economists normally distinguish between two criteria: Pareto
Optimality and Bergson criterion.

The Pareto Optimality criterion, named after Vilfredo Pareto, is a state of
economic affairs where no one can be made better off without simultaneously
making at least one other person worse off (Nas, 1996, p.11). This means that
under the Pareto criteria, then, a policy-induced change is justified only if it
improves the wellbeing of at least one person without harming any other (Black
& Siebrits, 2019, p. 84). Additionally, according to Akter (2016) and, Black and
Jansen (2019), this ideal and allocative efficiency requires the simultaneous
concurrence of the following three conditions: Pareto optimality in consumption';

1 Pareto optimality in consumption occurs when the marginal rates of substitution in consumption
are identical for all consumers and no consumer can be made better off without making others
worse off (Akter 2016, p. 31; Black & Jansen, 2019, p. 22).
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Pareto optimality in production?; and simultaneous equilibrium for consumers
and producers®.

On the other hand, the Bergson criterion was first introduced by Abram Bergson
in his article 4 Reformulation of Certain Aspects of Welfare Economics (1938),
(Nath, 1973, p. 57). Bergson, followed by Paul Samuelson in 1947, developed the
‘Social Welfare Function’ theory for measuring welfare (Irshad, 2016; Igersheim,
2019). Black and Siebrits (2019, p. 88-89) state that the Bergson criterion is
best explained by a social welfare function according to which a community’s
welfare is defined in terms of the utilities of all the individuals making up the
community. This makes the Bergson criterion much broader than earlier welfare
theories and allows for welfare improvement even if one or more individuals
are harmed in the process (Black & Siebrits, 2019, p. 84). This means that a
redistribution of income can be justified on welfare grounds even if it places one
or more individuals in a worse position (Black & Siebrits, 2019, p. 84).

The principles of welfare economics, thus, form the basis for research into
how government interventions improve social welfare (Akter, 2016, p.43).
Essentially, welfare economics creates the basis upon which stakeholders can
judge the achievements of policymakers in allocating resources (Akter, 2016, p.
1). As such, research questions into the (possible) effects of various policies on
the welfare of a society are either about the future impact (ex ante), e.g. if this
economic policy will increase social welfare or about the past impact (ex post),
e.g. if that economic policy increased social welfare (Nath, 1973, p. 57).

Empirical methods and techniques such as cost-benefit analysis (CBA), cost-
effectiveness analysis (CEA), multi-criteria decision analysis (MCDA), and
general equilibrium approaches aid in assessing the economic or overall societal
effects of project or policy interventions (Robinson, 1993; Mullins et al., 2014).

3. MATERIALS AND METHODS

Cost-benefit Analysis: Given that the NYDA grant funding is financed from
public funds, the primary hypothesis of this study was tested using the CBA
methods as a means of evaluating the merits of the program. The CBA was

2 Pareto optimality in production occurs when the marginal rate of transformation in production
is identical for all products and it is impossible to increase the production of any good without
reducing the production of other goods, (Akter, 2016, p. 31; Black & Jansen, 2019, p. 23).

3 Simultaneous equilibrium for consumers and producers occurs when the marginal rates of
substitution in consumption are equal to the marginal rates of transformation in production, such
as when production processes must match consumer wants, (Akter, 2016, p. 31; Black & Jansen,
2019, pp. 25-26).
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used to quantify the net benefits of NYDA grant funding in the Eastern Cape by
comparing the benefits thereof with the corresponding costs. The annual NYDA
grant funding disbursed (i.e., costs) and the recipients’ annual business turnover
(i.e., benefits) were deemed applicable for the purposes of conducting the CBA.
The following methodological steps were followed when conducting CBA.

The first step in the CBA was to identify and assign monetary values to the
costs and benefits. The related costs were identified as the actual grant amounts
disbursed through NYDA in the Eastern Cape. These costs were sourced and
provided by the finance department of the NYDA from audited financial
statements only for the period 2016-2019. In order to identify the benefits, the
surveyed respondents were asked to indicate their businesses’ annual turnovers
over the period under review.* The associated benefits were then calculated from
one year after the receipt of the participants’ respective NYDA grant funding.

The second step was to discount the costs and benefits in order to evaluate them
in a time dimension (i.e., base year/date). In line with suggestions by Mullins et
al. (2014, p.69), 8% was selected as the discount rate in this study’s CBA. The
discounting formulas for each factor are presented below:

Ct

(1+7) )

PVC=Y

Where:

PVC = present value costs,
C | = costs,

r = discount rate, and

t = period.

Bt

szzaﬂy

2

Where:
PVB = present value benefits,
B = benefits,
r = discount rate, and
t = period.

4 Considerations for establishing impact of the NYDA business support services were made using
a 3-point Likert-type scale (1= no impact, 2 = minor impact, 3= major impact). The mean scores
associated with the impact of NYDA grant funding were biased towards a score of 3 (i.e., major
impact).
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In the assessment criteria step of the CBA, the Net Present Value and Benefit-
Cost Ratio were used as decision-making criteria.® The formulas are as follows:

Bt _Ct

3
(1+7) ©)

NVP=Y

Where:

NPV = present value benefits,
B = benefits,

C = costs,

r = discount rate, and

t = period.

y b

(1+r)

Cl
z (1+r)

BCR = “4)

where:

BCR = benefit-cost ratio,
B, = benefits,

C, = costs,

r = discount rate, and

t = period.

The last step in the CBA was to determine how a change in any one or more of
the variables would affect the value of the NPV and BCR, respectively. To that
end, two percentage points are added and subtracted to the aforementioned 8%
discount rate in order to calculate the upper and lower bound estimates.

Regression Analysis: The study also determined the significance of other factors
(i.e., gender, education and growth rates) in influencing the business performance
of the NYDA grant recipients. The secondary hypotheses were tested by using a
least absolute deviation (LAD) regression analysis in cross-sectional data relating
to respondents’ annual turnover over the period 2014-2019. LAD is suggested as
an alternative method to the ordinary least squares (OLS) approach to estimating
regression coefficients, as it is insensitive to outliers and, therefore, tends to be
more robust (Dodge, 1997; Giloni, Simonoff & Sengupta, 2006; Yong, 2014).

5 A decision rule or criterion for the acceptance of a project is that the NPV must be greater than
zero (i.e., positive); the BCR must be more than one (‘1°), (Mullins et al., 2014, p. 42).
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The secondary hypotheses are expressed in the following equation:

n-, = ﬁo +ﬁ1¢,‘ +ﬂ2E[ +ﬂ3Qi +ei
Where:

7 = average annual turnovers (2014-2019),

B, = intercept term,

¢ = gender (dummy variable: 1 if male; 0 if female),

E = education (dummy variable: 1 if post school; 0 otherwise),

Q = average Eastern Cape GDP growth rates per industry (2014-2019),
e = error term,

i = i" observation, and

t = period.

A priori expected signs of the coefficients f; B,; B, were as follows:

Gender (¢): a positive coefficient was expected in that businesses owned by
males accrue higher turnovers than their female counterparts.

Education (E): a positive coefficient was expected in that post-school
education leads to improved turnovers.

Industry GDP Growth Rate (£2): a positive coefficient was expected in that the
growth rates of the provincial economy have a positive impact on turnover.

In order to test that the parameters were not statistically significant, a two-tailed
t-test was performed.

Data Collection: In order to achieve Denzin’s (1978) triangulation, the study
employed multiple data collection methods, including using a questionnaire,
focus group and secondary data. First, the NYDA was approached for a list of
the NYDA grant funding recipients in the Eastern Cape province of South Africa
over the period 2013-2018, and a list of approximately 681 beneficiaries was
provided. A scientifically sound sample size was derived by use of a Raosoft
calculator at a 5% margin of error, which was calculated to be 246 respondents.
The study primarily adapted probability sampling, as well as snowballing
techniques - where it was difficult to locate the study population. Ultimately,
the total number of respondents who took part in this study amounted to 253.
The questionnaire was used to collect data on the demographics of the NYDA
grant funding beneficiaries, business characteristics, their subjective perceptions
on the impact of the NYDA support interventions, as well as their business
challenges. In order to test the internal consistency and, thereby, the reliability
of the research instrument used, the Cronbach’s alpha coefficient was calculated
using IBM SPSS Statistics 27.0.1.0. The results obtained showed high reliability

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


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

(ACE) Acta Economica, Vol. XXI, No. 39, 2023 149 - 160

at 0.829. To gather more detailed opinions and knowledge about the research
topic a focus group session was held with selected participants based on their
willingness to share information beyond the scope of the questionnaire during
the face-to-face survey phase of the research. The participants are based in
various locations within the Eastern Cape Province and were all business owners
operating different types of businesses in different sectors. Lastly, secondary
data used in the regression analysis (i.e., the GDP growth rates of the industry
sectors in the Eastern Cape for the years 2014-2019) was sourced from Statistics
South Africa website.

4. RESULTS
Table 1. Results of Cost-Benefit Analysis at 8% discount rate (2016-2019)
Years Discount Factor  Total Costs Present Value Total Benefits Present Value
Costs Benefits
0 1 40157184 40157184 0 0
1 0.925925926 604479129 5597028972 12692480.50 11 752296.76
2 0.85733882 10 307 681.67 8837 175.643 3153494850 27036 135.55
3 0.793832241 4264 841.08 3385568.352 50414912.50 40 020 982.97

R24 633 032.44 R21 835491.37 R94 642 341.50 R78 809 415.28

Source: Authors’ calculation

First, the results presented in Table 1 indicate that when total costs are subtracted
from the total benefits, the grant funding offered by the NYDA over the period
2016-2019 led to a social welfare gain of R70 009 309.06. From the presented
results, the NPV results were greater than zero (i.e., NPV>0). The results also
indicate that the BCR was more than one (BCR>1).

Table 2. Results of Cost-Benefit Analysis at 6% discount rate (2016 - 2019)

Years Dléilf:(t):)l?t Total Costs Pres(ejr(l)tst\;alue Total Benefits Pre}:gsgﬁtet\_l/taslue
0 1 4015718.40 4015718.40 0 0
1 0.943396226 6044 791.29 5702633.29 12692480.50 11974 038.21
2 0.88999644 10 307 681.67 9173799.99 31534948.50 28 065991.90
3 0.839619283 4264 841.08 3580842.81 50414912.50 42329 332.69
R24 633 032.44 R22472994.49 R94 642 341.50 R82 369 362.80

Source: Authors’ calculation

Based on these calculations presented in Table 2, the NPV results were found to
be greater than zero (i.e., NPV>0). The BCR results were also found to be more
than one (BCR>1).

http://www.ae.ef.unibl.org/ 155


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

Asanda Fotoyi et al.

Optimizing the Economic Benefits of Public Spending...

Table 3. Results of Cost-Benefit Analysis at 10% discount rate (2016-2019)

Years D]ii%(t)g;lt Total Costs Presg(l)tst\sfalue Total Benefits Pre};zggf\_ﬁaslue
0 1 4015718.40 4015718.40 0 0
1 0.909090909 6 044 791.29 5495 264.81 12 692 480.50 11 538 618.64
2 0.826446281 10 307 681.67 8518 745.18 31534948.50 26061 940.91
3 0.751314801 4264 841.08 3204 238.23 50414 912.50 37 877 469.95
R24 633 032.44 R21233966.62 R94 642 341.50 R75 478 029.49

Source: Authors’ calculation

From the presented calculations in Table 3, the NPV results were greater than
zero (i.e., NPV>0). The BCR results were similarly found to be more than one

(BCR>1).
Table 4. Results of Least Absolute Deviation Regression Analysis
Variable Coefficient Std. Error t-ratio p-value Significance
Constant 3.89638 0.119073 32.72 <0.0001 ok
Gender 0.398662 0.135689 2.938 0.0036 ok
Education 0.645200 0.127056 5.078 <0.0001 ok
Industry GDP— 102445 0.0596059 1719 0.0869 +
growth rates
Source: Authors’ calculation
* significant at the 10 percent level
** significant at the 5 percent level
**%* significant at the 1 percent level
0.6 T T T —— T T T T
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Figure 1. Normality of residual

Source: Authors’ calculation
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The regression results presented in Table 4 indicate that gender, education, and
industry GDP growth rates are all significantly related to the performance of
the respondents’ annual business turnovers. The test for normality presented in
Figure 1 further confirmed that the variables are independent of each other (i.e.,
are not associated).

5. DISCUSSIONS OF THE RESULTS

The CBA revealed that the estimated benefits exceed the estimated costs (i.e.
NPV is positive), given the applied discount rates (8%, 6% and 10%). The
CBA findings further imply that the public expenditure for Eastern Cape youth
businesses through the NYDA grant funding was economically viable during the
period under review (i.e., BCR more than one). Since the CBA was conducted ex
post, this makes the research findings useful for learning about the actual rather
than a projected value of the program.

The CBA findings were supported by the focus group discussion. In general, the
focus group participants indicated that the NYDA'’s grant funding was beneficial,
as it helped the participants to: kick-start their businesses, obtain assets that are
still in their possession and regularly used in their business operations, have a
professional businesses appearance and ultimately secure business opportunities.
It was also noted from participants that without the NYDA grant funding their
businesses’ performance would have been poor as it would have taken longer for
their businesses to establish and grow. The participants further stated that they
gained value from the NYDA'’s grant funding as it came with other non-financial
business support services, including pre and post-care from NDYA staff. At the
same time, the focus group participants suggested improvements in the areas of
access to finance for businesses in the growth or expansion stage, application
turnaround times, access to markets, links to the entrepreneurship ecosystem,
lowering administrative burden, mentorship, monitoring and evaluation and
organizational culture.

The LAD regression results further showed that the annual turnovers of the
participating youth businesses were impacted by factors such as gender,
education, and industry GDP growth rates. These findings revealed that business
turnovers of the NYDA grant funding recipients are biased towards male-owned
businesses, as well as business owners with post-school qualifications. Also, the
economic performance of the Eastern Cape industry sectors had an impact on the
success of the participants’ business turnovers.
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6. CONCLUSIONS AND RECOMMENDATIONS

The study concludes that NYDA grant funding in the Eastern Cape generally
yields positive social returns in the form of relative increases in recipients’
business turnover, and thus contributed to increased welfare in the province.
However, the recipients’ gender, education and industry GDP growth rates also
had a significant impact on the business annual turnover. Notwithstanding the
presented conclusions, in order to optimize the economic benefits of the public
spending through the grant funding program, it is recommended that NYDA
implements the following:
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Increase the grant funding budget significantly to make the program
permanently sustainable.

Provide business support services to more female entrepreneurs, to grow
the number of female-led youth-owned businesses.

Develop a grant funding-linked service aimed specifically at providing
disabled youth entrepreneurs with business support services.

Promote entrepreneurship as a viable and even preferred career choice
for youth — especially youth with a tertiary education, supported by
entrepreneurship education that cuts across all education fields.

Consider more rural youth entrepreneurs as possible grant funding
recipients, to grow the number of rural youth-owned businesses.

Provide more support in the sectors where young people appear to be
struggling to establish their presence, i.e., agriculture, utilities, construction,
and logistics to grow the number of youth businesses in these industries.
Review the current grant funding exclusions in relation to extant businesses’
annual turnover limits; as well as the methodology used to calculate grant
amount ranges to be awarded to youth enterprises, particularly in respect
to those businesses operating in the growth or expansion stage.
Strengthen the training and re-training of young entrepreneurs in the areas
of innovative marketing and sales pitching, as well as public procurement
and tendering. This should be supported by NYDA prioritizing youth
entrepreneurs as part of their own internal procurement processes including
qualifying NYDA grant funding recipients.

Digitize the grant funding application process and develop an online grant
funding tracking system, where applicants can easily track the progress and
status of their application without having to visit or call NYDA offices.
Make use of online platforms as a means of ensuring easy access and
wider reach of its existing Entrepreneurship Development Program.
Review the current business mentorship programs in order to improve
their effectiveness.
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- Lobby private and public institutions to provide business infrastructure
support for youth businesses, including business premise rental subsidies
or discounted rates, mobile vans/containers, and/or designated market
stalls.

- Make a case for the extension of Covid-19 relief support schemes for
youth businesses for a minimum of 3 years.

- Review the present grant funding practices against international best
practices, so as to improve the culture of its organization in serving youth
businesses.
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OIITUMM3AIIMJA EKOHOMCKUX KOPUCTHU JABHE
INOTPOILIIBLE U3 T'PAHT ®UHAHCUPAIBA HAIIUOHAJIHE
AT'EHIIMJE 3A PA3BOJ MJIAJIUX

1 Acarna ®otoju, GakynreT NOCIOBHUX U EKOHOMCKUX Hayka, YHUBep3uTeT Hencon Manzena,
Jyxnoadpuuka PemryOnuka
2 Ponu HeBanu, @akynTer MOCIIOBHUX U €EKOHOMCKUX Hayka, YHHBep3uTeT Herncon Mannena,
Jyxnoadpuuka PemryOnuka

CAKETAK

OBa cTyndja je ucruTana eKOHOMCKE KOPUCTH TpaHTa HaruonanHe areHIwmje
3a pasBoj miuaaux y Mcrounom Kejmy, kopuctehm ananmszy TpoIrikoBa u
KOPHCTH M PErpecHoHy aHali3y HajMamer arncoJyTHOT OJCTYINama Ha Y30pKYy
on 253 ucnuranuka. Cryauja je Mmokaszalia Ja jaBHA yiarama y OMIJIaJIHHCKO
NPEAy3eTHUIITBO KPO3 TPaHTOBE ATEHIMja JOHOCE MO3UTHBHE JPYIITBEHE
noBpare. CTyndja je najbe OTKpWJIA Jia pa3Boj OMJIAJIUHCKOT MPEIy3eTHHUINTRA
Tpeba nma mpeBasuhe camo (pUHAHCUpame T'paHTOBa ATCHIMjEC U JIa YKJbYYH
IMOBOJbHE TMOJMUTHUKE 3a MNPECTaHaK POAHUX HCPABHOIIPABHOCTH, HOI[CTI/IIIajHC
0o0pa30BHE cHCTEME, Kao 1 00e30jehuBarme pa3IuIUTOCTH MPUBPEIHUX CEKTOPA.

KibyuHe pujeuu: exonomuja onacocmarba, coyujanHa 3aumuma, eKOHOMCKU
VIMUYaj, aHaiu3a MmpowiKosa U  KOPUCMU, MAAOU, Npedy3emHULMEBO,
Gunancupare epanmosa, Hayuonanna azenyuja 3a pazeoj Mmaaoux.
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ABSTRACT

The paper’s aim is to use the successful example of
the newly industrialized Asian countries, as well as the
countries of the East Asian region in general, to prove the
need to implement industrial policy in many countries,
both those lagging behind in industrial development
and those that have reached the technological frontier.
The paper describes the evolution of industrial policy
in these countries and what distinguishes them from
other developing countries that were unsuccessful in
its implementation: the developmental state, which
recognized timely the turning point from the strategy of
import substitution to the strategy of export promotion,
implemented both strategies simultaneously, picked
winners, provided support to infant industries through
selective interventions, but also disciplined the recipients
of its support, tracked its own comparative advantages
and anticipated their changes, with a strong synergy
between the state and private sectors, and looking at Japan
as a model of industrial development, i.e. the lead goose.
Industrial policy is one of the most controversial issues
in economics. There has been a long debate between two
schools of thought - orthodoxy and heterodoxy - as to
whether there is a need for industrial policy in general, as
well as the role of the state in the process of its creation
and implementation, as opposed to the free market model
of development in which there is no place for industrial
policy, and if it appears it can be only of a general nature,
and by no means in the form of selective interventions.
Over the last 10 to 15 years, there has been a revision
both at the academic level and in the real world that has
made industrial policy more acceptable, and thus the
debate about it has become less ideologically colored
and more pragmatic and nuanced. At the theoretical
level, the market fundamentalist view of little theoretical
justification for industrial policy has lost its dominance.
Despite maintaining neoliberal orthodoxy as the advice
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of international financial institutions in the process
of creating economic policy in developing countries,
industrial policy remained important for the promotion of
industrial development, especially the infant industries. It
is accepted that there are many types of market failures
that must be addressed through industrial policy. It is
increasingly recognized that industrial policy is not
just a highly idiosyncratic practice associated only with
the miracle economies of East Asia, but what most of
today’s developed countries used when they were in the
position of the catching-up countries. As a conclusion,
the paper discusses the possibility of transferring the
East Asian model to other countries, and sheds light on
the determinants of industrial policy success and failure.
The key conclusion is that there is room for successful
industrial policy even in countries that have reached the
technological frontier and want to push it further, as well
as in countries lagging behind in industrial development,
although the global context in which industrial policy is
situated has changed over time. A special commentary is
referred to the economic and industrial development of
the former countries of Yugoslavia.

© 2023 ACE. All rights reserved

1. INTRODUCTION

Although focused on the growth and development of the industry, industrialization
represents an extremely broad issue related to almost all aspects of economic
development.

Although industrial policy as a factor of economic growth is crucial, it has long
been neglected and underestimated by many authors. However, a heterodox
perspective has challenged the prevailing orthodox paradigm of industrial policy
by emphasizing the need for government intervention to promote industrial
development.

Stimulating the development and growth of the industrial sector became
a priority in most developing countries (LDCs) after the Second World War.
Despite efforts, the industrial sector has experienced uneven growth in major
world regions. Generally, Asian newly industrialized countries (NICs) have
recorded positive and high growth rates (Amsden, 1985), while most other LDCs
achieved negative or negligible industrial sector growth.
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The basic idea of industrial policy in Asian NICs (except Hong Kong) was
that the state should create temporary protective barriers in order to provide
incentives for enterprises to establish infant, that is, new industries, and engage in
research and development activities. All Asian NICs (except Hong Kong) share
a common industrial policy in terms of picking winners (Lall, 1994), meaning
the early identification of activities that could provide a strong boost to growth.
These industries were given priority in obtaining directed (and often subsidized)
loans and foreign exchange, state investment funds, and other support measures.

Since the industrial policy measures used in Asian NICs were similar to those
used in other LDCs where such policies were less successful, the question arose
as to why Asian NICs were particularly successful in using these measures.
Overall, Asian NICs simply adopted productive industrial strategies because
they followed their own comparative advantages; the state anticipated changes
in comparative advantages in the East Asian NICs (Islam, 1992); industrial
policy was characterized by flexibility: import substitution and export
promotion strategies were not static choices but the sequence of events with
certain overlapping; the state recognized the turning point and gradually reduced
protection (Yang, 1994); the emphasis on exports provided a relatively objective
criterion for disciplining aid recipients; the state had more autonomy - it was
a developmental state. The autonomy of the state was firmly supported by a
dense network of institutions that facilitated productive links between the public
and private sectors. Additionally, Asian NICs were generally more successful
than other LDCs in attracting and utilizing foreign capital (Adams & Davis,
1994), although Evans emphasizes that industrialization in this region, with the
exception of the Philippines, largely occurred without foreign investment until
the industrial sector was firmly established.

The second question pertains to the possibility of replicating the East Asian
model to other LDCs.

Despite the fact that the growth of industrial exports is the most prominent
feature of the economic miracle of Asian NICs, agriculture made a significant
contribution in the early stages of industrialization in many countries, except
those endowed with mineral wealth, those having service-based economies,
and those receiving substantial economic aid. These countries realized in a
timely manner that the appropriate development of agriculture forms the basis
for neutralizing other developmental gaps. Empirical data for the period 1965-
1995 show that countries that neglected agriculture grew more slowly than
countries that focused on agricultural development. During the period 1970-
1993, agricultural production in the East Asian NICs grew on average at a rate
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of about 3.6% per year, compared to Latin American (LA) countries (2.7%) and
Sub-Saharan African (SSA) countries (1.7%).

On the whole, agricultural development in Asian NICs, in contrast to other
LDCs, effectively provided the foundation for industrial growth, as agriculture
became a source of savings and foreign exchange for investment in other sectors,
as well as for securing income for farmers, which increased domestic demand
(Naya & McCleery, 1993). According to Roemer, the integration of agricultural
development and industrialization in Taiwan may be the most successful in the
world.

Today, there is a consensus that there was no singular Asian model of
industrialization but rather different models for individual countries with a
considerable number of similar measures. There is no single Asian strategy for
industrial development but rather a continuum of different approaches (Lindauer
& Roemer, 1994). Each country set different industrial goals, utilized different
interventions, and thus had different patterns of industrial and export growth,
reliance on FDI, development of technological capabilities, and so on.

1.1. Research Methodology

In this paper the following research methodology is used: methods of comparison,
analysis, synthesis, induction and deduction and the method of statistical
analysis, tabular and other method of text illustration, historical method, method
of generalization and specialization, etc.

2. COMPONENTS OF THE INDUSTRIAL STRATEGY
OF ASIAN NICS

Among Asian NICs industrialization was carried out by pursuing comparative
advantages determined by existing and potential factor endowments. However,
the economic policy measures that supported industrialization were far from
neoclassical ideals in all countries except Hong Kong and, to some extent,
Singapore. It can be argued that the Republic of Korea, Taiwan, and the Southeast
Asian NICs even employed protectionist regimes. These five countries insulated
exporters from disincentives resulting from protectionist regimes, creating a
simulated free trade environment that offered easy access to inputs at essentially
world prices (Lindauer & Roemer, 1994).

Authors of the neoclassical orientation advocate the view that Hong Kong and
Singapore are generally open to world trade. However, in Singapore, the state has
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managed the economy with a firmer hand to accelerate changes in comparative
advantages by intervening in setting wages and influencing private investment
decisions (Roemer, 1994).

Republic of Korea and Taiwan generally represent more complex cases. Both
countries avoided overvaluation of the exchange rate and operated with flexible
labor markets where wages remained low, reflecting a surplus of labor, while
their rapidly growing export-led demand did not increase wages.

The experiences of both countries depart from the neoclassical prescriptions in the
realm of financial market management. Chaebol' had access to subsidized bank
loans, while smaller firms had to borrow at much higher interest rates in informal
credit markets. On the other hand, Taiwan granted bank loans at relatively high
interest rates but was similar to Korea in other aspects of its financial system.

Neoclassical economists, due to these discrepancies from the orthodox strategy of
outward orientation and export-led development, explain the growth of Republic
of Korea and Taiwan in terms of comparative advantages and export-oriented
state interventionism. This neoclassical interpretation of the interventionist but
market-conforming approach of Republic of Korea and Taiwan was not accepted
by a group of authors, including Westphal (1990), Amsden (1985) and Wade
(2003a, 2003b, 2014, 2015). Noting the same phenomena, these authors suggest
much deeper conclusions.

Westphal (1990) argues that export subsidies for established industries achieved
only slightly more than what a neutral incentive system would have accomplished.
However, for a small number of infant industries targeted as future exporters, a
whole range of incentives was provided, and for the most part, these industries
experienced rapid productivity growth and success in export markets. Amsden
(1985) contends that the development of Japan, Republic of Korea, and Taiwan
exemplifies the thesis of late industrialization. Wade (2003a, 2003b, 2014, 2015),
analyzing Taiwan, speaks of a state market. In the Southeast Asian NICs, state
intervention yielded mixed results. In Indonesia, Thailand, and the Philippines,
the ruling regimes are significantly reliant on a reciprocal system known as
clientelism. In clientelistic states, intervention primarily benefits rent-seeking
rather than rapid export growth. High protective barriers are maintained long
after the sector has matured, suffocating the export growth of sectors that process
products from other sectors into final goods. However, three Southeast Asian

1 When the state adopted an export promotion strategy in the early 1960s, special roles were
assigned to conglomerates known as chaebol. Some of these conglomerates became so-called
general trading companies which directed the exports of small and medium-sized producers. They
can take the form of a single large company or several groups of companies.
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NICs (excluding the Philippines) were exceptionally successful in implementing
export-oriented growth.

Itcanbesaid that Asian NICs developed a continuum of successful industrialization
strategies. Hong Kong, and to some extent Singapore, applied a market-based
model of an open economy in line with neoclassical economics. In Republic of
Korea, and to a lesser extent in Taiwan and Singapore, state interventions and
market forces were at play. The three Southeast Asian NICs generated export-led
growth by implementing two interventionist measures - sound macroeconomic
policies and isolating exports from the adverse effects of protectionism and rent-
seeking, along with the adoption of gradual reform programs.

3. THE ROLE OF THE STATE IN THE INDUSTRIAL
DEVELOPMENT OF ASIAN NICS

Since industry was meant to be the leading sector in Asian NICs, it had to receive
greater priority in terms of resources, labor, and so on. In state-led economies,
it was believed that even assuming that entrepreneurs correctly assessed a
country’s existing comparative advantages, they were by no means able to do so
regarding future comparative advantages (Woronoff, 1992). This was already a
sufficient reason for the state to make the majority of decisions. This approach
is considered typical and characteristic of East Asian NICs. As Woronoff argues,
industrial policy was very detailed, specifying the development not only of
sectors but often products and even determining companies and their roles in
the sector.

Since the goal was to promote the development of specific key sectors, industrial
policy in Asian NICs set priorities, which formed the basis for developing an
element of the strategy called fargeting. The state made choices of strategically
most important sectors to be particularly promoted, and then the focus would
shift to other sectors. At the core of targeting there was an idea of dynamic
comparative advantages, which means that sectors that currently do not have,
but should acquire comparative advantages, were promoted. Targeted sectors/
activities were rarely those taken up by the private sector.

Amidstindustrial policies and targeting, planning was the third integral component
of the developmental strategy of Asian NICs. The effectiveness of economic
planning bodies significantly varied over time, but the general impression is that
planning was most influential in Republic of Korea. Planning certainly played a
useful role in mobilizing resources and directing them. It helped to some extent
in avoiding overlaps and duplications, preventing gaps and bottlenecks, and
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expanding the economic base. Even when plans were not strictly implemented,
they served as a guide for action.

It is difficult to say [...] which path (command or liberal economy) is superior,
as both have their advantages and disadvantages. It is evident that planning,
industrial policies, and targeting sometimes go too far and that it is occasionally
necessary to rely more on market signals. Where everything is left to free
enterprise, there is sometimes a feeling that more government leadership is
needed [...]. In this way, perhaps the best middle ground between opposing
approaches can be found.

3.1. State and Interventionist Industrial Policy

Before the economic take-off of Asian NICs, most authors dealing with
economic development considered that markets in LDCs are either non-
existent or inefficient. Since it was believed that infant industries in LDCs were
not internationally competitive, there was an accepted need for the state to
protect these new industries. This paradigm accurately identified many market
shortcomings that hindered economic development, as well as the need for a
decisive role of the state in guiding and coordinating industrial activities.

Authors of orthodox orientation believe that there are no circumstances in which
the state can act impartially and effectively, in the national interest. In other
words, there is no need to doubt the success of the market. This line of thinking
in the literature on economic development has been influential and convincing at
the same time, prevailing in some countries even today.

The empirical challenge grew in the second half of the 1980s because evidence
had accumulated showing that most East Asian NICs did not conform to the
neoclassical characterization. Asian NICs aggressively selected or created
winners at the sectoral (and even corporate) level by intervening in trade,
allocating credit, importing and diffusing technology, building domestic
technological capacity, investing in education, promoting exports, etc. These
countries achieved unprecedented rates of economic growth and diversification of
industrial sectors and exports, albeit with significant variations among countries
reflecting different levels and types of interventions. This raised the dilemma of
whether interventions were desirable due to market imperfections (in which case
it challenged neoclassical development theory) or whether interventions were
irrelevant (in which case an explanation was needed as to why they were not as
ineffective as elsewhere in the world) (Lall, 1996).
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3.1.1. Controversies

Roughly speaking, East Asian NICs experienced an average growth rate of
5-6% of GDP p/c during the second half of the 20th century. The measure of
development in these countries can be better assessed when considering that
GDP p/c growth in today’s developed countries (MEDCs) during the Industrial
Revolution averaged around 1-1.5% or during the Golden Age of Capitalism
(1950-1973) when it averaged 3%. In the debate that accompanied this spectacular
economic transformation, the most contagious discussion was about the role of
industrial policy.

At the beginning, there was hesitation among orthodox economists even to
acknowledge the existence of industrial policy in the East Asian NICs. In 1993,
the World Bank entered the debate with an analysis intended to examine the role
of state intervention in economic, and particularly, industrial development but
based on the neoliberal perspective that it represents.

In the East Asian Miracle Study (EAM), the analysis of the Bank focused on
three types of government interventions: 1) directed loans, 2) export promotion,
and 3) structural policies, concluding that in the East Asian NICs, the first and
second groups of measures were successful, while the third was not. However,
all three types of interventions should be evaluated together because otherwise,
the Bank de facto evaluates one component of industrial policy without taking
into account their interrelationships.

The study made a distinction between market-friendly and market-unfriendly
interventions. The first set of interventions was functional - they did not attempt
to direct resources towards specific activities but rather aimed to remove inherent
market deficiencies. Market-unfriendly interventions were selective, diverting
resources to winners chosen by the state. The World Bank attributed the success
of East Asian countries to market-friendly interventions, while labeling selective
interventions as unnecessary.

The World Bank’s analysis of market-friendly versus selective interventions
represents the final word on industrial policy from the leading global proponent
of neoliberal economic development policies.

Singh argues that the World Bank is unaware of the ironic implications of its
analysis because if, despite state intervention, the industrial structure in Republic
of Korea (as well as in Japan) is still consistent with their dynamic comparative
advantages, the conclusion must be that, on average, the state correctly chose
the winners. Therefore, according to the World Bank’s criteria, Korea’s (and
Japan’s) industrial policy should be considered successful.
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The Bank’s claims about industrial policy are biased and partial, and the
theoretical framework is inadequate. EAM evaluates itself as a religious essay,
but it is also an essay based on faith because it essentially reaffirms the official
belief system of the World Bank (Yanagihara, 1994).

3.1.2. Revision

Since the late 1980s, there has been a significant shift in thinking about the
need for industrial policy and its contribution to the development of numerous
countries. Many authors, with Japanese and generally Asian authors as pioneers,
emphasize that industrial policy has played a significant role in the economies of
the East Asian region.

Revisionists believe that we should not evaluate the success or failure of industrial
policy based on individual cases. Firstly, everyone is susceptible to mistakes, so
the fact that a state made a poor decision in the realm of industrial policy is not an
argument against industrial policy; secondly, the assessment of industrial policy
largely depends on the used performance measures (Chang, 2006); thirdly, it all
depends on the time frame; and fourthly, the impact of industrial policy cannot
be measured solely in relation to what happened in a specific sector, as orthodox
economists typically do, due to spill-over effects, which are highly significant in
evaluating industrial policy.

Heterodox authors have conducted a strong revision of neoclassical views in the
field of criticizing state intervention and advocating for free trade. Structuralists
argue for the thesis of positive effects of various forms of state assistance to
targeted sectors in countries of the East Asian region, which were provided
during the creation of comparative advantages.

However, Chowdhury and Islam (1993) argue that structuralists tend to treat the
process of creating industrial policy in a too mechanical way, with the private
sector passively responding to bureaucratic initiatives and state leadership.
Neoclassical economists believe that since protectionism cushions corruption,
the state de facto tends to protect industries with low and declining comparative
advantages, rather than industries expected to become internationally competitive
(Smith, 1995).

Finally, many authors suggest that the neoclassical paradigm has entered its
degenerative stage, much like what happened with classical economics in the
years before Keynes.

Today, economic theory fully acknowledges that interventions can help correct
market failures. However, neoclassical economists argue that the risk of state
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failure in some cases is so significant that it is better not to rely on selectivity but
rather for the state to limit itself to market-friendly interventions.

The state is prone to mistakes, but the market is also susceptible to them.
Furthermore, the capacities of the state are not static nor given forever, and there
are also different levels of selectivity in intervention. The general conclusion is
that as long as the development process faces widespread market imperfections,
there are valid reasons to apply selective and functional intervention.

The experience of major East Asian NICs precisely indicates that these market
constraints can be reduced, and the process of industrialization can be significantly
stimulated and invigorated by appropriate interventions (Lall, 1996).

4. PATTERNS AND STRATEGIES OF INDUSTRIALIZATION

4.1. Autarkic versus competitive industrial policy

Autarkic industrial policy protects infant industries longer than competitive
ones, so the maturation of heavy and chemical industries takes several decades.
Neoclassicists believe that a sector must mature within a period of 5 to 8 years.
The key drawbacks of autarkic industrial policy are: 1) as the size of the protected
industrial sector grows relative to competitive tradable goods, its failure to
generate foreign exchange negatively affects macroeconomic performance; 2) it
excessively burdens the primary sector as it experiences a relative decline with
the growth of GDP p/c; 3) it works against unprotected industries that already
possess comparative advantages, such as agriculture and light industry.

The positive contribution of competitive industrial policy to economic growth
can be observed in the crucial second and third stages of the development
model of the East Asian NICs, when there was an expansion of labor-intensive
industries (production primarily oriented towards exports). In the case of Taiwan
and Republic of Korea, the turning point came 12 years after the adoption of
competitive industrial policy. The turning point (Auty, 1994) the next stage
of economic development begins with involves the gradual abandonment
of lagging, low-productivity industries and the conquering of industries with
growing competitive advantages.

Competitive industrial policy provides assistance in acquiring technology,
subsidized loans, tax reliefs, and trade incentives for infant industries, provided
that they quickly achieve economic and technological maturity (Auty, 1994).
Economic maturity implies international competitiveness of companies without
subsidies, while fechnological maturity implies that up-to-now infant companies
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must make necessary technical adjustments that enhance the productivity of
newly installed production capacities.

4.1.1. Industrialization strategy for latecomers: inward versus outward-
oriented industrialization strategy

According to Kubo, Robinson and Dollar (1992), the strategy of export-oriented
industrialization is superior because it surpasses the limitations of the domestic
market. The potentials of export markets are greater and can grow faster than
domestic markets. As highlighted by Hatcher and Salvatore, an export-oriented
strategy involves more efficient resource utilization and has higher investment
rates and increasing capital intensity. Dollar (1992) adds that because exports
provide access to foreign capital without increasing external debt, outward-
oriented economies have been more successful in avoiding debt crises.

However, most authors acknowledge that mere export growth is not sufficient and
that the growth of industrial exports has been the crucial contributor to economic
growth. As Bradford (2005) emphasizes, an export promotion strategy serves
to achieve industrial development by moving a country’s production structure
up the technological ladder, shifting from labor-intensive to capital-intensive
industries, and towards skill-intensive and technology-intensive industries. This
structural change places a strong emphasis on improving existing and acquiring
new technologies.

While several LDCs, primarily Asian NICs, have successfully completed the
transition from inward-oriented to outward-oriented development, the question
remains as to why the majority of LDCs have failed to achieve this transition.
After the initial stage of import substitution, they turned to further import
substitution, which included raw materials and capital goods.

According to Gereffi (1995), that is the main reason why other LDCs lagged
behind in redirecting themselves from the primary phase of the industrialization
strategy through import substitution to the secondary one and from the primary
phase of the industrialization strategy through export orientation to the secondary
one. For example, Latin America should have shifted towards an export-oriented
industrialization strategy by the 1950s, prior to the East Asian NICs.

The Great Depression of the 1930s and the Second World War initiated the
adoption of inward-oriented strategies in LA countries, which reached their
zenith in the 1970s [...]. Trade relations tended to worsen for LA [...]. Overall,
this meant that development efforts were focused on satisfying the needs of

http://www.ae.ef.unibl.org/ 173


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

Dejana M. Gajinov Industrial Policy in Asian Newly Industrialized Countries...

the domestic market, often substituting imports that could not be sourced from
outside the region due to the constraints imposed by the war (Gajinov, 1997).

The inward-oriented and outward-oriented strategies are not two opposing
strategies but rather two complementary approaches to achieving the same goal.
The objective of both is for latecomers to catch up with the MEDCs because
LDCs show technological lag, which is further complicated by the fact that
technical innovations in MEDCs are rapidly pushing the technological frontier
forward (Grabowski, 1994).

4.2. Experience of Asian NICs in choosing the industrialization strategy

Since many authors had already noticed in the 1950s that an industrial strategy,
based solely on import substitution, was not sufficient to achieve stable economic
growth, many LDCs, including the East Asian NICs, redirected themselves
toward outward-oriented industrialization in the 1960s. However, Adams and
Davis believe that the economies of Asian NICs could only be characterized as
outward-oriented or economies that implement export promotion strategies from
the mid-1980s. Nevertheless, according to the World Bank, during the period
1963-1973, Hong Kong, Republic of Korea, and Singapore could be classified
as strongly outward-oriented countries, while Indonesia, Malaysia, and Thailand
fell into the moderately outward-oriented category.

In general, 1) Asian NICs implemented import substitution policies over a
much shorter period compared to other LDCs; 2) they shifted towards export
promotion earlier, that is, in a timely manner; 3) sometimes both strategies were
implemented simultaneously; and 4) the import substitution strategy was much
more moderate in terms of the intensity of applied protectionism and focused on
the development of labor-intensive sectors.

However, Asian NICs do not constitute a homogeneous entity when it comes to
the choice of industrialization strategy. These countries were driven by different
goals, natural resource endowments, market sizes, etc., all of which resulted
in significant differences among them in terms of the duration of the import
substitution strategy, its intensity, and the turning point that marked the shift
towards the export promotion strategy (Table 1).

In the third stage of industrialization, technology-intensive products and
products with high added value gained increasing importance in Asian NICs.
Singapore, Taiwan, and Republic of Korea, in particular, initiated the promotion
of research and development by establishing technological cities and institutes,
and technology transfer from abroad.
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Table 1. SUMMARY OF INDUSTRIAL POLICIES OF EAST ASIAN NICs

Japan Korea Taiwan Singapore
Policy
Infant industry Very strong Very strong Very strong None
protection
Export promotion Strong Very strong Very strong Strong, but mostly
indirect
SOEs in Not used Used in some SOEs ran most SOEs ran some key
manufacturing critical industries ~ key upstream capital-intensive
industries industries
Large private- Strongly Strongly promoted Discouraged Not promoted
sectors firms promoted (especially (most large firms (large firms were
(especially enterprise groups) were SOEs) either SOEs or
enterprise TNCs)
groups)
SMEs Promoted by =~ Weakly promoted Promoted through Weakly promoted
encouraging  (some SME- strong public (some SME-
large firms to  specific funds) investment specific funds)
upgrade their in R&D and
subcontractors infrastructure
Private-sector Some Very deep Deep Some Involvement
corporate Involvement  Involvement Involvement
restructuring
TNCs Strongly Strongly Discouraged Strongly promoted,
discouraged discouraged outside selected  but in a tergeted
outside selected  sectors manner
sectors
R&D Private-sector- Private-sector-led Government-led ~Government-led
led
Policy
implementation
Centralization in ~ Strong Very strong Very strong Strong
policy making
Government- Two-way Top-down Mixture of Local private
private sector cooperation,  direction, less antagonism, sector unimportant
relationship systematic systematic than in  benign neglect,
Japan and central
control
Role of private-  Very Important, but Important, but Local private
sector association important controlled by the  controlled by the sector unimportant
government government

Source: Chang (2006)

Regarding LA countries, certain modalities can be observed because export
promotion was implemented with varying intensity and using different measures.
There are two main variants: on one hand, ideological openness (practiced
primarily by Chile, Argentina, and Uruguay), and on the other hand, pragmatic
openness (adopted by Colombia, Brazil, and others) (Gajinov, 1997).
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4.2.1. Industry targeting

A distinctive characteristic of the industrial policy of most Asian NICs was
the promotion of the development of specific priority industries, products, and
even enterprise development, known as targeting. Targeting can be defined
as selective support for chosen industries and involves import protectionism,
subsidies for the import of capital goods and other inputs, preferential loans,
tax reliefs, etc. The targeted industries were rarely those that the private sector
would deal with, so the state took on the task of promoting the development
of specific industries or products. The state made choices of strategically most
important industries and promoted those that did not yet have but should gain
comparative advantages. The idea of dynamic comparative advantages was most
pronounced in targeting (Woronoff, 1992).

Furthermore, when the targeted industries developed technological and
managerial capacities and achieved international competitiveness, protection
and other forms of support were gradually withdrawn, generally within a period
of 5 or 10 years after initiation (Naya & Tan, 1995).

Structuralists believe that carefully targeted subsidies and protection enabled
the development of new activities by reducing costs and risks, emphasizing that
industrial policy became inefficient when the goals became overly ambitious or
when too many industries were promoted simultaneously.

On the other hand, the neoclassical viewpoint rejects targeting, considering that
it not only creates winners but also losers (Naya & Tan, 1995). Neoclassical
economists believe that in the case of Asian NICs, this might have led to a
slowdown in natural industrial development.

4.2.2. Dynamic comparative advantages, industrial transformation, and
the evolution of export structure

In the context of structural changes in production and exports, East Asian NICs
have held on to their own comparative advantages, although with significant
differences. However, the extraordinary export performances of Asian NICs
would not have been possible if these economies had relied solely on their initial
comparative advantages (UNCTAD, 1996). They had to create new comparative
advantages in other activities. In some countries, this process was largely
spontaneous, while in others, there was a certain degree of intervention. This
approach is considered typical and characteristic of East Asian NICs, and it is
rightly regarded as the true source of the economic miracle in these countries.
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It was considered that even under the assumption that the private sector correctly
assesses the country’s existing comparative advantages, it is in no way capable of
doing so regarding future comparative advantages. Therefore, it was the role of
the state to do this. The best example of such a strategy is Republic of Korea, to
a significant extent Taiwan, while even Singapore was not entirely immune to it.

However, despite its advantages, this strategy had its drawbacks. As highlighted
by Woronoff (1992), negative outcomes can take two forms: firstly, it is possible
to invest in industries that do not and may never have comparative advantages, or
to invest in promising industries too early or with excessive resources; secondly,
there may be a lack of investment in non-targeted industries. Such a policy
can lead to a dual economy that is divided between priority and non-priority
industries, and between favored and neglected enterprises.

Therefore, encouraging labor-intensive industries was a reasonable decision. It
is crucial to emphasize this if one wishes to understand where these respected
miracles originated from. At their inception, they were indeed miracles of cheap
labor and very little more than that (Woronoff, 1992).

However, East Asian NICs did not limit themselves to industries where cheap
labor had a decisive advantage but used their initial advantage to penetrate other
sectors that were hard to access for these countries. The most fascinating example
is Korean shipbuilding?, but also highly sophisticated electronic products.

While labor in the East Asian NICs was becoming increasingly expensive, there
was also growing competition from poorer countries in South East and South
Asia where labor was cheap. The only way to maintain efficient competitiveness
was to reduce labor participation and correspondingly increase capital
participation, which also required raising the technological level (Woronoff,
1992). Additionally, this implied another form of improvement, which was the
enhancement of quality. In this way, since the late 1980s, there has been a drastic
and qualitative change in the industrial structure of Asian NICs.

Tables 2 and 3 show a whole series of similarities as well as significant differences
in industrial transformation between the East Asian NICs and the Southeast
Asian NICs, as well as within each group. The evolution of the export structure
of the East Asian NICs shows a clear pattern of sequential transformation from
primary products and activities in free zones, through more advanced stages
of industrialization, towards products that require the highest level of skills

2 At the beginning, Republic of Korea had the capability to produce the steel framework and some
simpler equipment, while the engine and more complex equipment were purchased from Japan or
Europe. Nevertheless, the advantage in labor-intensive work was sufficient for Republic of Korea
to push Japanese and European shipyards out of the market.
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and technology (UNCTAD, 1996). They followed the model and space in the
form of export markets that remained behind Japan, after leaving each stage
of development according to the theory of flying geese. Japan was the leading
goose. In follower countries, imported goods in the initial phase squeezed out
many domestic producers from the market. However, over time, as imports
facilitate the transfer of technology and the acquisition of capital goods needed
for the production of import-substituting products, and as the domestic market
for technologically advanced products increases in these countries, domestic
companies find a niche in the domestic market. In leading countries, when they
lose competitiveness, production is discontinued and replaced with imports from
follower countries that have built a competitive industry for the production of
that product. In this way, this sequence of events combines the life cycle of a
particular product with the dynamic process of changing comparative advantages.
The result is a regional division of labor that constantly evolves within the group
of economies (Gajinov, 2023).

In the case of Southeast Asian NICs, a less systematic development pattern is
observed, as well as greater differences among the countries compared to the
East Asian NICs, but they also followed the model and space in the form of
export markets that remained behind the East Asian NICs, according to the same
theory.

The transformation in the Southeast Asian NICs in comparison to the East
Asian NICs has been slower. However, differences in the pattern and course of
transformation may be even more significant. In the Southeast Asian NICs (Table
3), a relatively modest export-oriented development of industries with low to
medium skill requirements, technological complexity, capital, and production
volumes is observed, and, in contrast, in Malaysia and Thailand, rapid growth
in the export of more sophisticated industries has been evident since the early
1980s.

While East Asian NICs achieved a relatively diversified export structure, in the
Southeast Asian NICs a dual structure largely emerged, with exports grouping
at both the upper and lower ends of the knowledge and technology ladder
(UNCTAD, 1996). Furthermore, the total export of the upper segments from the
Southeast Asian NICs conceals a significant import content/dependence. In the
Southeast Asian NICs, a larger portion of imported elements is processed for
export in the form of components, much less in the form of final products. The
import content of exports is significantly higher in Malaysia and Thailand than
in Republic of Korea and Taiwan.

In this way, what appears to be a jump from the lower end of knowledge and
technology ladder to the higher end of exports consequently largely reflects a
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growing division of labor among the countries in the region, where the Southeast
Asian NICs take over less demanding and more labor-intensive assembly
processes. However, this export structure is more a result of the success of the
Southeast Asian NICs in attracting the subsidiaries of TNCs rather than utilizing
existing domestic capacities in those industries. In this context, [...] the idea of
recycled comparative advantages, which combines domestic cost advantages
with the technology and skills of TNCs, may not necessarily have the same
implications for the host country and foreign firms (UNCTAD, 1996).

Table 2. FIRST-TIER NIEs: COMMODITY STRUCTURE OF EXPORTS, 1965-1994

(% of total non-oil exports)

Republic of Korea Taiwan Singapore Hong Kong
Commodity group 1965 1975 1985 1994 1965 1975 1985 1994 1965 1975 1985 1994 1965 1975 1985 1994
Group I 428 17.7 59 53 60.019.0 8.6 7.0 61.1 369233 86 7.5 32 4.0 5.0
Food 17.5 141 44 2853.0166 62 40212118 7.6 48 47 19 2.1 29
Other primary 253 3.6 15 25 70 24 24 30399251157 38 28 13 19 21
commodities
Group 11 43.8 53.3 36.3 25.2 26.3 48.7 44.4 25.7 12.6 12.4 10.6 6.1 74.4 69.0 56.4 48.4
Wood and paper 11.1 56 07 1.1 73 52 29 1.7 13 31 24 1.0 05 03 0.6 1.5
products
Textile, cloth, footwear. 30.9 43.9 32.1 22.7 15.8 38.9 32.6 19.4 9.1 7.8 6.5 4.0 64.2 60.4 46.7 44.8
Non-metallic mineral 1.7 2.3 12 0.7 26 1.1 23 12 19 1.1 09 07 09 0.8 0.5 0.7
products
Toys and sport 01 15 23 07 06 35 66 34 03 04 08 04 88 7.5 86 14
equipment
Group 11T 9.1 11.0 30.8 147 42 6.1 11.1 9.6 54 86 4.8 39 7.7 44 3.6 2.7
Iron and steel 77 49 64 54 26 19 21 19 23 26 14 09 09 0.1 0.1 0.2
Fabricated metal 13 26 52 28 12 27 54 61 25 20 1.7 13 36 29 25 23
products
Ships and boats 0.0 3.0179 56 00 04 0.6 05 01 38 14 1.1 05 03 0.1 00
Other? 0.1 06 13 1.0 04 1.1 3.0 1.0 05 02 03 06 26 12 09 02
Group IV 3.0 109 13.4 353 3.1 11.7 19.0 29.2 13.7 24.8 29.4 32.7 4.7 9.5 12.9 18.2
Rubber and plastic 0.7 37 20 22 03 31 41 39 08 06 08 1.1 1.0 2.8 23 1.8
products
Non-electrical 1507 20 57 1.4 28 45 82 46 86 86 75 06 0.6 1.6 33
machinery
Electrical machinery 03 6.4 7.220.8 1.4 5.1 9.1151 1.813.219.0234 3.1 6.1 9.0 13.1
Road motor vehicles 0.6 0.1 22 6.6 0.0 0.7 13 2.0 65 24 1.0 0.7 00 00 0.0 0.0
Group V 1.4 72135195 64144 17.0285 7.4 174319487 58 13.923.1 25.8
Chemicals and 02 16 3.6 71 49 20 29 61 57 6.0 87 69 13 09 1.1 4.0
pharmaceuticals
Computer and office 0.0 1.0 2.1 4.0 0.0 1.6 45135 03 26 93276 0.0 1.7 57 7.1
equipment
Communication 09 30 57 67 13 9.0 7.7 6.6 05 49 86104 36 7.0 69 45
equipment®
Other" 03 1.7 2.1 1.7 01 1.8 19 23 09 40 53 38 09 43 94102

* Transport equipment other than road motor vehicles, ships and aircraft; and sanitary and plumbing;
® Telecommunications and sound recording and reproducing apparatus and equipment and semiconductors.
¢ Aircraft and associated equipment; and scientific instruments, including watches, and photo equipment.

Source: Author’s calculations based on data: UN CommodityTrade Statistics.

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

179


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

Dejana M. Gajinov Industrial Policy in Asian Newly Industrialized Countries...

Table 3. FIRST-TIER NIEs: COMMODITY STRUCTURE OF EXPORTS, 1965-1994
(% of total non-oil exports)

Indonesia Malaysia Thailand

Commodity group 1967 1975 1985 1994 1965 1975 1985 1994 1965 1975 1985 1994
96.7 95.8 75.9 42.0 94.8 81.0 63.6 23.6 98.0 85.7 63.3 28.7

Group | 27.0 227 146 11.7 69 7.7 6.1 3.6 552 64.0 474 227
Food 69.7 73.1 61.3 303 879 73.3 57.5 20.0 42.8 21.7 159 6.0

Other primary commodities 02 04 164 436 15 56 70 120 16 111 225 27.1

Group II 00 0.1 100 173 07 26 15 41 01 13 13 1.1
Wood and paper products 02 03 6.1 247 05 27 45 62 05 6.6 16.7 204

Textile, cloth, footwear. 00 00 04 10 03 03 05 11 10 32 42 40

Non-metallic mineral products 00 00 00 06 00 00 04 07 00 00 03 1.6

Toys and sport equipment 01 03 04 30 03 08 22 30 01 08 17 33

Group 111 00 00 03 10 01 02 05 08 00 03 1.0 0.7
Iron and steel 01 02 00 11 02 04 05 11 01 05 06 1.5

Ships and boats 00 00 00 07 00 01 01 05 00 00 01 09

Other® 25 14 1.0 39 23 57 207 298 0.1 1.6 9.6 207

Group IV 00 00 01 09 05 07 06 13 00 04 13 28
Rubber and plastic products 25 08 02 06 07 16 21 36 00 02 18 3.7

Electrical machinery 00 00 00 04 10 04 02 04 00 00 02 15

Road motor vehicles 05 21 63 75 12 69 65 316 01 09 3.0 202

Group V 05 14 59 32 1.1 10 16 31 01 06 14 3.0

Chemicals and pharmaceuticals 0.0 0.0 00 09 00 09 02 100 00 00 0.8 95

Computer and office equipment 0.0 0.1 0.0 25 0.0 0.6 33 138 0.0 0.1 0.1 42

Communication equipment"’ 00 06 04 09 01 44 14 47 00 02 07 35
2 Transport equipment other than road motor vehicles, ships and aircraft; and sanitary and plumbing;

® Telecommunications and sound recording and reproducing apparatus and equipment and semiconductors.
¢ Aircraft and associated equipment; and scientific instruments, including watches, and photo equipment.

Source: Author’s calculations based on data: UN CommodityTrade Statistics

When analyzing the evolution of the export structure of the East Asian NICs, it
is particularly noticeable that the share of capital goods exports in total exports,
which ranged from a min. of 3% to a max. of 10% in 1965 (Republic of Korea
and Singapore), increased in 1990, ranging from a min. of 24% to a max. of 48%
(Hong Kong and Singapore). The share of both natural resource-based products
(ranging from a max. of 72.6% in Singapore in 1970 to a min. of 10.5% in
Republic of Korea in 1987) and labor-intensive products (ranging from a max. of
76.2% in Hong Kong in 1970 to a min. of 39.0% in Republic of Korea in 1987)
drastically declined, while the share of exports of physical and human capital-
intensive goods, which ranged from a min. of 12.3% to a max. of 19.6% in 1970
(Republic of Korea and Hong Kong), increased in 1987, ranging from a min. of
45.4% to a max. of 54.9% (Hong Kong and Singapore).

In the evolution of the export structure of the Southeast Asian NICs, the rapid
increase in the share of industrial exports in total exports is even more noticeable,
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rising from 3%-6% in 1965 to 41% for Indonesia and 61%-71% for the other
three countries in 1991. Within industrial exports, the share of labor-intensive
products increased from nearly 0% in 1965 to 17% for Thailand and 61%-71%
for the other three countries in 1991. The share of capital goods in total exports
was still negligible for Indonesia in 1991, reached 14% for the Philippines, and
22% for Thailand but increased to 38% for Malaysia, thanks to the activities of
TNCs in this country.

4.2.3. Export-led growth

Export-led growth refers to a pattern of growth based on the interconnected
expansion of industrial production and exports.

East Asian NICs, and to a lesser extent Southeast Asian NICs, took advantage of
a fortunate circumstance in the form of rapidly growing global markets during
the 1970s, although their development did not solely depend on global demand
growth. East Asian NICs achieved significant export results already after 1965.
By 1986, these countries became the most significant exporters among LDCs.
Taiwan led the way with a $40 billion USD in exports, followed by Hong Kong
and Republic of Korea with a $35 billion USD in exports each. Singapore ranked
third with $22 billion USD in exports. In the East Asian NICs, in the first half
of the 1980s, the share of exports in GDP amounted to 35% in Republic of
Korea, over 50% in Taiwan, and even 100% in the city-states of Hong Kong and
Singapore.

Among Southeast Asian NICs, annual growth rates ranged from 17% to 30%.
These countries were predominantly exporters of primary products in the
1960s and 1970s, with the export of industrial products contributing 8% or less
to total commodity export revenues in 1970. In 1990, the export of industrial
products accounted from 35% (in Indonesia) to 64% (in Thailand) of total export
revenues (Roemer, 1994). According to data from the United Nations Industrial
Development Organization - UNIDO from 1991, the share of East and Southeast
Asian NICs in global exports of industrial products increased from 3.5% in the
1970s to 12% in 1988.

Export-led growth is measured by the speed of expansion and growth in the
export of industrial products. The rate of export industrialization represents
the ratio between the export of industrial products and total exports (Table 4).
Although this indicator varies significantly for Asian NICs, all countries recorded
increasing rates. In 1984/85, the rate exceeded 90% for East Asian NICs, with
the exception of Singapore. Southeast Asian NICs lag behind East Asian NICs in
this regard, although there is a noticeable and rapid growing trend, even during
the period of the global recession in the period 1980-1985.
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Market placement is another significant indicator of export-led growth. The
majority of exports from Asian NICs was placed in MEDCs. By the late 1980s,
Republic of Korea directed 67% of its exports to Japan, the United States, and the
EC-9. The corresponding shares were 48.2% for Hong Kong, 71.3% for Taiwan,
44.9% for Singapore, and 64.4% for the Southeast Asian NICs. The United States
was individually the largest market for all East Asian NICs. Southeast Asian
NICs export more to Japan, primarily due to Japan’s demand for raw materials.
However, for the export of industrial products, the United States remains the
largest market.

Table 4. EXPORT INDUSTRIALIZATION RATES

1970 1980 1985 1986 1987
USA 70.1 67.9 74.6 76.5 71.9
Japan 933 95.6 97.1 97.3 97.3
R. Korea 76.7 89.9 91.4 92.0 92.8%*
Taiwan 76.1 87.9 90.5 91.0 91.8
Hong Kong 92.9 92.4 91.6 92.1 92.4
Singapore 30.5 53.9 58.4 65.4 71.7
Thailand 10.7 29.0 393 44.6 -
Malaysia 7.4 19.0 27.3 373 39.8
Philippines 7.6 37.0 57.1 58.0 -
Indonesia 1.4 2.4 13.2 19.5 243
Mexico 32.5 11.9 27.1 30* -
Brasil 14.2 38.6 44.8 41* -
Argentina 13.9 23.2 21.4 26.4 -
Chile 4.4 9.7 7.4 9.2 -

Note: Industrial exports are defined as SITC 5-9 (excl. SITC 68).
* IBRD, World Development Report, 1988; **Each country’s trade statistics.

Source: Author’s analysis.

Unfortunately, at the same time, new forms of protectionism and trade regionalism
are on the rise in MEDCs. The global trade system is moving away from the most-
favored-nation treatment towards selective quantitative restrictions under the
pretext of voluntary export restrictions. These measures are disproportionately
targeted against the industrial exports of Asian NICs and other LDCs.

5. CONCLUSIONS

Although the experiences of other countries can be considered valuable lessons,
there is no a particular pattern of good industrial policy that countries can adopt
immediately. The fact is that policy making is fundamentally context-specific.
Similar policies may work well in one country but not in another. Thus, the
choice of industrial policy is quite unique to the circumstances of each individual
country. Even among countries in East and Southeast Asia there are significant
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differences in the industrial policy measures, the duration of their implementation,
and their outcomes. The measures used in successful countries are not necessarily
vastly different from those used in less successful economies. Success is based
on original combinations of policy measures and the effectiveness of their
implementation.

On the other hand, the question is whether the numerous measures that are an
integral part of the industrial policy of Asian NICs can be replicated in other
countries today. Because, today, the room for maneuver by LDCs in shaping
policies is largely limited.

The lessons we can draw from the experience of economies in the East Asian
region will always encounter skepticism from those who wonder whether Asian
NICs are unique and characterized by special circumstances. They are indeed
unique - due to their history, geopolitical circumstances, geographical location,
cultural elements, and so on.

The special circumstances argument can be equally applied to the development
of the United States and the United Kingdom, as well as to the development
of Asian NICs and countries in the region. For instance, the United Kingdom
experienced prosperity during periods when it colonized weaker nations, used
slaves, sold opium to China, and subjected children to 12-hour workdays
in miserable working conditions. Throughout its development, the United
Kingdom also routinely violated the intellectual property rights of others and
in the period 1750-1842 maintained a law prohibiting the export of machinery
to competing economies. The American economy benefited from similar
conditions. Additionally, the United States benefited from its geographical size,
large population, immigrant labor force, and exceptional endowment of natural
resources.

Many authors, who are skeptical about the transferability of the model of Asian
NICs, believe that the exact opposite can be said about the transferability of
market-dominant model of Anglo-American economies.

We can conclude that each country is unique in terms of its own mix of history,
culture, ethnic composition, timing, and development, etc. In this way, the
experience of Asian NICs and, in general, the East Asian region is neither more
nor less idiosyncratic than the experience of any other country.

Lessons for other countries from Asian NICs and, in general, countries in the
East Asian region on industrial policy can be reduced to: 1) the importance of
the state in targeting industries and promoting currently unprofitable industries,
but with development potential; 2) budget transfers may not necessarily be the
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most significant element of industrial policy; 3) other countries should clearly
define the objective and duration of state intervention; 4) they should use both
industrialization strategies, sometimes even simultaneously, and timely apply
the turning point; and 5) Japan’s recession should not be interpreted as evidence
that industrial policy becomes ineffective upon reaching technological frontier.

As for the reflections regarding the successor countries of the former Yugoslavia
(SCFY), itcan be pointed out that they have shared several common characteristics
with Asian NICs (primarily their peripheral status, which Asian NICs have long
surpassed), but they also have many differences. Among the differences, one
should certainly mention far more favorable geopolitical conditions, cheaper and
facilitated transfer of high technologies, easier and unconditional access to all
forms of foreign capital, open markets in MEDCs, etc., during the take-off phase,
unlike the SCFY.

Therefore, undertaking industrial policy measures in the SCFY that were
applied by Asian NICs has been and remains impossible because it would be
in contradiction with the neoliberal policy of the EU, the United States, and
international financial institutions, which have taken responsibility for the
growing up of the economies of the SCFY.

We can list numerous areas where adopting industrial policy measures similar
to those of Asian NICs is not possible: 1) the impact of foreign capital in SCFY:
a) an enormous increase in foreign debt, mostly used to buy social peace,
infrastructure projects with a very long payback period, etc.; b) foreign aid is
the so-called development aid, inspired by the benefits of donors; c¢) FDI are
highly concentrated in financial services. Investments in production are limited
to assembly and light industries, without planning and interconnection. This is
directly connected with the development model, which is shaped taking into
account the weak role of industry. However, the FDI-driven model is approaching
its end; 2) neglect of agriculture and the food industry along with a misguided
subsidy policy: insufficient funding, irregular payments, and a lack of targeted
support for specific sectors. It is essential to remember the example of Thailand,
which initially invested all resources in developing a single crop - production and
processing of rice; 3) only declarative implementation of the export-led growth
strategy, persistently maintaining an unrealistic exchange rate that discourages
exports; 4) strengthening partnerships between the state and the private sector
because representatives of the private sector are de facto employees of the state
apparatus, etc.

Changes in the economic policies of peripheral countries depend on and
originate from political changes. Only politically independent countries can be
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economically independent countries, and vice versa. They can be independent in
creating economic in general, and industrial, and other policies.

The key conclusion is that there is room for a successful industrial policy even
in countries that have reached technological frontier and want to push it further,
as well as for countries that lag behind in industrial development, provided they
meet the aforementioned conditions.
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NHAYCTPUJCKA ITIOJIMTUKA Y ABUJCKUM
HOBOUHAYCTPUJAJIN30BAHUM 3EMJ/bAMA:
KOHTPOBEP3E, PEBU3UJA U IIOYKE

1 [dejana M. 'ajuroB, MoCKOBCKa akaJieMuja eKOHOMUje U TIpaBa, Mocksa, Pycuja

Caxerak

Hwnb unanka jecte Oa ce YCHjeIIHHM MPHMjEPOM HOBOWHAYCTPH]jaTH30BaHUX
3eMasba VcTouHe AsuWje moKaxke morpeda 3a CHpoBOhEHmEM HWHIYCTPHjCKE
MTOJTUTHKE Y MHOTHM 3eMJbaMa - Kako y OHMMa KOj€ 3a0CTajy Y HHyCTPHjCKOM
pa3Bojy, TAKO M Yy OHHMa KOje Cy JOCTHUIIE MeXHONOWKYy epanuyy. YmaHak
OIHCYje eBONYLH]Y MHIYCTPHjCKE MOJIMTHKE y OBHM 3eMJbaMa U OHO IITO UX
pas3nuKyje oA APYTuX 3eMajba y pa3Bojy Koje Cy Ouie HeycIjelrHe y HEeHOM
cnpoBoljerby: pa3BojHa JprkaBa, KOja je MPEMo3Hala mpeHymax 3d0Kpema ca
CTpareruje CyrncTUTYIHje YBO3a Ka CTpaTeruju MpoMoldje n3B03a, CUMYITAHO
CIpoBoAMJIa 00€ CTparerwje, Oupara nobjednuxe, 00e30HjeqMIIa TOAPIIKY
MIAOUM CEKTOPHMaA CEJIEKTHBHUM WHTEpBEHIMjaMa, ald M JUCHUILIMHOBAJIA
BCHE TPHMAOIE IMOAPIIKE, IpaThia COINCTBEHE KOMITApAaTHBHE IMPEIHOCTH U
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AHTUIUIHpPAala HBUXOBE MPOMjEeHE, Y3 CHAKHY CHHEPrujy maMmely npxaBHOT U
NPUBATHOT CEKTOpa, M yriename Ha Jaman kao Mojel WHAYCTPHUjCKOT pa3Boja,
OTHOCHO udepa. VIHAyCTpHjCcKa TONWUTHKA j€ jeIHO O HajKOHTPOBEP3HHU)jUX
NHUTakba Yy EKOHOMHUjH, HapOYUTO Yy €KOHOMHjH TPHBPEIHOT pa3Boja. Jlyro ce
BoAmia Aebara u3Mely OpTONOKCHE U XETEPOIOKCHE CTPYje MHUILUBEHA O TOME
Jla JIM TIOCTOj| TIOTpeda 3a MH/Yy CTPH]CKOM TIOJIMTUKOM T€HEPATHO, KA0 U O YII03U
Jp>KaBe y Mpollecy BEeHOT CTBapama 1 MpUMjeHe, HACYTIPOT CII000HOTPKUIITHOM
MOIETy pa3Boja Y KOME HeMa MjecTa 3a MHAYCTPH]CKY ITOJIUTHKY. YKOJIHKO
Ce OHa W yKake MOKe OWTH caMoO OIIITer KapakTepa, HUKAKo y OOJHUKY
CEJICKTUBHUX WHTEPBEHIMja U u3bopa noojeonuxa. Toxom mocibenmux 10 mo
15 roguHa 01O je O peBH3Hje KaKo Ha aKaJIeMCKOM HHBOY, TAKO U Y PEaTHOM
CBHUjeTy KOjU Cy YYMHWIH UHIYCTPHUjCKY TOJMTHKY MPHUXBATIFUBHjOM, T€ je Ha
Taj HAYMH JedaTa NmocTana Mamke UICOJIONIKH 000jeHa, a BUIIE IparMaTudHa U
HHUjaHcupaHa. Ha TeopeTckoM HHBOY, NIEIUINTE TPKUIIHAX (yHIaMEHTAINCTA
cabor TEOpeTCKOI OmpaBlIama 33 HMHAYCTPUJCKY IOJHMTHKY je H3ryOmiIo
CBOjy IOMMHAIM]y. YCIPKOC 3aAp)kKaBamby HEONHOepanHe OPTOIOKCHOCTU Kao
cagjema MehyHapoaHUX (MHAHCHjCKMX WHCTUTYLHMja Yy TPOLECY CTBapama
E€KOHOMCKE ITOJINTHKE Y 3eMJbaMa y Pa3Bojy, HHIYCTPHUjCKa MOJUTHKA j& ocTaja
3HauajHa 3a TPOMOIH]Y HHIYyCTPHUJCKOT pa3Boja, HAPOUUTO MIIATUX CEKTOpA.
IlocToju MHOTO BpCTa TPXKHUIIHUX HEYCIjeXa KOjU Ce MOpajy pjelraBaTH Kpo3
UHIYCTPHjCKY IMOJHUTHKY. Y paxy cy kopuinheHe merone mopehema, aHammse,
CHHTE3€, MHAYKIHje ¥ JeAYKIHje ¥ METOJa CTATUCTHYKE aHaJIu3e, TabenapHe 1
JIpyTe METOIc WIIyCTpaIfje TEKCTa, HCTOPHjCKa METO/a, METO/Ia TeHepaiu3alluje
U crenujanu3anyje u ap. CBe BUIIE C€ MPU3HAjE Ja UHAYCTPHUjCKA MOJUTHKA
HHj€ CaMO U3Pa3UTO HIMOCHHKPATHYHA IIPaKca MOBE3aHa CaMo ca Yy00mEopHUM
npuBpenama Vcroune Aswmje, Beh oHO mTO je BehnHa MaHAMIKBUX pa3BHjEHUX
3eMaJba KOpHUCTHIIA KaJia Cy Owmie y MO3MIMjU 3eMajba Koje Cy MX cycmusaie.
Kao 3akspyuak, y pagy ce pazmarpa MOIyRHOCT NpEHOILEHha UCHOUYHOA3UJCKO2
MoOdena Ha JIPyTre 3eMJbe U PacBjeT/baBajy JCTSPMUHAHTE yCIjeXa U Heycljexa
WUHIIyCTpHjCKE MONUTHKE. Kiby4HM 3aKkipydak je Ja mpocTopa 3a YCIjelIHy
MHIYCTPHjCKY MOJIUTHKY MMa YaK U y 3eMJbaMa Koje Cy JOCTHIVIE MEeXHONOUKY
2panuyy W XKele 1a je moMjepe, Kao 1 y 3eMJbama Koje 3a0CTajy y HHIIyCTPH)CKOM
Pa3Bojy, MaKoO ce TIO0ATHH KOHTEKCT Y KOME C€ WHIIyCTPH]jCKa IMOJIUTHKA HaJIa3:
NPOMHUjEHHO TOKOM BpemeHa. [locebaH KoMeHTap ce OIHOCH Ha €KOHOMCKU U
WHIyCTPHjCKU pa3Boj 3eMasba OuBile Jyrocnasuje.

Kibyune pujeuu: oOpoicasna ummepgenyuja, Maaou Ccexmopu, KacHad
undycmpujanuzayuja, CceKmopcke UHmepseeHyuje, OpPAHCABHO — MpicUUIme,
mapezemuparse, U300p NOOjeOHUKA, MPHCUWHU NIACMAH, PACT 80)eH U38030M,
OUHAMUYKe KOMNApamueHe NpeOHOCmU, UHOyCmpujcka mpancpopmayuja,
e6oIyyuja u3eo3ne cmpykmype.
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