
ACTA ECONOMICA
УДК 33, ISSN 1512-858X, e‐ISSN 2232‐738X



ACTA ECONOMICA
Научни часопис за економију 
Излази двапут годишње

ИЗДАВАЧ:
Економски факултет  
Универзитета у Бањој Луци 
БиХ, РС, 78000 Бања Лука 
Мајке Југовића 4 
E-mail: info@ef.unibl.org

ЗА ИЗДАВАЧА: 
Проф. др Миленко Крајишник,  
декан Економског факултета 
Универзитета у Бањој Луци

ГЛАВНИ УРЕДНИК:
Проф. др Горан Поповић

СЕКРЕТАР  
УРЕЂИВАЧКОГ ОДБОРА:
Доц. др Тајана Сердар Раковић

ЛЕКТОРИ: 
Мр Милица Богдановић 
Мр Татјана Марић

ПРЕЛОМ ТЕКСТА:
Милан Дамјановић, дипл. инж. ел.

ИНДЕКСИРАН У СЉЕДЕЋИМ 
БАЗАМА ПОДАТАКА:
Publons (Parts of Clarivate Analytics)
DOAJ - Directory of Open Access 
Journals
ERIH PLUS
Google Scholar
ROAD - Directory of open access 
scholarly resources 
Index Copernicus
WorldCat
CrossRef

ШТАМПА: 
Графомарк, Лакташи

ТИРАЖ: 100

МЕЂУНАРОДНИ УРЕЂИВАЧКИ ОДБОР:
Проф. др Лилиа Терзијева, Универзитет примјењених 

наука, Бреда, Холандија
Проф. др Тјаша Штрукељ, Факултет за економију и 

бизнис, Марибор, Словенија
Проф. др Симона Шаротар-Жижек, Факултет за 

економију и бизнис, Марибор, Словенија
Проф. др Клеменс Јегер, ФОМ Висока школа за 

економију и манаџмент, Есен, Њемачка
Проф. др Ерик Фрер, ФОМ Висока школа за економију и 

манаџмент, Есен, Њемачка
Проф. др Саша Бошњак, Економски факултет Суботица, 

Србија
Проф. др Мирко Пуљић, Економски факултет, Сарајево, 

Босна и Херцеговина
Проф. др Анђелко Лојпур, Економски факултет, 

Подгорица, Црна Гора
Проф. др Јанез Прашникар, Економски факултет, 

Љубљана, Словенија
Проф. др Брано Маркић, Економски факултет, Мостар, 

Босна и Херцеговина
Проф. др Џорџ Кестер, Вашингтон & Ли Универзитет, 

Вашингтон, Сједињене Америчке Државе
Проф. др Биљана Јовановић Гавриловић, Економски 

факултет, Београд, Србија
Проф. др Ксенија Думичић, Економски факултет, Загреб, 

Хрватска
Проф. др Миливоје Радовић, Економски факултет, 

Подгорица, Црна Гора
Проф. др Елдин Мехић, Економски факултет, Сарајево, 

Босна и Херцеговина
Проф. др Драго Цвијановић, Факултет за хотелијерство 

и туризам, Врњачка Бања, Србија
Проф. др Предраг Бјелић, Економски факултет, Београд, 

Србија

УРЕЂИВАЧКИ ОДБОР:
Проф. др Миленко Крајишник, Економски факултет, 

Бања Лука, Босна и Херцеговина
Проф. др Јелена Пољашевић, Економски факултет, Бања 

Лука, Босна и Херцеговина
Доц. др Драган Глигорић, Економски факултет, Бања 

Лука, Босна и Херцеговина
Проф. др Драган Микеревић, Економски факултет, Бања 

Лука, Босна и Херцеговина
Проф. др Јасмин Комић, Економски факултет, Бања 

Лука, Босна и Херцеговина
Проф. др Жељко Шаин, Економски факултет, Сарајево, 

Босна и Херцеговина
Проф. др Љубо Јурчић, Економски факултет Загреб, 

Хрватска.



ACTA ECONOMICA 
Година XVIII, број 33

Бања Лука, децембар 2020. године





Садржај  /  Contents

Оригиналани научни чланци – Original Scientific Papers 

Primož Pevcin
AN INSIGHT INTO POTENTIAL FISCAL IMPLICATIONS OF THE GREAT 
LOCKDOWN FROM THE PERSPECTIVE OF SMALL STATES ..............................................9

Jelena Bjelić
INVESTMENT AND ECONOMIC GROWTH:  
THE EXAMPLE OF BOSNIA AND HERZEGOVINA ..............................................................21

Amassoma Ditimi, Ogbuagu Matthew Ikechukwu, Damilola Fasina
THE IMPACT OF DEBT-SERVICING BURDEN ON HOUSEHOLD EXPENDITURE IN 
NIGERIA: A CASE OF EKITI STATE SENATORIAL DISTRICTS .........................................43

Goran Radivojac, Aleksandra Krčmar
ANALYSIS OF SUSTAINABLE GROWTH RATES OF COMPANIES INCLUDED IN 
THE MIXED HOLDING POWER UTILITY OF REPUBLIC OF SRPSKA .............................65

Прегледни научни чланци – Review Scientific Papers

Adeagbo Mathew Oluwaseun
PUBLIC HEALTH EXPENDITURE AND INFANT MORTALITY RATE IN NIGERIA .........79

Abiola Lydia Aina
THE INFORMAL ECONOMY AND ECONOMIC GROWTH OF NIGERIA: A TIME-
VARYING PARAMETER APPROACH .........................................................................................97

Zdravko Todorović, Boris Todorović
SITUATIONAL LEADERSHIP IN SERVICE ORGANIZATIONS .........................................115

Andrijana Mrkaić Ateljević, Srđa Popović
EFFECTS OF TOURISM DEVELOPMENT ON  
THE ECONOMY OF BOSNIA AND HERZEGOVINA ...........................................................131

Упутство ауторима – Authors’ Guidelines ................................................................................147





Оригиналани научни чланци

Original Scientific PaPerS 





9http://www.ae.ef.unibl.org/

AN INSIGHT INTO POTENTIAL FISCAL IMPLICATIONS 
OF THE GREAT LOCKDOWN FROM THE PERSPECTIVE 

OF SMALL STATES
1 Primož Pevcin, University of Ljubljana

*Corresponding author E-mail: primoz.pevcin@fu.uni-lj.si
ORCID ID: 0000-0001-9547-3406 

ARTICLE INFO

Original Scientific Paper
Received: 29.09.2020.
Revised: 02.11.2020.
Accepted: 10.11.2020.

doi 10.7251/ACE2033009P

UDC 
316.728:578.834:[316.334.2

Keywords:
small states, government 
expenditures, globalization, 
Great Lockdown, economic 
vulnerability.

JEL Classification:  
H11

ABSTRACT

The Great Lockdown has caused severe economic dis-
tractions to the majority of world countries, and de-glo-
balization trends have started to increase. Globalization 
was to an extent beneficial for smaller economies, and 
it was one of the factors contributing to the rise in the 
number of countries around the world during the last 
few decades. According to the perceived larger open-
ness and vulnerability of smaller states, it is thus ex-
pected that those countries are hit much harder by the 
economic contraction, as their outputs are much more 
volatile in relation to the economic cycles. In this con-
text, the paper intends to investigate the exposure of 
European states to the current lockdown, where the 
focus is particularly on assessing the fiscal impacts of 
the lockdown. The main research question is whether 
there are any differences regarding the fiscal functions 
of government between smaller and larger states. This is 
addressed through the cross-national comparative inves-
tigation based on data for 44 European countries; and 
we specifically assess how fiscal activities of govern-
ment differentiate among smaller and larger states. The 
results of the study suggest that the effect of the size of 
the state does not affect the consumption spending of 
government, but the size variable matters for the transfer 
expenditures. This piece of research would like to add 
to the development of the discipline of small state stud-
ies, in particular to the issue of their vulnerability and 
changing global economic environment.

© 2020 ACE. All rights reserved
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1. INTRODUCTION
The current coronavirus (COVID-19) pandemic has caused one of the largest 
global health crises, and the situation of the Great Lockdown, the term describ-
ing the current crisis, as coined by the IMF. From the global perspective, a sig-
nificant contraction in the foreign direct investments and international trade has 
occurred, to some extent accompanied by the rising pressures for economic na-
tionalism. This actually contributes to the de-globalization trends. Besides major 
global economic disruptions leading to the expected recession, almost all states 
have introduced, or are planning to introduce, some measures to soften the nega-
tive economic impacts of the lockdown, also including induced fiscal spending 
to counteract the sharp drop-off in economic activity. This spending can be in the 
range up to 20% of GDP for some states (see IMF, 2020).

In the context of small state studies, it can be argued that they are the ones that 
should be hit harder. Namely, the current lockdown has caused also an enor-
mous reduction in the foreign direct investments in the range up to 40 percent 
(UNIDO, 2020), and the reduction in global exports, where EU is particularly 
under attack (UNCTAD, 2020). Namely, small states tend to be relatively much 
more open and integrated into the global trade, thus the economic consequences 
of lockdown and associated return of (economic) nationalism are particularly 
evident for them. The data provided by the World Economic Outlook (2020) pro-
ject a very harsh fall of GDP for some smaller European countries (e.g. Iceland, 
Latvia, Estonia, Lithuania, Slovenia, Croatia, San Marino, etc.), particularly if 
we compare those projections with other larger countries. This should be evident 
also in the rising social security and transfer spending, in order to provide the 
necessary safety net for the residents. 

Moreover, as Rachman (2020) argued this extraordinary crisis is not expected to 
lead to the full restoration of the globalized world after it ends, as evidence indi-
cates the return of the nation states. They have more financial and organizational 
strengths than global institutions, global supply chains have shown their fragil-
ity, and political pressures for localization of production and protectionism have 
reinforced. Furthermore, the era of small government will be highly challenged 
per se after the current crisis (Traub, 2020). 

Oxford Analytica (2020) provided the assessments on the preparedness and ex-
port exposure to COVID-19 pandemic for specific countries. It is evident that 
for the majority of small European countries relatively high export exposure 
is assessed. This exposure tends to be, on average, larger for smaller states, in 
comparison to larger ones. The effect is perceived to be stronger because supply 
chains will be slower to recover. Supply chains are more likely to encounter bot-

http://www.ae.ef.unibl.org/
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tlenecks as different countries remove travel and business restrictions at different 
rates. Thus, countries reliant on trade are particularly vulnerable to disruption 
also after the virus passes, and those countries include numerous small states.

Namely, small states’ characteristics is that their economy is driven by only few 
sectors, a notion sometimes described with characteristics of “plantation econo-
mies”, although this notion should not be taken literally. Thus, these economies 
are dependent, and include the history of key industry ownerships by multina-
tional corporations, the repatriation of profits, and the limited to non-existent 
domestic linkages. Trade balance is mostly in favor of larger and more devel-
oped countries, resulting in features of income distribution that effectively dis-
criminate against economic transformation. In essence, this indicates that small 
economies tend to be rather disproportionately affected by the shifts in global 
economic patterns due to demand- and supply-side shocks; they are at higher risk 
to be deprioritized in global supply chains, and they are at a major risk of dis-
ruption if they tide towards achieving truly globalized economy changes (Hack-
shaw, 2020). Similar findings were already observed during the Great Recession 
period, roughly a decade ago.

Yet, when the lockdown ends, it is expected that international economic environ-
ment will change, and this will be challenging for small states in particular, as 
larger states are bound to become economically inward oriented. Moreover, all 
states will become more protectionist, and competition for attracting new busi-
nesses will increase (Shimmin, 2020). Thus, the trade transmission mechanism 
of external shocks is amplified within small states because of limited domes-
tic markets, which increase the importance of international trade as a driver of 
growth. Furthermore, economic vulnerability is high in view of limited export 
diversification, and relative importance of tourism in production structure of the 
majority of small states. These factors suggest the arrival of challenging eco-
nomic times in particular for small states, and this will reflect in the increasing 
fiscal stress (Keane, 2020; Coke-Hamilton, 2020). 

In this context, this paper intends to investigate the exposure of European states 
to the current lockdown, where the focus is particularly on assessing the fiscal 
impacts of the lockdown. The main research question is whether there are any 
differences regarding the fiscal functions of government between smaller and 
larger states, measured by the share of government consumption and transfer 
expenditures in GDP. Specifically, since the crisis situation is perceived to have 
impact, we select two time periods, the crisis period of 2009-10 and the period of 
economic prosperity of 2017-18, in order to investigate any potential differences 

http://www.ae.ef.unibl.org/
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in the aggregate fiscal activities of governments, in order to portray expectations 
for the ongoing Great Lockdown crisis.

2. MATERIALS AND METHODS
When addressing the subject related to small state studies, we should bear in 
mind that state size, which is either micro, small, medium or large, is actually 
an endogenous variable as states are formed and able to survive given the ap-
propriate economic, political and social conditions. Alesina (2003) promoted the 
elaboration on the state size as an endogenous variable, since the evidence indi-
cates that the size of the countries is very diverse, that their numbers varied very 
much throughout the history as well as the meaning, functioning and role of the 
state. In this context, what we can observe is that after the World War II, in par-
ticular, the number of states has increased substantially. In fact, this number has 
tripled. It can be argued that we are currently living in the era of small states, as 
more than one third of the existing 215 states around the globe are actually small 
(see, e.g., Brito, 2015), if we assess the multiple criteria combination. It might be 
argued that we are experiencing the area of small states. 

Consequently, small state studies have emerged as a discipline, and this dis-
cipline has been initially dominated mainly by the issues of vulnerability and 
a lack of capacities of small states, although these issues have been gradually 
replaced by the discussions on the potential opportunities of small states, not just 
their challenges (Thorhallson, 2019). The current theorizing thus focuses also 
on the specifics of the small economy modeling that has been viable due to the 
globalization trends (Skilling, 2018; Farrell, 2020), but these trends have been 
reinforced additionally with the onset of the COVID-19 pandemic, or alterna-
tively labeled the Great Lockdown crisis.

Small versus large states classification uses the size of the country as the main 
criterion, although this criterion can have several inputs, e.g. number of popula-
tion, surface, GDP, etc., which can be applied also simultaneously. In practice, 
the number of population usually serves as the main input for classification of 
states. If the number of population is taken as the main criterion for categorizing 
states according to the size, the World Bank stipulates that 1.5 million residents 
is officially threshold for small states, but this threshold is heavily challenged 
due to the population and globalization shifts, where 10 million threshold is tak-
en as more appropriate.

The economics of the state size thus treats it basically as the trade-off between 
the benefits of the size versus the costs of heterogeneity of population prefer-

http://www.ae.ef.unibl.org/
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ences (Alesina et.al., 2005). Namely, the clear benefits of the larger state size are 
related to larger available domestic market size and thus implicitly less reliance 
on foreign trade, more diverse industry structure, larger availability of human 
potential, both in numbers and in their diverse capabilities, also, very impor-
tantly, per capita costs of several public goods and services are lower, either be-
cause more taxpayers can pay for them, or they have important scale economies 
or simply because the indivisibility is not implicitly increasing them. Notwith-
standing, the aforementioned benefits are mostly economic in their nature, but 
there are also political and social benefits to the size, like larger military security, 
larger bargaining power in comparison to other states, larger international role 
of the state, larger possibility for internal redistribution etc. Since the focus of 
the paper stands on economic issues, only those are addressed. In contrast, larger 
countries might experience also some costs that come from the heterogeneity of 
population, which means that different preferences should be followed, and this 
increases costs, like distributional ones, and also ties that connect people might 
be looser, which generates difficulties in creating uniform and sustainable poli-
cies. Consequently, there is a trade off, and like in any organization, you might 
also have in the context of the state size the diseconomies of scale, arising mostly 
through administrative and congestion costs. We might argue that there is also 
some ground for the theory on the optimal size of state. Nonetheless, we will 
focus only on the economics of small states. 

Economic literature has stressed the relations among the size of the country 
and governmental interventionism. For example, Alesina and Warcziarg (1998) 
argue that the size of government correlates negatively with country size and 
positively with trade openness. They have shown that smaller countries have a 
larger share of government consumption in GDP, and are more open to trade. 
Moreover, they argue that these empirical observations are consistent with recent 
theoretical models explaining country formation and break up. Namely, larger 
countries can afford to be closed, while small countries face stronger incentives 
to remain open; conversely, as trade liberalizes, regional and cultural minorities 
can afford to split because political borders do not identify the size of the market. 

Similarly, Rodrik (1998) found a strong positive association between openness 
and government size. He explains this paradox by arguing that government ex-
penditures are used to provide social insurance against the risk of terms of trade 
shocks that open economies face. This indicates that government consumption 
and expenditures play a risk-reducing role in economies exposed to a significant 
amount of external risk. Goldsmith (1999) justified the observation on the activ-
ist government in small states as being a buffer to vulnerability. Some recent 
studies have tried to put additional evidence on the relations between state size 
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and government size. For instance, Jetter and Parmeter (2015) pointed out that 
economies that are more open do not necessarily have bigger governments, but 
country size may be related to government size, as smaller states should have 
bigger government, although they admit using different datasets, timeframes, 
and sample country changes conclusions. 

This theoretical insight suggest that relationship between state size and govern-
mental interventionism is rather complex issue, and empirical investigations are 
warranted. If we followed assumptions stated above, smaller states should have 
larger governmental spending, on average at least, in comparison to larger states. 
Given the context, this study would like add to the existing research by providing 
some additional data-based experimental evidence on the relations among state 
size and government size. The cross-national comparative investigation based on 
the data for 44 European countries is utilized to assess the relationships among 
state size and government size. Specifically, we focus on the two categories of 
governmental spending, i.e. consumption spending and spending on transfers 
and subsidies, which are the two main categories of governmental spending. 

Since this is explorative study, 44 European countries are split into two main 
clusters. The first cluster consists of smaller states, which are those that have 
less than 10 million residents; the second cluster consists of states that have more 
than 10 million residents, and we consider them larger states. Thus, we avoid 
speaking directly of small states due to the issues related to the problematic spec-
trum of medium-sized states, but rather split, given the European context, states 
into two clusters, those below and those above 10 million residents. 

Given the focus of the paper, we analyze the available data for 2009-10 and 
2017-18 time periods, in order to inspect the potential variations related to the 
different global economic conditions, as the first period corresponds to the pe-
riod of the Great Recession, and the second for the period of the global economic 
prosperity. Since data on the fiscal records for the Great Lockdown period are 
still not available, we test the assumptions taken from data for the last global 
economic downturn in order to enable projections on the fiscal impacts of the 
current crisis in smaller and larger states. 

3. RESULTS
The main research question addressed is whether there are any differences re-
garding the fiscal functions of government between smaller and larger states. 
Table 1 presents the outputs for the groups of states of two size clusters. Al-
though the states analyzed are all very diverse, it is evident that the size vari-
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able obviously does not play a role in influencing the extent of governmental 
expenditures, which is not in line with theoretical predictions, in particular for 
the governmental consumption spending. 

Table 1. Evidence on the extent of budgetary part of government for selected European 
countries
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Iceland 32.02 7.99 33.60 9.95 Switzerland 18.24 14.07 17.72 15.47
Malta 25.97 13.19 25.45 15.47 Austria 27.27 25.82 26.16 29.78
Luxembourg 35.56 22.99 34.50 24.39 Sweden 37.14 20.17 35.69 20.32
Montenegro 20.35 18.70 22.20 n.a. Serbia 18.09 23.66 20.50 22.96
Cyprus 17.83 14.32 22.39 14.71 Hungary 28.88 17.78 29.07 20.52

Estonia 28.19 14.95 28.09 12.45 Average – 
smaller 24.82 16.61 25.16 17.65

Slovenia 25.99 18.90 27.06 23.08 Czech 
Republic 29.03 24.89 30.04 18.80

Macedonia 19.40 20.49 19.49 19.74 Belarus 22.71 20.83 n.a. n.a.
Latvia 22.68 11.44 22.40 16.66 Belgium 31.53 29.82 31.39 28.29
Armenia 15.30 8.76 13.75 7.67 Portugal 21.57 19.88 24.62 22.91
Albania 12.01 9.64 12.50 10.09 Greece 22.45 23.05 23.60 22.33
Lithuania 21.07 13.84 23.57 17.58 Netherlands 35.86 24.30 38.56 26.12
Ireland 27.30 11.46 28.40 17.87 Romania 18.55 11.42 20.03 15.33
Moldova 17.99 13.26 19.10 14.91 Poland 23.38 16.61 23.53 18.67
Croatia 24.91 21.43 25.30 19.63 Spain 24.64 20.46 26.24 20.46
Bosnia-
Herzegovina 21.02 17.56 20.82 15.19 Ukraine 23.09 19.33 23.31 21.48

Norway 34.81 19.02 33.83 19.30 Italy 23.56 24.52 25.10 24.15

Georgia 22.14 11.94 21.46 11.85 United 
Kingdom 22.28 17.21 24.57 16.10

Finland 30.28 25.29 30.77 23.54 France 29.93 28.32 29.92 27.41
Slovakia 26.23 19.55 25.11 21.46 Turkey 19.87 13.77 19.19 14.59
Denmark 34.88 20.57 36.50 24.76 Germany 26.88 25.95 25.57 27.71
Israel 28.86 12.49 28.40 10.55 Russia 25.99 18.01 26.30 18.61

Bulgaria 20.46 15.74 20.53 16.63 Average - 
larger 25.08 21.15 26.13 21.53

Sources: EFW (2010 and 2018), author’s calculations.
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Moreover, it is also evident that actually smaller states have, on average, lower 
share of governmental transfer spending in GDP, and this holds irrespectively of 
the time-periods under consideration. This is further reinforced, if the statistical 
analysis is performed, i.e., two-sample t-test assuming unequal variances, where 
the later empirical finding has been supported further (see Table 2 below). 

Table 2. Testing the sample means of budgetary categories for smaller and larger states

2017-18 2009-10

 Consumption 
spending Transfer spending Consumption 

spending Transfer spending

 
Smaller 
states 
N=28

Larger 
states 
N=16

Smaller 
states 
N=28

Larger 
states 
N=16

Smaller 
states 
N=28

Larger 
states 
N=15

Smaller 
states 
N=27

Larger 
states 
N=15

Mean 24.817 25.082 16.608 21.148 25.156 26.131 17.649 21.530

Variance 42.898 20.856 24.663 25.942 39.671 23.174 28.345 20.740

t Stat -0.1578 -2.87026 -0.5669 -2.48889
P(T<=t) 
one-tail 0.437706 0.003663 0.287151 0.009017

t Critical 
one-tail 1.683851 1.695519 1.688298 1.69236

P(T<=t) 
two-tail 0.875411 0.007326 0.574302 0.018033

t Critical 
two-tail 2.021075 2.039513 2.028094 2.034515

Sources: author’s calculations based on data from Table 1.

4. DISCUSSIONS
This piece of research intended to investigate the exposure of European states to 
the current lockdown, where the focus is particularly on assessing the potential 
fiscal impacts of the lockdown, and where the observation differentiates between 
smaller and larger states. We can argue that the size of the state does not affect 
the consumption spending of government, but size variable matters for the trans-
fer expenditures. It is evident that during the economic downturn period, gov-
ernmental spending relatively increases, which is something that is expected due 
to the role of the so-called automatic fiscal stabilizers that majority of countries 
tend to have built into their fiscal policies. However, we cannot make statement 
that economic conditions change the structure of spending when smaller and 
larger states are compared, although variability of transfer expenditures is a little 
bit more explicit in smaller states, which partially corresponds to the assump-
tions derived from the existing literature. Namely, this tends to suggest that dur-
ing the economic boom, smaller states are better off, and they consequently have 
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fewer social problems on average, but this problem relatively enlarges during the 
economic downturn. 

The results of the study suggest that the effect of the size of the country does 
not necessary favor larger countries in respect to the smaller size of government 
due to the potential scale economies, but variations in transfer spending suggest 
a little larger vulnerability and exposure of smaller states to external economic 
shocks. In this context, it becomes of interest to study further the role of inno-
vations in public services that enable the reductions in costs. Furthermore, it is 
evident that vulnerability does not play a major role, but diversity in preferences 
might be more important for the volume of transfer spending, and this might 
justify relatively larger transfer spending observed in larger states, if we seek the 
explanations in the existing literature.

5. CONCLUSIONS
The Great Lockdown, caused by the recent declaration of COVID-19 pandemic, 
has caused severe economic distractions to the majority of world countries. From 
the global perspective, a significant contraction in the foreign direct investments 
and international trade has occurred, to some extent accompanied by the rising 
pressures for economic nationalism. According to the perceived larger openness 
and vulnerability of smaller states, it is thus expected that those countries ought 
to be hit much harder by the economic contraction, as their outputs are much 
more volatile in relation to the economic cycles. In this context, this paper in-
tends to investigate the exposure of European states to the current lockdown, 
where the focus is particularly on assessing the potential fiscal impacts of the 
lockdown, deriving from the existing evidence that stems from similar situations 
in the past. 

The results of the study suggest that the effect of the size of the state does not 
affect the consumption spending of government, as the diseconomies of scale 
might be offset by larger innovations in public services that increase the efficien-
cy of their delivery. In contrast, size variable matters for the transfer expenditure, 
but the major impact does not stem from the external exposure and shocks, but 
from the advantage of smaller states, that, at least on average, originates from 
the ability to utilize the benefits of more uniform population preferences. This is 
reflected in relatively lower levels of transfer spending of government in GDP, 
but the effect of volatility related to economic conditions can still be observed. 
Consequently, this research adds to the development of the discipline of small 
state studies, in particular to the issue of their vulnerability and changing global 
economic environment.
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УВИД У ПОТЕНЦИЈАЛНЕ ФИСКАЛНЕ ИМПЛИКАЦИЈЕ 
ВЕЛИКОГ ЗАТВАРАЊА ИЗ ПЕРСПЕКТИВЕ МАЛИХ ЗЕМАЉА

1 Примож Певцин, Универзитет у Љубљани 

САЖЕТАК
Велико затварање изазвало је озбиљне економске сметње већини свјетских 
земаља, а трендови деглобализације почели су да се повећавају. Глобализа-
ција је у одређеној мјери била корисна за мање економије и била је један од 
фактора који је допринио расту броја земаља широм свијета током посљед-
њих неколико деценија. Према уоченој већој отворености и рањивости ма-
њих држава, очекује се да су те земље много теже погођене економском 
рецесијом, јер су њихови производи много нестабилнији у односу на еко-
номске циклусе. У том контексту, овај рад намјерава да истражи изложе-
ност европских држава тренутном затварању, при чему је фокус посебно на 
процјени фискалних утицаја затварања. Главно истраживачко питање јесте 
да ли постоје разлике у погледу фискалних функција владе између мањих и 
већих држава. Ово се рјешава кроз међународно компаративно истражива-
ње, засновано на подацима за 44 европске земље; и посебно процјењујемо 
како се фискалне активности владе разликују између мањих и већих држа-
ва. Резултати студије сугеришу на то да ефекат величине државе не утиче 
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на потрошњу владе, али је важан за варијабилну величину расхода тран-
сфера. Ово истраживање треба да допринесе развоју дисциплине малих др-
жавних студија, посебно питању њихове рањивости и промјена глобалног 
економског окружења.

Кључне речи: 
мале државе, владини издаци, глобализација, велико затварање, економска 
рањивост.

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


21http://www.ae.ef.unibl.org/

INVESTMENT AND ECONOMIC GROWTH:  
THE EXAMPLE OF BOSNIA AND HERZEGOVINA

1 Jelena Bjelić, Indirect Taxation Authority, Bosnia and Herzegovina
*Corresponding author E-mail: jelena.nemanjabj@gmail.com  

ORCID ID: 0000-0001-9412-2006 

ARTICLE INFO

Original Scientific Paper
Received: 07.09.2020
Revised: 31.10.2020
Accepted: 01.11.2020

doi 10.7251/ACE2033021B

UDC
338.124.4:338.727.22]:316.334.2

Keywords:
investment, economic 
growth, FDI, Bosnia and 
Herzegovina, added value 

JEL Classification:  
F43, E20

ABSTRACT

An investment is a factor of the economic growth and a 
mandatory constituent in the majority of development 
models. This study analyzes the impact of the gross in-
vestment on the economic growth in Bosnia and Herze-
govina (BiH) for the period 2005-2017, and provides the 
assessment of the interdependence of investment and a 
newly added value in industry. The relationship between 
the foreign investment and the economic growth is also 
included. The dependent variables are the GDP growth 
rate and the added value in industry (as % of GDP). The 
independent variables are the total investment rate (as 
% of GDP) and the foreign investment rate (as % of 
GDP). The hypothesis is that the gross investment and 
the foreign investment are positively correlated with the 
GDP growth rate. The investments contribute to a higher 
newly added value in industry. The results show that the 
gross investment is a significant factor of the economic 
growth because there is a high significance and positive 
correlation between the observed variables (the total 
investment and the GDP growth). This shows that the 
investment growth stimulates the economic growth in 
Bosnia and Herzegovina. But the dynamic analysis as 
an investment-GDP ratio shows oscillations. The impact 
of investments on the share of the newly added value in 
industry is insignificant and negative. The results of the 
dynamic analysis are similar. The relationship between 
the variables of the foreign investment rates and the 
GDP growth is significant and positive. Although the 
foreign investments are not sufficient, they still contrib-
ute, to a certain extent, to the economic growth of BiH.
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1. INTRODUCTION
The investments affect the economic growth and the physical capacity (aggre-
gate supply). Without the continuous investment, it is not possible to ensure the 
desired growth, so the research focuses on the analysis of the interdependence 
of investments and the GDP. The indicators are total investments or relative val-
ues (the investment rate = I / BDPx100). In the macroeconomic terms, the total 
(gross) investments are the part of the GDP that is not intended for the personal 
consumption. The investments are associated with the savings and consumption 
(C).

The key balance equation shows that the investments are a constituent of the 
GDP (Y, output), i.e.:

Y = C + I + G + (X – Z)

Y is GDP, C is consumption of goods and services, I is investments, G is sales 
to the state, and X – Z is exports and imports.

It is obvious that the size of the GDP depends on the investments. Furthermore, 
if it is assumed that:

Y = C + S + T

where: S is savings, T is transfers

Decomposition yields another version of the key balance equation:

C + S + T = C + I + G + (X – Z), or (S – I) + (T – G) = (X – Z)

For S > I, the private sector is a net saver, and for S < I, the private sector is a net 
debtor, which indicates the interdependence of the investments and savings, as 
well as the level of the real interest rate.

The analysis of interdependence of the investments and economic growth. The 
Classical economists understand that the rate of investment affects the economic 
growth (Vojnić, 1977), i.e. the GDP growth is a function of investment, or: r = 
f (I), where: r is the rate of the economic growth. This is the basis of the classic 
Harrod-Domar model of the economic growth, which implies that the economic 
growth depends on the growth of investment (due to the growth of savings and 
the efficient use of capital). The model was developed by Roy Harrod (1939) and 
Evsey Domar (1946). They explained why the economy does not grow as much 
as the potential growth rate. In a short term, the investment stimulates the aggre-
gate demand and employment. There is a twofold impact of the investments: the 
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growth of aggregate demand in a short run, and the growth of physical capacity 
in a long run.

The static model has 3 variables: savings, investments and the GDP (Y). The rate 
of the economic growth (r) is the ratio of the savings rate, i.e. accumulation (s) 
and the capital coefficient (k), or: r = s / k, where k = I / Y.

The model is still popular today because it simply projects the economic growth. 
The bottom line is that the GDP growth is tied to two key variables: the savings 
rate and the capital coefficient. The equilibrium growth rate of the economy (r) 
is measured by the growth rate of production and it is equal to the ratio of the 
savings rate and the marginal capital coefficient. Harrod calls this rate the guar-
anteed growth rate (r), which can grow with simultaneous changes in savings 
and the marginal capital coefficient.

The negligence of the time dimension of the Harrod-Domar growth model was 
solved by Samuelson (1988) by introducing the interaction of multipliers and 
accelerators. The dynamic model has the same variables as the static one, and 
each variable has a time dimension. The model equates the growth and the de-
velopment, although the economic growth is purely quantitative. The model is 
applicable to the less developed countries with the labor surpluses and the capi-
tal deficits. Smaller and underdeveloped countries (Tomaš, Radović-Marković, 
2018) do not have income for higher savings rates. The result is a low accumu-
lation of the physical capital. In the era of globalization, the foreign direct in-
vestment (FDI) and the external borrowing enable some additional investments. 
Under such conditions, the balance of payments deficit is a signal that disposable 
income is higher than the GDP, and the total investment is higher than the do-
mestic accumulation (the previous key balance equation).

The general conclusion is that the investments are a condition for the economic 
growth, i.e. investments are an independent variable in relation to the GDP or 
growth rate (ΔY) as dependent variables.

New development approaches are evolving into complex models that include 
new factors: technical progress, productivity, knowledge and innovation, and 
natural resources. The technical-technological progress is promoted by Robert 
Solow (1956): According to him, the economic development is a function of 
the growth of technical progress, knowledge and new technologies. In “A Con-
tribution to the Theory of Economic Growth”, he offers a model of the impact 
of technical progress on a long-term GDP growth. After “Technical Change and 
the Aggregate Production Function” (1957) and “Investment and Technical Pro-
gress” (1960), Solow was awarded the Nobel Prize in 1987 for his contribution 

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


24

 
Jelena Bjelić INVESTMENT AND ECONOMIC GROWTH...

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

to the theory of economic growth. Solow’s model and related theories start from 
the hypothesis that the economic growth depends on capital (K), labor (L) and 
technical progress (Tp) expressed in the accumulation of knowledge and tech-
nological progress that encourage growth productivity of labor and capital (K, 
I). Thus, the classical production function gets a new variable (Tp), and the GDP 
growth is expressed with the equation:

Y = f (Tp, K, L), ili Y = (K, Tp·L)

The technological progress in the Solow model is an exogenous variable, so this 
factor has not been explained by the model. Later, the discovery of the theory 
of the endogenous growth attempts to explain how the GDP grows. The endog-
enous theory of growth is reinforced by great economists, among them the Nobel 
laureate Paul Romer (1994). The technical progress and knowledge are included 
as an endogenous variable. The segments and the whole of endogenous theory 
are explored by Robert Lucas (1988) and other economists. In the new research, 
Robert Lucas Jr. (2015) observes the positive impact of the human capital on the 
production function (growth) and the level of aggregate supply. The conclusion 
is: most classical and new models include investments that are explored as an 
independent variable, while the amount or increment of GDP is mostly a depend-
ent variable. The technical progress is also an important variable of the economic 
growth, which can be expressed through various indicators.

The total investments in the developed economies amount to about 1/5 or 20% 
of the GDP (the investment rate). In the European Union (EU), until the crisis of 
2008/2009, the investment rates were around 20% of the GDP (today 18-19%). 
Bosnia and Herzegovina is a small developing country belonging to the West-
ern Balkan region (for the WB and the IMF, small countries have less than 1.5 
million inhabitants). It consists of two entities, the Federation of BiH and the 
Republic of Srpska (RS). In addition to the non-completed reforms, it is charac-
terized by a complex constitutional and legal structure, and political instability. 
As one of less developed countries in Europe, it has high unemployment rates 
and problems in servicing the social sphere. Therefore, BiH is expected to have 
above-average growth that existed until the crisis of 2008/2009 (close to 6%). 
After the crisis, the growth was low and uneven. The reasons are the mentioned 
economic crisis, but also the constitutional-legal and political instability which 
is reflected in unemployment, corruption, poor social protection and increased 
emigration.

The condition of the BiH industrial sector is unsatisfactory in the majority of 
branches, even in those where there is a comparative advantage such as the elec-
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tricity generation. The service and agricultural sectors are not in a better position 
either. That is why BiH needs to finish the process of the economic and social re-
forms, and in particular, to restructure the economy by focusing on competitive-
ness and exports. The global economy and the economies of scale are imposing 
increasingly stringent standards of competitiveness. By implementing the SAA, 
with the membership in CEFTA, and the comprehensive European integration 
process, BiH is looking for ways to recover its economy and meet the EU stand-
ards on sustainable, smart and inclusive growth.

2. MATERIAL AND METHODS
The topic of research and hypothesis. Before the outbreak of the crisis, Bosnia 
and Herzegovina recorded high growth rates (around 6% until 2008). The invest-
ment rate was higher than the EU average. Since 2015, the growth rates were 
around 3% and the investment rates around 18%. At the end of the observed 
period, the FDI is not significant (1.7-2.6% of GDP). Table 1 shows the values 
of the GDP, investments and the added value in industry.

Table 1. GDP growth, investments, FDI and the value added in % (BiH, 2005-2017)

Year
GDP growth Gross investments  

(% GDP)
Foreign investments 

(% GDP)
Industry added value  

(% GDP)
GDP GROWTH GFCF INV FDI INDPARTIC

2005 8.76 27.14 5.56 21.35
2006 5.42 22.60 6.57 20.96
2007 5.86 22.74 11.68 21.70
2008 5.43 24.15 5.26 23.15
2009 -3.00 19.84 0.79 22.84
2010 0.87 17.39 2.58 22.39
2011 0.96 18.52 2.53 22.13
2012 -0.82 18.65 2.28 21.54
2013 2.35 17.96 1.72 22.23
2014 1.15 19.48 2.94 22.06
2015 3.08 17.83 2.29 22.54
2016 3.14 17.35 1.67 23.17
2017 3.19 18.04 2.56 23.94

Source: Created by the authors, using data from the World Bank (2018), the United Nations 
Industrial Development Organisation (UNIDO, 2018). 
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The research on the impact of the investments on the economic growth comes 
down to determining the interdependence between the total investment, foreign 
investment, the GDP growth and other indicators. The research topic is the anal-
ysis of the impact of the gross investment and the FDI on the economic growth 
on the example of BiH for the period 2005-2017, as well as the assessment of the 
impact of investments on a newly added value in industry. Results are compared 
with theoretical assumptions and relevant research for the economies of similar 
countries and BiH.

A decrease in the investment rate is accompanied by the growth of the gross sav-
ings, so the potential domestic capital for investment is absolutely and relatively 
growing. At the same time, domestic and foreign investments in BiH should 
be focused on sustainable, productive and technologically progressive develop-
ment. The GDP growth can be accelerated by higher investments in industries 
and services that are oriented towards export and tradable goods and services. 
The BiH economy must be quickly restructured, and development must be en-
hanced using classical and neoclassical methods, and focusing on investments 
and other drivers of growth.

The hypotheses arise from the research topics. The starting hypothesis is: the 
gross investment is the driver of the economic growth (of higher growth rates). 
Without an increase in investment, the faster GDP growth in Bosnia and Herze-
govina is not possible. In addition, the impact of the FDI on the GDP growth is 
examined, as well as the qualitative aspect of growth and development through 
the relationship between investments and newly added values in industry. The 
assumption is that investments, through the influence of technical and techno-
logical progress, lead to a higher added value in industry and have a multiple 
effect on the GDP growth.

Defining variables and statistical basis. Four variables will be used in the paper: 
the GDP growth rate and the added value in industry (as % of GDP) as dependent 
variables, and the total investment rate (as % of GDP) and the foreign investment 
rate (as % of GDP) as independent variables.

The statistical basis consists of relevant international sources which can be seen 
in the following table.
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Table 2. Definition of variables and statistical sources

No Name of 
indicators

Denotation 
in the model Explanation Source

1 GDP growth,
(annual %)

GDP 
GROWTH

Annual percentage growth rate 
of GDP at market prices based 
on constant local currency. 

World Bank national 
accounts data, and OECD 
National Accounts data 
files.

2 Gross fixed 
capital 
formation, 
(% of GDP)

GFCF INV Gross fixed capital formation World Bank national 
accounts data, and OECD 
National Accounts data 
files.

3 Industry value 
added
(including 
construction), 
(% of GDP)

INDPARTIC Industry corresponds to ISIC 
divisions 10-45 and includes 
manufacturing (ISIC divisions 
15-37). Value added is the net 
output of a sector after adding 
up all outputs and subtracting 
intermediate inputs. 

Industrial Development 
Report (2018)

4 Foreign 
investment 
inflow, 
(% of GDP)

FDI Inflow of foreign investment. 
It comprises the pecentage of 
GDP. Theoretically, investments 
are a factor of macroeconomic 
balance and an important driver 
of the economic development. 

World Bank, national 
accounts data.

Source: Created by the authors, using data from the World Bank (2018), the United Nations 
Industrial Development Organisation (UNIDO, 2018). 

The Regression Analysis – static approach. The research is based on determin-
ing the interdependence of one variable from another, or of several different 
variables. The dependent variable whose variations can be explained by changes 
in other independent (regression) variables is primary. The stochastic relation-
ship model between dependent and independent variables is a regression model. 
It is expressed by an equation where the dependent variable Y is represented as 
a linear or nonlinear function of the independent variables (x1, x2, ...., xk). The 
stochastic relationship Yi (x1, x2, ...., xk) is characterized by the fact that each 
vector of independent variables (x1, x2, ...., xk) has a distribution of values of the 
dependent variable. Introducing a random variable into the model, we have:

Y = f (x1, x2,....,xk) + e

(a dependent variable Y can also be called a response, endogenous or output 
variable, and independent variables can be called exogenous or input variables)

The formula for the estimated simple linear regression function is:

Ŷi = b0 + b1xi
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where: Ŷi - value depending on the variable (on the best adjusted regression 
line);
b0 and b1 - unknown regression parameters (to be estimated).

Finally, the stochastic character of the linear relationship of the dependent (Y) 
and independent variable (x) is introduced into the simple linear regression mod-
el, so we have:

Yi = β0 + β1 ⋅ xi + ε i  (i = 1,…,n)

where: Yi - i-th dependent variable; xi - i-th independent variable; β0, β1 - re-
gression parameters; εi - stochastic member; n - size of the basic set.

The Regression Analysis – dynamic approach. Although many econometric 
models are formulated by static equations, it is possible for the time series to 
form models in which the concept of time plays the central role (so-called dy-
namic models). In dynamic models, the dependent variable depends not only on 
the current value of the explanatory, but also on its shifted (lag) value. There are 
generally two types of dynamic models: 

(1) the distributed lag models (DLMs), which include shifted (lag) values of 
independent (or explanatory) variables; and

(2) the autoregressive models (AR) that include the residual values of the de-
pendent variable.

The paper uses the DLM model of the impact of shifted investment values as % 
of GDP (as an independent variable) on the dependent variable (Gross Domestic 
Product/Added Value of Industry as % of GDP). The formula for DLM is:

Yt =α + β0Xt + β1Xt−1 + β2Xt−2 +!+ β p Xt− p + ε t =α + βii=0
p∑ Xt−i + ε t

where β are the residual value coefficients of the independent variable X.

The Yt reaction after the Xt change is distributed in the model over several time 
periods. There are p shifted (delayed) values of the independent variable in the 
model, including the current Xt value, so the full effect requires p + 1 of the 
period of change Xt to affect Yt. The meanings of the above formulations: the 
parameter β0 is an influential multiplier that shows what the average change in 
Yt will be when Xt is changed by one unit. The parameter βi is similar and shows 
the average change of Yt with increasing Xt-i per unit, that is, the increase in 

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


29

(ACE) Acta Economica, Vol. XVIII, No. 33, 2020 21 – 41

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

unit X made in the periods before t. For this reason, β are also called temporary 
multipliers of order. 

3. PREVIOUS RESEARCH
In the economic theory, investments are a factor of the economic growth and 
development. The investment is a constituent of a number of growth models, in-
cluding the classic Harrod-Domar and more complex Solow growth model. The 
investment as a growth factor is positively correlated with the GDP growth rate, 
i.e. ΔY (Burda & Wyplosz, 2016). When it comes to the Harrod-Domar model, 
it is still an unavoidable approach in the analysis of investments and growth. 
Pan Yotopoulos and Jeffrey Nugent (1976) see the so-called fundamentalism of 
capital, i.e. the physical accumulation of capital as a factor of the growth accel-
eration and development in the 1950s. King and Levine (1994) deal with the fun-
damentalism of capital in the context of the economic growth and development. 
The theoretical basis of the capital fundamentalism is the Harrod-Domar model, 
which became popular again in the 1990s. The reason for the return of the model 
is the advancement of the endogenous growth theory because the proponents of 
this approach criticize the so-called AK models, and complement the neoclassi-
cal Solow-Swan growth model and the declining yields of the production factors 
(Easterly, 2001; Ray, 1998; Barro and Sala-i-Martin, 1995; Aghion and Howitt, 
1998). Harcourt (2006) also criticizes the model, analyzing 4 concepts of the 
growth rate: expected, real, justified and natural. He criticizes Harrod’s “non-
elegant” definition of the growth rate. In new analyzes, the model is critically 
examined by Cesaratto (2015). New critiques of the Harrod-Domar model relate 
to the assumption of the need for greater borrowing by developing countries in 
order to invest additional capital (investment) and create conditions for the eco-
nomic growth. However, this approach leads to debt repayment problems and it 
slows down development in the long run (Todaro and Smith, 2015).

The factors that determine the volume of investment are the interest rate and the 
growth of the national income (Jakšić, Praščević, 2011). The national income 
depends on investments, i.e. on the investment demand. The real interest rate 
drives investments in developed economies, i.e. I = f (r), where: r - real interest 
rate. The interest rate growth lowers the volume of investment (and the optimal 
level of capital). Conversely, lower interest rates stimulate investments (Michael 
Burda, Charles Whiplos, 2016).

Lipsi (2001) applied the market size and the growth indicators to explain the 
inflow, outflow, and the investment flows using the variables: the nominal GDP 
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and the gross fixed investment (% of GDP). He concluded that if markets dif-
fered in size, the investment trends also differed.

Bartlett (2008) analyzes the Western Balkans, including structural reforms and 
direct investment. He proves high unemployment and slower GDP growth, i.e. 
the investment deficit. The investments as a factor of growth and competitive-
ness are explored by Weng and Lui (2006), similar to Buckley, Clegg and Weng 
(2005). Lovrinčević, Marić and Mikulić (2005) observed a positive significant 
relationship between the total inflow of foreign capital and the level of domestic 
investment, and a positive relationship between the FDI, the level of specializa-
tion and changes in the structure of export goods for the countries in transition. 
The change is made by higher exports of products with a higher share of the 
added value.

The growth of international trade follows the growth of the international capital 
movements, so there is a need to research the impact of foreign investments on 
the growth and development. Most of them are based on the regression model, 
the panel analysis or some other econometric methods.

By using the panel method, Nakov (2004) analyzes the impact of the FDI on the 
GDP in about twenty transition countries, and proves the negative impact of the 
FDI on the GDP trends. An example from eight European and eight Asian devel-
oping countries is explored by Mahmoodi & Mahmoodi (2016). They prove the 
causality of the GDP and FDI. Hunya and Škudar (2006) investigate the impact 
of the FDI in Croatia on employment, growth, exports and fiscal revenues. Ac-
cording to them, the FDI must be a major driver of the economic growth because 
it affects productivity, propensity to export and growth in profitability.

Vukšić (2005) investigates the impact of foreign investments on the exports of 
the processing industry, which has a positive effect on exports, but the impact 
is relatively weak. He determines the export potentials in the case of attracting 
the FDI for the industry. Bogdan (2009) investigates the impact of the foreign 
investment on the GDP growth for the European transition countries. He proves 
that the FDI is negative and insignificant in relation to the GDP trends. BiH au-
thors, Silajdžić and Mehić (2015) investigate the impact of the foreign direct in-
vestment on the growth of seven transition countries in the Southeastern Europe 
for the period 1998-2007. The key result is a positive and statistically significant 
impact of the FDI on the GDP growth, with the impact of the FDI being statisti-
cally more significant if domestic investments are added to the analysis. In addi-
tion to this, Mehić, Silajdžić and Babić-Hodović (2013) conduct a new research 
and come to similar results. Domazet (2016) proves the impact of the FDI on 
the restructuring processes of some public companies in BiH, and the contribu-

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


31

(ACE) Acta Economica, Vol. XVIII, No. 33, 2020 21 – 41

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

tion to improving the investment climate, rather than the employment growth. 
The variables examined ranged below the possibilities expected from the FDI 
inflows. Jože Mencinger (2003) investigated the relationship between the for-
eign investment and the economic growth for 8 transition countries from 1994 
to 2001. He found a persistent negative relation which he argued was due to the 
foreign investment. The relation is negative due to the dominance of takeovers in 
the acquisition of the ownership during the transition. Mencinger estimates that 
the privatization income was spent on consumption and imports. He also investi-
gates the balance of payments and the foreign investment ratio. He believes that 
the transition countries are generally small, and the FDI is concentrated in retail 
and finance, which has an impact on the overall investment efficiency.

Globerman, Shapiro, and Tang (2006) prove that the EU accession has had a 
positive impact on the investment growth in the EU candidate countries. Claus-
ing & Dorobantu (2005), and Barell & Holland (2000), have found that the EU 
membership has led to the investment growth.

The previous research indicates differences in the perception of the impact of the 
FDI on the GDP growth. Obviously, there are authors who refute the hypothesis 
of the unconditional positive effect of the FDI on the GDP growth and the eco-
nomic well-being of the recipients of foreign investments.

4. RESULTS
The model where the economic growth serves as the gross investment. The 
Regression Analysis is used to assess the relationship between the Gross Fixed 
Capital Formation - GFCFINV and the GDP Growth. The results (Table 1) show 
high significance of the gross investment in explaining the GDP trends (results 
and probabilities of T and F statistics), as well as the consistency of the data. The 
coefficient of determination R2 = 0.51 indicates a medium-strong correlation 
(the square root of the coefficient of determination is R = 0.71).

Table 3. Results of Regression Analysis, GDP growth-dependent variable, GFCFINV- 
independent
Variable Coefficient Std. Error t-Statistic Prob.
GFCFINV 0.722733 0.120501 5.997728 0.0001
C -11.74938 2.772173 -4.238327 0.0014
R-squared 0.510222
F-statistic 11.45914
Prob(F-statistic) 0.006087

Source: The authors’ calculation in Eviews program
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The result of the regression analysis is the equation: GDPGROWTH = - 11.75 + 
0.723 x GFCFINV

Thus, a change in the gross investment by one unit affects the change in the 
GDP by 0.72 units. This is an econometric confirmation of the hypothesis that 
in the period 2005-2017 in BiH, investments were the factor of the GDP growth. 
As there is a high correlation between the observed variables, the conclusion is 
that the investment is one of the key growth factors. The result convenes with 
the research on the growth models that include investments: Lovrinčević, Marić 
and Mikulić (2005), Wie and Lui (2006), Buckley, Clegg and Weng (2005) and 
Bartlett (2008), as well as Silajdžić and Mehić (2015).

For a dynamic (long-term) analysis of the impact of investments on the GDP, 
the selection of the optimal number of shifts is tested by using five information 
criteria: LR - sequential modified LR test statistic, FPE: Final prediction error, 
AIC - Akaike information criterion, SC - Schwarz information criterion, HQ - 
Hannan -Quinn information criterion. The number that meets the largest number 
of criteria is used to select the optimal number of shifts in the dynamic analysis 
of the time series. The result shows that three criteria determine four optimal 
shifts: AIC, SC, HQ.

Table 4. Determining the optimal number of shifts in a dynamic autoregressive model 
VAR Lag Order Selection Criteria

Lag LR+ FPE++ AIC+++ SC++++ HQ+++++

0 NA* 1.847894 6.287958 6.331786 6.193378
1 7.796510 1.289991* 5.877428 6.008911 5.593688
2 2.335040 2.203632 6.182557 6.401696 5.709657
3 2.193537 3.844700 5.974678 6.281472 5.312618
4 0.000000 NA -103.5954* -103.2010* -104.4466*

* indicates lag order selected by the criterion;+ sequential modified LR test statistic (each test at 
5% level),
++ Final prediction error, +++ Akaike information criterion, ++++ Schwarz information criterion,
+++++ Hannan-Quinn information criterion.
Source: The authors’ calculation in Eviews program

After the test for the selection of the optimal number of shifts, where four shifts 
were selected as the number of delayed values of variables, in the further proce-
dure the regression analysis of the time series GDP Growth and GFCFINV with 
shifted four years is applied.
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Table 5. Results of Regression Analysis with a shift, GDP Growth - dependent variable
Variable Coefficient Std. Error t-Statistic Prob.  
C 31.85748 4.300348 7.408119 0.0051
GFCFINV -1.237728 0.268189 -4.615140 0.0191
GFCFINV(-1) 0.166906 0.177894 0.938238 0.4173
GFCFINV(-2) -0.239813 0.148284 -1.617252 0.2042
GFCFINV(-3) 0.217986 0.147037 1.482524 0.2348
GFCFINV(-4) -0.514596 0.107117 -4.804063 0.0172
R-squared 0.979321
F-statistic 28.41426
Prob(F-statistic) 0.009910

Source: The authors’ calculation in Eview program

The Regression Equation of time series analysis with a shift of 4 years:

GDPGROWTH = 31.86 - 1.24 x GFCFINV + 0.17 x GFCFINV(-1) - 0.24 x 
GFCFINV(-2) + 0.22 x GFCFINV(-3) - 0.51 x GFCFINV(-4)

The regression analysis with a shifted time series of four years shows that the 
gross investment is significant for the GDP trends as a dependent variable (R2 = 
0.98). However, the direction of influence on the dependent variable oscillates 
by years (positive in the first and third shifted year, with the original values   of 
investments; shifted in the second year, and negative in the fourth year). The re-
sults of the dynamic analysis imply the conclusion that the relationship between 
the share of the gross investment in GDP and the GDP growth rate in the long 
run is unstable (unlike the static analysis which showed a positive and significant 
relation). The explanation is that the gross investment in the long run is not con-
tinuous and multiplicative according to the GDP variable. On the contrary, the 
direction changes from positive to negative over the years. This is explained by 
the fact that the investments in Bosnia and Herzegovina are not directed towards 
sectors where GDP increases and multiplies relatively quickly (e.g. the sectors of 
industry and services), but more is invested in public facilities, infrastructure or 
the growth of fixed capital in non-productive activities. The reasons are post-war 
reconstruction, the construction of the new and the reconstruction of old infra-
structure, etc. The consequences can be a low level of the added value in industry 
and the slow growth of the service sector.

The model where the added value of industry serves as the gross investment. In 
the BiH economy, in addition to insufficiently high growth rates, there are also 
some structural problems. The analysis of the impact of the investments on the 
amount of the newly added value in industry (and indirectly of the impact on the 
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GDP) assumes that the investments are a major driver of the industry growth 
and the higher added value. The investments are positively correlated with the 
growth of the added value in industry. This hypothesis coincides with newer 
theories of growth, which, in addition to investments (I, K), include technical 
progress (Tp) as a growth factor. It is assumed that the added value in industry 
grows as a result of increased technical-technological performances, research 
and development. The share of the newly added value in industry in the GDP is 
taken as a dependent variable, and the share of the GDP gross investment is taken 
as an explanatory variable.

The result of the regression analysis is the formula:

INDUSTRIPARTIC = 24.66 - 0.12 x GFCFINV

The regression coefficient is 0.12 while the coefficient of determination R2 is 
0.19. The econometric analysis shows that the relationship between the variables 
is insignificant and negative.

The dynamic analysis was also performed, as well as testing in order to select the 
optimal number of shifts with five criteria: LR, FPE, AIC, SC, HQ, and results in 
an optimal number of shifts of four years (per AIC, SC, HQ).

The result of the regression analysis with a shift of four years is the formula:

INDUSTRIPARTIC = 25.37 - 0.30 x GFCFINV + 0.29 x GFCFINV(-1) - 0.09 
x GFCFINV(-2) + 0.17 x GFCFINV(-3) - 0.21 x GFCFINV(-4)

The coefficient of determination R2 = 0.34 is on the borderline of acceptability, 
and the correlation between the variables is moderate (R = 0.58). The results of 
the dynamic analysis are similar to the results of the static analysis. The coef-
ficients of investments with the original data have a negative direction, as well 
as in the shift of the second and the fourth year, but they are statistically insig-
nificant (the first and the third shifted year have a positive sign; the investments 
with the original data have a negative sign in the second and the fourth year). 
Thus, neither the basic nor the “shifted” values of the investments are significant 
in relation to the variable of the share of the newly added value in industry in 
the GDP.

The model where the GDP is in the function of FDI. Finally, the impact of the 
FDI’s share of the GDP on Bosnia and Herzegovina’s GDP growth rate will be 
examined. The result of the regression analysis is the formula:

GDPGROWTH = - 11.52 + 0.72 x FDI
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The result is a significant and positive direction of the FDI participation in the 
GDP, in explaining the GDP growth rate (the results and probabilities of the T 
and F statistics). The regression coefficient is high and amounts to 0.72. The 
coefficient of determination is R2 = 0.46 at the borderline of acceptability and 
indicates a moderately strong correlation (R = 0.68). The results imply that the 
GDP GROWTH movement is consistent with the changes in the FDI. This is an 
econometric confirmation of the hypothesis that in BiH, in the period 2005-2017, 
the inflow of foreign investment statistically positively explains the movement 
of the GDP. The result coincides with the Hunya and Škudar’s (2006) research 
on the impact of the FDI in Croatia, which should drive the economic growth 
because it affects the export propensity and profitability, as well as Silajdžić and 
Mehić (2015) on the impact of the FDI on the growth in transition countries. The 
econometric analysis confirms the research of Domazet (2016) which found that 
the FDI in Bosnia and Herzegovina contributed to the growth of the investment 
climate, moderate growth and employment. However, Domazet states that better 
effects are expected from the FDI, which shows that the level (inflow) of foreign 
investments in Bosnia and Herzegovina is still low.

5. DISCUSION
According to classical understandings, investments are a key macroeconomic in-
dicator. They are generated from savings as a part of the unspent GDP. The glob-
al economy affects the growth of total investment due to external lending, joint 
ventures or FDI. The primary goal of investment is the GDP growth through the 
physical growth of products and services. An important aspect of investment is 
the investment demand, which leads to the acceleration of the economic growth 
and the growth of the aggregate supply. The movement of investments depends 
on the level of the real interest, the value and the growth of the GDP, the state of 
the business environment and other factors.

However, the relationship between the investment and the economic growth is 
crucial, because the appropriate investment rates achieve the targeted economic 
growth rates. The results of various studies are mainly reduced to the existence 
of a direct and significant correlation between investment and the GDP. It is also 
the basis of the classical Harrod-Domar model, and other simple and complex 
models based on the simple fundamental formula r = f (I).

The paper investigates the relationship and the impact of investments on the 
GDP, and the relationship between the FDI rate and the GDP growth. The re-
lationship between the investment and a newly added value in industry as a 
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qualitative and structural indicator was investigated, especially in the context of 
trends and the relationship between the total investment and the GDP. In Bosnia 
and Herzegovina, the gross investments (excluding shifts) have a positive direc-
tion (impact) in relation to the GDP growth. The obtained result is in line with 
the most classic and new approaches to the economic growth. Other results of 
the econometric analysis confirmed that there are problems in the BiH economy. 
First of all, when the impact of the gross investment on the GDP shifts, there are 
reflections on the results due to the investment in infrastructure and the public 
sector. The results mainly coincide with the works of Lovrinčević, Marić and 
Mikulić (2005), Wie and Lui (2006) and Bartlett (2008). Silajdžić and Mehić 
(2015) found a greater statistical significance with the domestic investments be-
ing included in the analysis of the foreign investments.

In the era of globalization, the foreign investment is an important external source 
of new investments. The total amount of investments in the majority of countries 
is around 1/5 or 20% of the GDP. In Bosnia and Herzegovina, the investment 
rate is around 18% of GDP, but the share of foreign investment is insufficient. 
Although the expectations of developing countries are high, some research re-
futes the hypothesis that the FDI is the key to the economic growth. Basically, 
these are quantitative analyses that result in a negative correlation between the 
FDI and the GDP variables, or show the insignificance of the model. For some 
researchers, this is enough to challenge the impact of the FDI on the economic 
growth, such as Jože Mencinger (2003).

Nevertheless, the majority of the research papers in the past two decades prove 
a positive correlation between the FDI and the GDP. The regression analysis for 
BiH shows a significant and positive direction of the FDI’s share in the GDP 
in terms of explaining the GDP growth rates. The foreign investment statisti-
cally positively explains the GDP trends, but their inflow is insufficient, slightly 
above 2% of the GDP. The reasons are: economic and political instability, bad 
investment climate, dysfunctional institutions and corruption. The results coin-
cide with the research of Domazet (2016), which analyzes the FDI in BiH in the 
context of restructuring the public sector and improving the investment climate, 
as well as Hunya and Škudar (2006) who believe that the FDI in Croatia must be 
a major driver of the economic growth (similar to BiH).

Industry is the key sector of developed economies. Milton Friedman (2002) be-
lieves that there is no developed society without developed industry, which con-
firms the economic power of the United States. A newly added value in industry 
is a qualitative indicator of development; technologically modern and competi-
tively oriented branches have a higher level of a newly added value. Developed 
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industries create more added value. It depends on the technical and technological 
characteristics of production and the growth of the labor productivity. Robert 
Solow uniquely recognizes them as technical progress. In the industry of Bosnia 
and Herzegovina, the ratio of gross investment and the added value in industry 
is insignificant and it is changing its direction, which can be explained by social 
(in)efficiency and structural problems.

6. CONCLUSION
The results of the research have led to the following conclusions:

1. The gross investments in Bosnia and Herzegovina are a significant factor of 
the economic growth. In the observed period, there is a high significance and 
a positive correlation between the observed variables (the share of the total in-
vestment in GDP and the GDP growth rate), which confirms the hypothesis that 
without more investment, BiH cannot achieve higher economic growth rates. 
The results of the regression analysis imply multiple effects of the total invest-
ments on the economic growth of BiH.

The dynamic analysis shows that the optimal number of shifts is four years and 
that there is an oscillation in terms of the investment-GDP growth relation (ex-
plained by the need to invest in infrastructure and public investments).

Conclusion in the form of recommendation: if BiH wants to achieve a faster 
GDP growth, the priority must be given to the investments in industry and the 
service sector, especially in industries where the investments pay off faster. 

2. The impact of the share of the gross investment in the GDP on the share of 
a newly added value of industry in the GDP of Bosnia and Herzegovina is in-
significant and negative. A similar result is obtained with the dynamic analysis 
showing that the optimal number of shifts is four years. The coefficient of deter-
mination is at the borderline of acceptability, where the correlation of variables 
is moderate (gross investment coefficients in the first and the third shifted year 
are positive, gross investment coefficients are with the original data, and in the 
second and the fourth shifts they have a negative sign).

The results of the dynamic and the static analysis are similar (insignificant and 
negative). They correspond to the poorer economic structure of industry, non-
competitiveness and less export orientation (non-tradable versus tradable goods 
predominate).

The conclusion in the form of recommendation: Bosnia and Herzegovina must 
choose a strategy focused on exports, competitiveness, smart and sustainable 
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development, activating potentials from the category of technical progress. We 
should strive to have the export growth of industrial products with a higher share 
of the added value.

3. The relationship between the variables: the share of the FDI in the GDP and 
the GDP growth rate are significant and positive. This is a confirmation of the 
hypothesis that the FDI, to some extent, contributes to the economic growth in 
BiH. However, the foreign investment in Bosnia and Herzegovina is not large. 
Consequently, the effects on the economic growth are modest. The conclusion 
in the form of a recommendation: it is necessary to improve the business envi-
ronment and wider social climate in order to attract foreign investments. At the 
same time, foreign investors should insist on “fair relations” in the exploitation 
of non-renewable resources, as well as on the labor legislation. The preference 
should be given to the greenfield investments over the brownfield investments 
(Mencinger, 2003).
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ИНВЕСТИЦИЈЕ И ЕКОНОМСКИ РАСТ: 
ПРИМЈЕР БОСНЕ И ХЕРЦЕГОВИНЕ 

1 Мр Јелена Бјелић, Управа за индиректно опорезивање, Боснa и Херцеговина 

САЖЕТАК
Улагање је фактор економског раста и саставни дио већине развојних мо-
дела. Ова студија анализира утицај бруто инвестиција на економски раст у 
Босни и Херцеговини (БиХ) за период 2005-2017, као и процјену међуза-
висности инвестиција и нове додате вриједности у индустрији. Укључен је 
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и однос између страних инвестиција и економског раста. Зависне промјен-
љиве су стопа раста БДП-а и додата вредност у индустрији (као % БДП-а). 
Независне промјенљиве су укупна стопа улагања (као % БДП-а) и стопа 
страних инвестиција (као % БДП-а). Хипотеза гласи да су бруто и страна 
улагања позитивно повезани са стопом раста БДП-а. Улагања доприносе 
већој додатој вредности у индустрији. Резултати показују да је бруто инве-
стиција значајан фактор економског раста, јер постоји велики значај и пози-
тивна корелација између посматраних промјенљивих (укупне инвестиције 
и раста БДП-а). То показује да раст инвестиција стимулише економски раст 
у Босни и Херцеговини. Међутим, динамичка анализа као однос између 
улагања и БДП показује осцилације. Утицај инвестиција на удио нове дода-
те вредности у индустрији је безначајан и негативан. Резултати динамичке 
анализе су слични. Веза између промјенљиве стопе страних инвестиција и 
промјенљиве раста БДП-а је значајна и позитивна. Иако стране инвестиције 
нису довољне, оне ипак донекле доприносе економском расту БиХ. 

Кључне ријечи: 
инвестиције, економски раст, СДИ, Босна и Херцеговина, додата вријед-
ност.
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ABSTRACT

This study employs binary logistic regression technique 
to explore the impact of household debt-servicing bur-
den on expenditure patterns in South-West geo-politi-
cal region of Nigeria, using Ekiti State as a case study. 
Questionnaires were randomly distributed to 2500 
households, and the results unveil that households with 
high income, large family-size and heads within the age 
group (40 and above) were more susceptible to debt-
burden. In addition, the paper highlighted that indebt-
edness compromises the quality of nutrition and health 
status of household members. Based on the above find-
ings, we conclude that high indebtedness and debt bur-
den trajectories cause deleterious effects on household 
consumption patterns and overall economic well-being. 
Thus, household heads should inculcate fiscal disci-
pline which promotes saving culture and averts future 
shocks that could emanate from precautionary demands. 
Second, debt providers should regulate loans in cogni-
zance to household repayment capacity and other stipu-
lated policies which break the vicious cycle arising from 
over-indebtedness, install stability and spur economic 
development.
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1. INTRODUCTION
Household debt is a significant part of the monetary framework. This is on the 
grounds that it has the possibilities to smoothen consumption, promote invest-
ment and various aspects of the informal venture as put by Sommarat, Atchana, 
Krislert & Bhumjai (2020). Clearly, over the most recent couple of decades, the 
worldwide economy has been confronted with two interrelated yet comparable 
challenges as per (Lombardi, Mohanty & Shim, 2017). To start with, it is the 
sizeable ascent in household debt following the subprime emergency of 2007-
2008 and the resultant consistent decrease in the price of unrefined petroleum 
as noted by Scott & Pressman (2019). These have set off an influx of financial 
downturn from the US through the developed economies of North America, Eu-
rope, and Japan towards the developing economies of Asia and the Middle-East 
down to the developing nations of Africa. Second is the outstanding fall in the 
private consumptions, regardless of radical decrease in the worldwide interest 
rate, henceforth, making global development stay frail and economic recupera-
tion extremely illusive. The aforementioned may have emanated as a result of 
the adverse effect of the demand side of debt mainly accounted for by the burden 
of debt-servicing. 

Following the standard macroeconomic models, it is doubtful that household 
debt assumes a restricted role, since it can smoothen household consumption pat-
tern; despite the fact that it is not a key determinant of consumption. The above 
notwithstanding, household debt and inability to adequately service their debts 
are the major determinants of the most recent financial crisis and resultant eco-
nomic recessions. Drawing from the aforementioned, the previous decades have 
seen at least three varieties of evidence on the connection between household 
debt-servicing burden and consumption designs. 

An abridgment of literature including Schularick & Taylor (2012) and Jorda et 
al. (2013, 2015 and 2016) contends that rising debt levels are not just significant 
pointers of looming future financial crisis; though, it is the key in estimating 
the level of crisis. Further, Drehmann and Juselius (2014) offered help to the 
perspectives above by surmising that household debt-servicing costs to a huge 
degree predict the future defenselessness of economies to banking stress and 
recession. Despite the fact that the basic neoclassical models recommended that 
debt accumulation is trailed by desires to upshoot future output growth by means 
of aggregate demand; notwithstanding, Main et al. (2015) invalidate it since their 
analysis uncovers that consumption declines with an expansion in household 
debt-to-GDP ratio. 
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In addition, literature evidence from the micro-level analysis with a focus on 
household behavior during an economic melt-down (Main & Sufi, 2010; Dynan, 
2012; Mian et al. 2013), clearly reveals that debt-servicing patterns suppress 
consumption. More so, by modeling debt-limit, some factors may cause the con-
sumption patterns of debtors and creditors to diverge (King, 1994; Guerrieri & 
Lorenzoni, 2011, Curdia & Woodford, 2010, Hall 2011, Eggertsson & Krugman, 
2012). These factors might include uninsurable income risks and losses incurred 
by financial intermediaries.

Recently, authors such as Ceccheti & Kharroubi (2005) and Borio et al. (2016) 
pinpointed the need to look beyond the demand-side effects of debts while con-
sidering the economic implications of financial booms and busts. Thus, the sup-
ply-side effects of household debt-servicing cannot be overemphasized. This is 
because the dwindling repayment patterns and defaults in debt repayment are 
some of the factors affecting the supply-side. Other discourse ignored in litera-
ture is the varying fragility across countries as well as diversities among house-
holds, which aid understanding of the existing heterogeneity of households and 
the degree of complications on debt-servicing of consumption patterns (Krislert 
& Bhumjai, 2020). In this current study, modeling of the heterogeneous nature of 
households in three senatorial districts of Ekiti State is unique because data are 
obtained from both the urban and rural municipalities. More important, the study 
employed both descriptive analysis and binary logistic regression technique. 

Also, the study seeks to examine the applicability of the life-cycle hypothesis 
among households within the study area (Schularick & Shim, 2017). Notably, 
household debt and debt-servicing trigger inequality (Giruad & Grasseli, 2019; 
Kakar, Daniels & Petrovska, 2019), and as such it becomes harmful if debt over-
hangs. Thus, there is the need for ameliorative measures. Furthermore, the iden-
tification of some key demographic characteristics of borrowers such as sex, 
gender, age, religion, ethnicity, educational attainment and family size are very 
germane (Berger & Houle, 2019). Other key factors include their occupation, 
income and residential location. 

The rest of the paper proceeds as follows. Section 2 dissects related literature on 
household debt-servicing and consumption patterns, section 3 presents the meth-
odology, theoretical framework of the model and model specification. Section 4 
depicts discussions on data as well as descriptive statistics. Section 5 presents 
empirical results and discussions of finding. The paper provides the conclusion 
and policy-formulations in section 6.
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2. LITERATURE REVIEW
A detailed review of contemporary literature x-rayed that only a few studies 
have examined the different aspects of household debt, household debt-servic-
ing and their impact on household consumption (Chucherd, 2006; Dynan, 2012; 
Sommarat et al., 2020; Nakajima, 2020), government expenditures, inequality 
(Giraud & Grasselli, 2019; Kakar, Daniels & Petrovska, 2019), effectiveness of 
monetary policy instruments (Alpanda & Zubairy, 2018), growth (Checherita & 
Rother, 2010; Lombardi, Mohanty & Shim, 2017) and other economic outcomes 
(Maite & Santiago, 2015; Lombardi, Mohanty & Shim, 2017; Velez, Cominole 
& Bentz, 2018). 

According to Scott & Pressman (2019), Hyman Minsky pinpointed the harms of 
financial instability even before the US households fell into high levels of debt. 
Their paper stressed that the Financial Instability Hypothesis (FIH) adopted debt 
among businesses (supply-side effects) to explain why capitalist economies ex-
perience periods of boom and bust. Particularly, the FIH noted that at the begin-
ning of business cycles, firms increase their levels of debt, which they pay back 
easily because they are conservative in nature. However, as firms expand, they 
increase their debt to a point that they are able to pay back the interest. For firms 
which are risk lovers, they continue borrowing until they are not able to pay back 
both the principal and interest. This constitutes the pathway to financial instabil-
ity in most economies, as the loan trickling down to the consumption (demand-
side effects) is inevitable. Consequently, household debts among economies of 
the world are at record high today, thereby prompting the need to understand 
how financially unstable households are and what this means for consumption 
and other economic outcomes within the micro and macro-economy. 

Few wonder why an earlier study by Chucherd (2006) looked into the effects of 
household debt and wealth accumulation on consumption pattern in Thailand 
focusing on economic recession and recovery periods beyond the 1997 Asian 
financial crisis. Using the life cycle and permanent income hypothesis, the re-
sults reveal that household debt and expenditure patterns are positively related. 
In addition, the study also noted a positive effect between debt and wealth via 
the consumption of durable goods and services respectively. Drawing from the 
above, the author concluded that household debt is beneficial since it smoothens 
consumption and facilitates asset accumulation. The paper recommends that it is 
important to expand the consumer credit market as well as enlighten borrowers 
on the need to maintain a debt-threshold which they can easily service.

As a follow up to the above mentioned, a macro study by Checherita & Rother 
(2010) utilized the pooled panel technique to examine the average effects of 
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government debt on output growth in 12 European Union (EU) countries from 
1970 to an extension of 40 years. The results depict that debt and growth have 
a non-linear relationship, and government debt-to-GDP ratio retards growth in 
the long-run as debt approaches threshold of 70-80% of GDP. They further noted 
changes particularly in public debt ratio and budget deficit-to-GDP ratio exert 
linear, as well as negative effects on output growth. 

In contrast, Dynan (2012) attempted to divulge whether household debt over-
hang is deleterious to consumption expenditure through the utilization of micro-
level data between 2007 and 2009. Relying on panel study income dynamics 
(PSID) technique, the study revealed that more leveraged mortgage owners ex-
perienced substantial decline in spending compared to low leveraged homeown-
ers. This finding supports the wealth effects alone; hence, the study concluded 
that it might take up to a decade for households to reduce the leverage effects 
to pre-crisis levels. Looking at the above from a different perspective, study by 
Maite & Santiago (2015) employed the random effects method to analyse the 
relationship between debt and health outcomes using longitudinal data sourced 
from the Spanish Survey of Household Finances (EFF). First, the study con-
structed debt-to-income ratios and debt arrear indexes to proxy debt strain; and 
also, differentiated between mortgage and non-mortgage debts. The results re-
veal that debt arrears and non-mortgage debt repayment adversely affect health 
of household members. Ceteris paribus, being less indebted results in improved 
health.

Lombardi, Mohanty & Shim (2017) examined the macroeconomic effects of 
household debt using the cross-sectional autoregressive distributed lag (CS-
ARDL) technique. Here, the study tried to distinguish between the short-run 
and long-run effects using data from 54 countries from 1990 through 2015. The 
results reveal that household debt boosts consumption and growth in the short-
run, but retard household expenditures and output growth in the long-run when 
household debt-to-GDP ratio exceeds 60% and 80% thresholds respectively. 
Subsequently, the study concludes that, the degree of legal protection accorded 
on creditors’ accounts exhibits a significant long run impact on cross-country 
variations. 

More recently, different studies have investigated the impact of household debt-
servicing on consumption expenditure in developed and emerging economies. 
For instance, a study by Alpanda & Zubairy (2018) buttressed on the trajectory 
through which household debt-servicing influences monetary policy within the 
US economy. Adopting Ramey & Zubairy (2018) framework as well as the lo-
cal projection method by Jorda (2005), the results reveal that monetary policy 
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instruments are less efficient when household debts are high. Interestingly, their 
study confirmed the above, by utilizing the partial equilibrium model via the 
effects of monetary policy on consumption, GDP and other macroeconomic pa-
rameters which appeared to be weak during periods of high household debts. In 
essence, pinpointing that monetary policy effectiveness tends to be weakened 
through the home equity loan pathway.

In a similar but slightly different dimension, study by Giraud & Grasselli (2019) 
examined the interrelationship between household debt, inequality and growth 
using a monetary stock-flow consistent framework. First, the paper divided 
households into consumers and investors; and utilized the Goodwin-Keen model 
to show that household consumption plays a key role towards explaining eco-
nomic dynamics. Following the above classifications, the main result confirms 
that the level of inequality between these two groups is widened when the system 
approaches equilibrium with unbounded debt ratios, thereby concluding that the 
main determinant of this increasing gap is wealth transfer from workers to inves-
tor, resulting from interest payment to the latter. In converse to the foregoing, 
study by Velez, Cominole & Bentz (2018) investigated the relationship between 
undergraduate and graduates’ post-college outcomes (employment, further edu-
cation, family formation home ownership and net worth). Applying descriptive 
analysis on samples selected from 2007-2008 bachelor degree graduates, the pa-
per finds that undergraduate debt greatly influenced borrowers’ earnings, deci-
sions to marry and procreate, job choice and net worth among others.

In a similar and related study, Kim & Chatterjee (2019) examined the effects 
of student loan on health outcomes and life satisfaction among the US house-
holds using 2011, 2013 and 2015 waves of the Panel Study of Income Dynam-
ics (PSID). The result finds that student loan has a deteriorating effect on their 
health outcome and lessened life satisfaction even among Hispanic households. 
Thus, the paper recommended that higher education costs should be reduced 
in order to lessen debt burdens and improve health status and life satisfaction 
among US households. 

Focusing particularly on the post-recession period, Kakar, Daniels & Petrovska 
(2019) examined the impacts of student loan on household wealth using 2013 
and 2016 data obtained from the US Survey of Consumer Finances. The re-
sults show that on average, households without outstanding student debt possess 
wealth four times greater than households with outstanding student loan. In addi-
tion, households with outstanding student loan within the 15th, 30th, 50th, 70th and 
85th percentile of wealth distribution experience wealth loss of 80%, 49%, 37%, 
35% and 36% respectively. The paper concluded that student loans explained up 
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to 3% and 7% of the wealth gap between Black and White households across the 
wealth distribution channels.

Lee, Lee & Kim (2019) employed the logistic regression on 2016 Survey of Con-
sumer Finances (SCF) to ascertain whether holding different varieties of loans 
triggered debt delinquency among millennial and non-millennial households 
with the US. The findings show that the effects of auto loan and other install-
ment loans on debt delinquency were negative and positive respectively for both 
groups. More so, housing loans among millennials were less likely to cause debt 
delinquency on repayment. The paper recommends debt management enlighten-
ment; in addition, the government should provide assistance for households with 
severe debt burden. Similarly, study by Liu, Zhong, Zhang & Li (2019), using 
ordered logit model on China’s household Finance Survey data, investigated the 
effects of household debt on happiness. Amazingly, the results unveil that fami-
lies which are risk-averse experience lower happiness when in debt. Equally, the 
effects of different types of loans are heterogeneous and housing and education 
debts exert the highest degree of negative effect on happiness.

Nakajima (2020) applied the panel regression analysis on data obtained from 
the Japanese Preference Parameter Study to examine the impact of household 
debt heterogeneity on consumption. The results arising from the analysis con-
firm that highly-indebted households have higher household income elasticity of 
consumption compared to households with-little-to-no debt. The paper recom-
mends the need to embrace savings for precautionary motives in order to evade 
future unemployment or longevity risks.

To compliment the above, study by Sommarat et al. (2020) exploited data from 
the Thailand Credit Bureau to verify the life-cycle hypothesis between 2008 and 
2017. The paper decomposed debt per capita and delinquency rate into a single 
index using the descriptive analysis; and revealed that household indebtedness 
followed the inverted-U life-cycle pattern as projected by economic theories. 
Notably, age plays a vital role, since younger heads of household embrace debt 
earlier compared to the older age groups. Thus, the older remain indebted years 
after their retirement, and as such follows a declining trend of delinquency over 
their life cycle. They concluded that financial assess should be regulated in order 
to reduce distress, improve stability and economic development.

Deductions from this succinct review of contemporary literature include: i) there 
is dearth of literature on the topic within the African context and Nigeria in par-
ticular ii) most authors focused on survey and secondary data which cover the 
cross-sectional and panel data analyses. Very few concentrated on countries, mu-
nicipal or district levels, which involves the use of questionnaire instruments to 
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collect data that are highly representative of the characteristics of the population. 
iii) Also, only a few combined both descriptive analysis and logistic regression 
techniques to achieve its objectives, which makes their results and policy-formu-
lation robust. iv) lastly, no study to best of our knowledge is able to draw logical 
comparative analysis between the urban and rural households on debt-servicing, 
consumption pattern and household welfare, hence, providing broader view and 
arguments on the discourse. 

3. METHODOLOGY
3.1. Study locations, sample and data

As of 2020, Nigeria has a population of 208 785 240 million people according to 
the United Nations Department of Economic and Special Affairs Population Di-
vision; UNDESAPD (2020). Nigeria lies between 40 16’ and 130 53’ and between 
20 401 and 140 411 East. The country is in the West African sub-region and shares 
borders with Niger in the North, Chad in the Northeast, Cameroon in the East, 
and Benin Republic in the West according to NDHS (2003). It is an ethnically 
and religiously complex country with over 250 ethnic groups. Majority of the 
population belong to the Hausa-Fulani, Yoruba and Ibo ethnic groups. Around 
50% of the population are Muslims, 40% are Christian and 10% hold indigenous 
beliefs. The official language is English, but over 348 other languages are spo-
ken. Nigeria is divided into six geo-political zones which comprise South-South, 
North-West, South-East, North Central, North-East and South-west respectively. 
As a matter of fact, the South-West comprises of six states: Lagos, Osun, Oyo, 
Ondo, Ogun and Ekiti State which is the focal point of this study due to its level 
of resources, population and occupation dynamics. This is with the aim of ascer-
taining the implication of household indebtedness amidst the recent economic 
conditions that are currently befalling the country and the impact of the ravag-
ing global pandemic that is bedeviling the economy of the whole world. The 
state consists of three (3) senatorial districts. Majority of the people living in 
Ekiti state are Yoruba; spread across the Christians, Muslims and traditionalists 
divides. Also, the major occupation of the people is farming, agri-business and 
civil service. To ensure a reliable statistical inferences and generalizations to be 
made from the population, the study deemed it necessary to be cautious in terms 
of obtaining a sample that would be representative and sufficiently large as put 
by Maleske (1995). To actualize the above, a confirmatory factor analysis (CFA) 
was deployed to test for internal consistency. In addition to that, Cronbach alpha 
was utilized to conduct a reliability test. Surprisingly, the results of the principal 
component analysis (PCA) extraction method revealed that the household debt 
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servicing burden (HDSB) construct is unidimensional and loaded under a single 
factor. Equally, the reliability test unveiled Cronbach’s Alpha of 0.803. Though, 
it was observed that the above Cronbach’s Alpha is slightly lower than the one 
obtained in previous studies (see Bonett & Wright, 2014). Notwithstanding, it is 
sufficiently high to infer high reliability; the factor loadings of each item range 
between 0.763 to 0.621 as calculated in the course of the study. 

Consequent upon the above and given the limited time and available resources, 
the study conducts a cross-sectional study via a two-stage sampling (see Galway 
et. al., 2012). First and foremost, a stratified sampling method was conducted 
to guarantee representativeness of the selected households across the Senato-
rial districts of Ekiti State, Nigeria which include: Ekiti-South, Ekiti-North and 
Ekiti-Central. The above stage was followed by selecting respondents based on 
a convenience sampling approach where respondents were chosen based on their 
availability. To achieve the aforementioned, enumerators and research assistant 
were appointed who in turn approached the respondents (household heads) from 
public areas such as residential buildings, neighborhoods, state and local govern-
ment secretariats, schools, markets, public hospitals and so on. Notwithstanding 
the above, the researchers did not take for granted the demerits that are accrued 
to the convenience sampling method which includes generalization. 

Despite the above, this method was embraced due to time and cost-merits, while 
ensuring that an adequately large sample was obtained from across the study 
area. Amazingly, a total of 2002 useable responses (80.1%) were obtained for 
the study from 2500 administered questionnaires after a three-month timeline. 
The responses collected above are large enough to conduct a reliable statistical 
inference on the study population as buttressed by Krejcie & Morgan (1970). 
As a matter of fact, the two-stage sampling approach actualized the expected 
representation of the population though with little difference based on the strata. 
However, the contact with the respondents with respect to the second stage ap-
proach via the use of convenience sampling method resulted into a little disparity 
in the distribution. In this study, the questionnaires were structured into sections 
in which the items therein are a closed-type. Primary data were sourced through 
the use of well-structured questionnaire. Information from the survey among 
others includes household characteristics such as: age, gender and marital status, 
years of work experience, religion, household size and educational background. 
In addition, information on formal and informal methods of obtaining loans, 
economic welfare effect of debt, attitude of households towards the financial 
outlets (both formal and informal) were captured. At the same time, informa-
tion on indebtedness were extracted and measured by the study as a measure of 
household debt burden via the ratio of monthly debt service to monthly income. 
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Similarly, household financial distress was captured by the persistent difficulty 
encountered by households in servicing their debt. 

3.2. Data Analysis

Data obtained from the survey were imported to Microsoft Excel 2016 for the 
purpose of trendline analysis. Afterwards, data were loaded on SPSS 22.0 and 
Stata 12.0 statistical software for descriptive and inferential statistics respec-
tively. Furthermore, the relationship between household debt-servicing burden 
and household expenditure pattern in the 3 Senatorial districts were modeled 
via the use of logit regression technique. In particular, the analysis of quantita-
tive data was segmented on three levels - univariate, bivariate and multivariate 
levels (Multilevel and Multi-process event history analysis); while qualitative 
data were analyzed using appropriate software including NVivo and Stata 12.0 
version. NVivo statistical package handled coding and data categorization.

3.3. Definition of variables

Variables are described in Table 1 below.

Table 1. Definition of variables

Variables Definition Mean 
Values

Household debt-servicing burden Debt-burden affects consumption expenditure = 1, 
Did not affect consumption = 0

0.80

Uncertainty shock affects 
consumption

Affects purchase of goods and services = 1, Did 
not affect the purchase of goods and service = 0 

1.19

Welfare implication of debt Has implication on welfare = 1, Has no 
implication on welfare = 0

1.21

Payment of house rent It retards payment of house rent =1, Does not 
affect payment of house rent 

1.24

Quality of nutritional and health 
content

Tampers with the quality of nutrition and health 
content =1, Did not tamper with the quality of 
nutrition and health content = 0

1.20

Pricing strategies Impacts pricing strategies =1, Did not impact 
pricing strategies = 0

1.17

Payment of utility bills Affects payment of utility bills = 1, Did not affect 
the payment of utility bills = 0

1.20

Gender of household heads Male = 1, Female = 0 0.67
Household marital status Married = 1, others = 0 0.19
Professional status
Age
Income of household head

Employed =1, Unemployed = 0
40 & below = 0, 41 & above = 1
Low = 0, high = 1

0.21
0.47
2.41

Source: Authors’ computation from survey data, 2019
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3.3. Ordered Logistic Regression Technique

In order to provide a detailed analysis on how household heads’ debt-servicing 
burden impacts their consumption expenditure behaviour, we applied both dis-
crete and continuous choice binary model (yes, no) responses. Binary logistic 
regression model estimates and the probability of occurrence of an event were 
fitted into a logistic curve. As a matter of fact, the probability is dependent when 
the resulting outcome equals 1, such that the parameters derived from the ex-
planatory variables can be utilized to obtain or estimate the odd ratios for each 
of the independent variables showcased in the model. The typical logistic model 
that this study intends to utilize is of the below form according to (Peng et al., 
2002; James et al., 2013). 

π (x) = eβ + β1x1 + β2x2 + ...+ β pxp / 1+ e
β0+β1x1+β2x2+...+β pxp  (1)

Where π is the probability of the outcome of interest or event, β0 is the intercept, 
β1,...,βp are the regression coefficients, x1, x2, …xp are independent variables. The 
above model in equation can be a transformation of the conditional mean π(x) 
logistic function is known as the logit as the transformation of the below form: 

Log(π (x) / 1−π (x)) = β0 + β1x1 + β2x2 + ...+ β pxp + e  (2)

The importance of the logit transformation is that it is linear in its parameters and 
may range from −∞ to + ∞. Therefore, equation (2) will be estimated using the 
SPSS statistical package.

To evaluate the impact of household debt servicing burden on household con-
sumption expenditure, indicators of consumption expenditure were regressed on 
the dependent variable via the collected responses coded in numerals. Hence, the 
main hypotheses are: (a) household debt-servicing burden is positively related 
to consumption expenditure, (b) household gender is positively related to house-
hold debt-servicing burden and (c) level of household income impacts household 
debt-servicing burden. 

4. RESULTS AND DISCUSSION
4.1. Descriptive analysis of the demographic characteristics of respondents

Evidence from the results of the descriptive analysis revealed that majority of 
the household heads are mainly male (65.2%) and about 26.9% of the total re-
spondents fall between the age range of 31 - 40 years. Perhaps those in the latter 
category of age do not engage in obvious debt-concerned activities because they 
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do not want to remain indebted until retirement as buttressed by Sommerat et al 
(2020). Amazingly, 30.9% (619) and 28% (560) of the household heads fall into 
the category of the lowest and middle-class income group. Consequently, 82.5% 
of the respondents were indigenes of Ekiti state, which constitutes the major-
ity of the ethnic group as reported in Table 2 below. Unsurprisingly, most of 
the respondents are married (57%), while others were either divorced/separated 
or widow/widowers. The majority of the sampled respondents are from Ado-
Ekiti (22.0%), followed by Oye-Ekiti (20.6%); while the fewest are from Gboyin 
(0.8%) and Ijero (0.9%) respectively. In addition, the modal household size is 
two (27.2%); while the least is household size between 5 and above (15.5%). In-
terestingly, a total of 28.1% of the respondents had tertiary education (Ordinary 
national diploma - OND, Bachelor of Science - BSc and its equivalents). Simi-
larly, 25.2% and 24.6% had secondary and primary education, while approxi-
mately 22% had informal education. Similarly, Table 3 presents distribution of 
the impact of household debt-servicing burden from the survey results. 

Table 2. Socio-economic and demographic characteristics of household heads

Variables Frequency Percentage (%)
Gender
Male 667 33.3
Female 1335 66.7
Total 2002 100
Professional status
Self employed 558 27.9
Government employee 616 30.8
Other employee 406 20.3
Retired 333 16.6
Unemployed 89 4.4
Total 2002 100
Marital status
Never married 433 21.6
Married 1141 57.0
Divorced/separated 234 11.7
Widow / widower 194 9.7
Total 2002 100
Age group
30 & below 394 19.7
31 - 40 538 26.9
41 - 50 446 22.4
51 - 60 300 15.4
60 & above 313 15.6
Total 2002 100
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Variables Frequency Percentage (%)
Education of household head
No formal education 441 22.0
Primary 493 24.6
Secondary 505 25.2
Tertiary 563 28.1
Total 2002 100
Senatorial district of household heads
Ekiti-Central 701 35.01
Ekiti-North 871 43.51
Ekiti-South 430 21.48

2002 100

Household income
Less than #20, 000 619 30.9
#21,000 - #40,000 512 25.6
#41, 000 - #100, 000 560 28.0
#101, 000 - #250, 000 201 10.0
More than #250, 000 110 5.5
Total 2002 100

Source: Authors’ computation from the field survey, 2019

4.2. Distribution of the impact of household debt-servicing burden 
 from the survey results

In Table 3, we commenced the classification task, which started with predicting 
whether debt-servicing affects household expenditure or not. This was achieved 
by assigning 1 to households affected by their debt-servicing obligation and 0 
to the non-affected households. The study extracted 10 indicators of household 
consumption expenditure from the 2002 sampled households. The result reveals 
that debt-servicing burden affects consumption expenditure of 1595 households, 
while the remaining 407 households were not affected as reported in Table 3. 

Table 3. Distribution of the impact of household debt-servicing burden

Category Name Category Size Category Distribution
Affected households 1595 79.7%
Non-affected households 407 20.3%

Source: Authors’ computation from the survey results, 2019

Drawing from Table 3, the total sample (2002) was classified into two groups. 
The first group is tagged (n1 = 1595) which represents 79.7% of the overall re-
sponses, and the second group is labeled (n2 =407) representing 20.3% of the re-
sponses. In Table 4, we generated the Best Logistic Regression Analysis (BLRA) 
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after applying it to the survey data set to evaluate the relationship between the 
response variable and combination of independent variables to find the most 
significant predictors that discriminate the kind of test. The latter provides in-
formation of the model fitting by showing the statistical significance of the final 
x2 value.

Table 4. Information of the model fitting

Model Model fitting criteria 
(- 2 likelihood) Likelihood ratio test

X2 D.F Sig.
Intercept Only 1951.239 604.888 9 0.000
Final 1346.351

Source: Authors’ computation from the field survey, 2019

Observation from Table 4 depicts that the inclusion of only the intercept, that is 
the value of -2 log likelihood of basic model was (1951.239), and has decreased 
to 1346.351 with the existence of the set of explanatory variables in the model. 
Importantly, the value of the X2 was (604.888) when compared with the corre-
sponding probability value (0.001), which suggests that the model is significant 
and as a result, we reject the null hypothesis and accept the alternative hypoth-
esis which says that there is an essential relationship between household debt-
servicing obligation and the indicators of its consumption expenditure. In Table 
5, the researchers proceeded to the goodness of fit test via the use of Hosmer-
Lemeshow (H-L) test to determine the good fit of the model. 

Table 5. Results of Hosmer-Lemeshow (H-L) test 
Hosmer and Lemeshow
Step Chi-square df sig
1 5.690 9 0.682

Source: Authors’ computation from the field survey, 2019

The results unveil that the X2 of H-L test was 5.690 with p-value of 0.682 which 
indicates that the number of households affected with debt-servicing burden is 
greater than 0.05 alpha level. Consequently, we fail to reject the null hypothesis 
that there is no difference between the observed and the model-predicted value, 
hence, implying that the model estimates are at the acceptable level. This sup-
ports the argument that the overall model is of good-fit. Following the above, 
there is Table 6 which presents three pseudo R2 values. 

From Table 6, it was discovered that the dependent variable contributed with 
63.4%, 81.6% and 77.4% of the variance in the explanatory variables based on 
Cox and Snell, Nagelkerke’s and McFadden pseudo R2 value respectively. 
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Table 6. The values of the pseudo R2

Name of R2 Value
Cox and Snell 0.634
Nagelkerke’s 0.816
McFadden 0.774

Source: Authors’ computation from the field survey, 2019 

4.3. Estimation of the logistic regression coefficients

Here, the researchers relied on the Maximum Likelihood Estimator (MLE) 
method for the estimation of parameters of the logistic regression. However, this 
depends on the Wald statistic outcome for the final model as reported in Table 7. 
This provides the results fitting the logistic regression model to household debt 
servicing burden - consumption expenditure pathway, and their respective coef-
ficients. Evidently, as seen from the output of the logistic regression coefficients, 
seven out of ten predictors were found to be statistically significant. This means 
that they made a unique contribution to the prediction that household debt servic-
ing burden does not have impact on consumption expenditure. For instance, the 
coefficient of welfare exhibited a strong relationship to household debt servic-
ing burden. Interestingly, the quality of nutrition and health status tend to be the 
strongest predictors that trigger household debt servicing burden based on the 
relationship they exert on household debt. Correspondingly, it recorded an odds 
ratio of 396.8, indicating that when holding all other predictors constant, house-
holds whose income is low could increase the debt-servicing burden by 396.8.

Table 7. Logistic regression coefficients 

Variable B S.E Wald D.F Prob. EXP(B) 95% CI for odds Ratio
Lower Upper

nn(1) 0.394 0.378 1.085 1 0.298 0.675 0.323 1.415
OO(1) 0.789 0.452 1.049 1 0.051 0.454 0.217 1.101
pp(1) 5.983 0.762 61.736 1 0.000 396.781 0.793 0.981
QQ(1) 0.093 0.023 16.509 1 0.000 1.098 0.559 1.402
RR(1) -0.064 0.038 2.803 1 0.094 0.938 0.594 2.921
SS(1) -0.005 0.033 0.022 1 0.883 0.995 0.917 1.598
TT(1) 2.179 0.057 4.099 1 0.000 1.882 0.888 1.053
UU(1) 0.150 0.137 5.381 1 0.023 1.521 0.351 0.560
VV(1) -0.796 0.127 39.066 1 0.000 0.451 0.352 0.579
XX - 1.597 0.602 7.046 1 0.008 0.202 0.062 0.658
YY -2.354 0.468 25.238 1 0.000 0.095 0.038 0.237
Constant 5.049 0.949 28.299 1 0.000 155.794

Source: Authors’ computation from the field survey, 2019
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After a cursory look at the results, we noted that the purchases of the households 
did not contribute significantly to the prediction (p=0.30) which is greater than 
(p>0.05) alpha level. However, the Exp(B) i.e. the odds ratio associated with 
uncertainty shock is 0.675. The implication is that when household purchase is 
raised by one unit, the odds ratio is approximately 0.7 times, and as such house-
holds are less likely to belong to the group that is affected by the debt-servicing 
burden. Similarly, marital status of the households was found to contribute sig-
nificantly (p<0.05 =0.001) to the prediction of the model. In addition, the value 
of odd ratio connected with marital status is 1.882. It signifies that when marital 
status of married household head is raised by one unit, the odds ratio is approxi-
mately 1.9 times as large; hence, married households are 1.9 times more likely to 
belong to the category affected by debt servicing burden. 

Furthermore, the odds ratio of 1.9 indicates that when holding all the other pre-
dictors constant, respondent who is single is 1.9 times more likely to be non-
affected by debt burden compared to the married. From Table 7, the coefficient 
of professional status was found to be key predictor in the model. This is because 
of the value of its probability (p=0.023<0.05) and 1.521 odds ratios respectively. 
In particular, the odds ratio suggests that holding all other predictors constant, 
the professional status (employment) has the tendency to determine the extent to 
which the number of household heads employed impacts household debt servic-
ing burden, all other things being equal. This corroborates the study by (Crook, 
2006) which opines that employed persons are more inclined towards debt than 
the unemployed, since the former can access credit facilities from the formal 
sector.

Meanwhile, the coefficient of gender has a negative and statistically significant 
effect on the outcome variable as evidenced from its p-value and odds ratio 
(p=0.001; 0.451). This supports the study by (Berger & Houle, 2019) which 
affirmed that employment status and other socio- demographic factors are very 
germane to meeting debt obligations. Particularly, the above odds ratio value 
of only women is 0.451 times less likely to uphold the hypothesis “household 
debt-servicing burden impacts their consumption expenditure”; and this corrob-
orates the findings of Mohanty & Shim (2017). In percent terms, the odds ratio 
of being affected by household debt decreases by 31.1% for women household 
heads. In contrast, the coefficients of price strategies and utility bills were found 
not to have significant impact on the outcome variable, with their probabilities 
and odds ratios equal to (p=0.094; Exp(B)=0.938) and (p=0.883; Exp(B)=0.995) 
respectively. This means that when there is one-unit increase in pricing strate-
gies and utility bills, we will expect 0.064 and 0.005 decrease in the log-odds of 
household debt-servicing burden, holding all other explanatory variables con-
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stant. This further implies that each one-point increase in pricing strategies and 
utility bills on the binary scale is associated with the outcome variable. The find-
ing above is consistent with the study of Dynan (2012) which emphasized that 
household debt overhang is detrimental to consumption expenditures. 

In consonance with the above, the coefficient of income was found to contribute 
significantly to the prediction. Based on the probability value (p=0.008<0.05) 
and odds ratio EXP(x)= 0.202, there is a negative relationship. This means that 
households within the low-income category would correspond with lower odds 
of being affected by debt-servicing burden. Furthermore, high-income house-
hold is only 5.452 times more likely to continue to be affected by household 
debt-servicing burden as confirmed by the study of Nakajima (2020). In percent-
age terms, high income household will 0.85 times predicts the extent to which 
household debt servicing burden affects their consumption expenditure. On the 
other hand, for every low-income group probability (0.17) predicts that house-
hold debt servicing burden did not affect consumption expenditure. Thus, high 
income groups are more susceptible to debt servicing burden than low-income 
groups holding other predictors constant. 

In the same vein, age of household heads was found to contribute to the pre-
diction based on its probability value (p= 0.001<0.05) and odds ratio (0.095). 
The implication is that, the effect of age group contributes significantly to the 
prediction of the outcome; hence, lower age group fell short of a significant ef-
fect based on its odds ratios. This is in-tandem with the study of Sommerat et al 
(2020). This further implies that higher age-group is more likely to be affected 
by debt servicing burden than the lower age-group. This upholds the works of 
Daud et al. (2019), Keese (2010) and Loke (2016) which opine that the number 
of bankruptcy cases are more from economically active age group (males).

5. CONCLUSIONS AND POLICY RECOMMENDATIONS
The study unveiled the impact of debt-servicing burden on the expenditure pat-
tern of households in Ekiti state, Nigeria. To achieve the above, we utilized the 
binary logistic model. The findings of the study reveal that household socioeco-
nomic characteristics play a key role in determining the extent to which debt 
servicing obligations impede expenditure pattern. In particular, it was found that 
highly indebted households are most vulnerable, since it has negative effects on 
the quality of their nutrition and health status relative to households without debt 
obligations. Similarly, the paper revealed that price strategies and utility bills do 
not contribute to the predictions because they can be put on hold until household 
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heads are relieved of their debt obligations. In addition, it was pinpointed that 
households within the low-income group were less likely to be affected by their 
debt obligations compared to those in the high-income group. More so, the re-
sults confirmed that older age-group respondents are more likely to be affected 
by their debt obligations than their counterparts in the younger age-group. Based 
on this established premise, we conclude that high indebtedness causes delete-
rious effects on the expenditure pattern of household heads as observed in the 
literature. Thus, the paper recommends that household heads should inculcate 
fiscal discipline which promotes savings and averts shocks emanating from pre-
cautionary demands. Second, debt providers should regulate loans in cognizance 
to household repayment capacity and other stipulated policies which break the 
vicious cycle arising from over-indebtedness, install stability and spur economic 
development. Future study should dissect the determinants of household debts 
using macro-data and macro-econometric techniques.
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УТИЦАЈ ТЕРЕТА СЕРВИСИРАЊА ДУГА НА ПОТРОШЊУ 
ДОМАЋИНСТАВА У НИГЕРИЈИ: СЛУЧАЈ 
СЕНАТОРСКИХ ОКРУГА ДРЖАВЕ ЕКИТИ 

1 Амасома Дитими, Савезни универзитет у Оје-Екити, Нигерија, Економски факултет
2 Огбуагу Метју Икечукву, Савезни универзитет у Оје-Екити, Нигерија, Економски факултет

3 Дамилола Фасина, Савезни универзитет у Оје-Екити, Нигерија, Економски факултет

САЖЕТАК 
Ова студија користи бинарну логистичку регресиону технику за истражи-
вање утицаја терета сервисирања дуга домаћинстава на обрасце издатака у 
југозападном геополитичком региону Нигерије, примјењујући је на држа-
ву Екити у својој студији случаја. Упитници су насумично распоређени на 
2500 домаћинстава, а резултати откривају да су домаћинства са високим 
приходима, великом породицом и главом породице у старосној групи од 
40 и више година била подложнија терету дуга. Поред тога, рад је нагласио 
да задуженост угрожава квалитет исхране и здравствено стање чланова до-
маћинства. На основу горе наведених резултата, можемо да закључимо да 
висока задуженост и крива терета дуга узрокују штетне ефекте на обрасце 
потрошње домаћинстава и укупну економску добробит. Стога, носиоци до-
маћинстава треба да инсистирају на фискалној дисциплини која промови-
ше културу штедње и спречава будуће шокове који би могли произаћи из 
предострожности. Друго, даваоци дуга треба да регулишу зајмове у складу 
са способностима отплате домаћинстава и других предвиђених политика 
које прекидају зачарани круг настао из презадужености, успостављају ста-
билност и подстичу економски развој. 

Кључне ријечи: 
домаћинство, дуг, образац издатка, логистичка регресија, SPSS 
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ABSTRACT

This paper analyzes selected data on the performance 
of companies that are part of the power utility Elektro-
privreda Republike Srpske with the aim of determining 
their sustainable growth rates. The energy sector was 
chosen because of its importance both for the Republic 
of Srpska capital market (measured by the participa-
tion in the total market capitalization of the Banja Luka 
Stock Exchange and the basic Stock Exchange index) 
and the entire Republic of Srpska economy (measured 
by the participation in gross domestic product). The 
analysis considered data from published financial state-
ments for 2019, with an emphasis on the following: op-
erating assets, liabilities, capital, operating income and 
net profit. The dividend policy was also considered, but 
it was concluded in the paper that none of the observed 
companies paid dividends from profit for 2019 by the 
end of this analysis. The research results show that the 
rate of sustainable growth exceeds 1% in only one case, 
while in several other cases there are negative rates of 
sustainable growth caused by the loss in the observed 
period. Such facts could raise concerns, but also indi-
cate possible directions for future actions in order to 
improve the performance of the considered companies.

© 2020 ACE. All rights reserved

1. INTRODUCTION 
The energy sector is of great importance for the economy of the Republic of 
Srpska. According to the data from the Republika Srpska Institute of Statistics, 
the sector Production and supply of electricity, gas, steam and air condition-
ing participated in the gross domestic product with 6% in 2018. A special place 
within the sector belongs to the Mixed Holding Elektroprivreda Republike Srp-
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ske (hereinafter: MH Elektroprivreda RS), composed of companies for produc-
tion and distribution of electricity, as well as research, testing and development 
of electrical equipment.

The shares of subsidiaries that are the part of MH Elektroprivreda RS are listed 
on the organized market - Banja Luka Stock Exchange, and numerous data are 
available regarding their business and trading in their shares. In this research 
project, we collected appropriate data, performed the necessary analysis and as-
sessed the sustainability of the growth rate of companies that are the part of MH 
Elektroprivreda RS.

In addition to the size and importance of the energy sector, we found motivation 
for our research in the fact that the Republic of Srpska financial market is facing 
numerous challenges, such as lack of public confidence, important problems and 
conflicts between shareholders and securities issuers as well as between share-
holders and management, which leads to a long litigation before the courts. Our 
goal is to determine the potential for sustainable growth of revenue from sales of 
issuers from the Banja Luka Stock Exchange on a sample of 11 companies from 
MH Elektroprivreda RS.

The sustainability of growth for each company can be analyzed in several ways. 
The simplest approach involves analyzing the maximum growth rate of sales 
revenue in the context of interdependence and impact on the company profit-
ability, dividend policy, asset management and financial leverage. In general, a 
sustainable growth rate is a maximum growth rate that a company can achieve 
without additional borrowing. Consequently, the sales revenue of any company 
cannot grow at rate higher than the sustainable growth rate, unless in the short 
run the growth is stimulated by the positive impact of one or more of the men-
tioned parameters of increased performance or by raising additional capital. 

Companies whose sales revenue grows at rates higher than their sustainable 
growth rates, while financing growth by borrowing and maximizing the effects 
of leverage, will inevitably have financial problems in their operations and ulti-
mately go bankrupt.

2. MATERIALS AND METHODS
The original sustainable growth rate model was developed by Higgins (Higgins, 
1977, 2011). Higgins (1981) and Johnson (1981) examined and analyzed the 
impact of inflation on the company’s sustainable growth rate. Kester (2002) in 
his discussions on this topic argued that commercial banks can use this approach 
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when analyzing the credit application of clients as one of the leading indicators 
of possible financial problems of the bank’s clients.

In its simplest form, the sustainable growth of a company (g*) is calculated by 
multiplying the retained earnings rate (R) by the rate of return on capital at the 
beginning of the observed period (ROEbop): 

g* = R×ROEbop

R = retained earnings rate (part of earnings retained in the company) 

ROEbop = Net Profit / Capitalbop 

It is important to note that when calculating the return on equity (ROEbop) from 
the previous year, the net profit should be divided by the amount of capital at the 
beginning of the period in which the net profit is earned. 

First of all, it is very useful to extend analytically the formula for calculating 
g* so that the key equation factors reflect the components (determinants) of the 
company’s return on equity (ROEbop): net profit margin (P), asset turnover (A) 
and financial leverage (T):

g*= P ⋅R ⋅A ⋅ T̂

P = Profit Margin (Net profit / Sales revenue)
R = Retained Earnings rate (Retained earnings / Net profit)
A = Assets Turnover (Sales revenue / Assets)
T̂  = Financial Leverage (Assets / Capitalbop) 

A company’s sales revenue should not grow at rate higher than its sustainable 
growth rate (g*) unless one or more components of the coefficients in the previ-
ous equation increase or the company obtains additional capital from the owner.

Thus, the sustainable sales revenue growth model is easy to use and provides 
an acceptable estimate of the maximum level of sales revenue growth which 
the observed company should achieve, given its current profit margin, profit 
retention rate, asset management and the impact of financial leverage. If the 
growth of sales revenue of a company exceeds g* and that company does not 
increase its profit margin, profit retention rate, asset turnover, or does not obtain 
additional capital from the owner, then the sales revenue growth (and thus asset 
growth) will have to be financed through more intensive leverage. Eventually, 
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the company will be left without the capacity to borrow more, its creditors will 
reject additional credit applications, and this will make the company illiquid. In 
this situation, the company will not have much choice but to slow sales growth 
or obtain additional capital from the owner.

In any case, the discrepancy between the expected growth in sales revenue and 
the estimated rate of sustainable growth is a warning sign that financial difficul-
ties in the company’s operations will follow in the future. Calculating and esti-
mating sustainable growth rate can be a convenient way to check the consistency 
of the company’s business plans and future business projections. Management 
usually reduces the list of their wishes to the following: high growth of sales 
revenues, low level of debt, avoidance of dilution of capital, and high dividends. 
However, these goals are idealized and largely at odds with each other, so they 
have to be analyzed carefully and aligned as much as possible. 

Based on the above, we believe that the model of sustainable growth rate is a 
good way to perform a sensitivity analysis of key variables that affect the growth 
of sales revenue of the company.

3. RESULTS AND DISCUSSIONS
MH Elektroprivreda RS consists of a parent company and 11 subsidiaries whose 
shares are listed on the Banja Luka Stock Exchange. These are the following 
issuers: 

Table 1. Overview of companies within MH Elektroprivreda RS
No. Issuer Sec.code
Production
1. Hidroelektrane na Drini a.d. Višegrad HEDR-R-A
2. Hidroelektrane na Vrbasu a.d. Mrkonjić Grad HELV-R-A
3. Hidroelektrane na Trebišnjici a.d. Trebinje HETR-R-A
4. RiTE Gacko a.d. Gacko RITE-R-A
5. RiTE Ugljevik a.d. Ugljevik RTEU-R-A
Distribution
6. Elektrodistribucija a.d. Pale EDPL-R-A
7. Elektrokrajina a.d. Banja Luka EKBL-R-A
8. Elektrohercegovina a.d. Trebinje EKHC-R-A
9. Elektro-Bijeljina a.d. Bijeljina ELBJ-R-A
10. Elektro Doboj a.d. Doboj ELDO-R-A
Research and Development
11. Istraživačko razvojni centar elektroenergetike IRCE a.d. I.Sarajevo IZEN-R-A

Source: Banja Luka Stock Exchange 
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All mentioned shares, except for the shares of the issuer Istraživačko razvojni 
centar elektroenergetike IRCE a.d. I.Sarajevo, are listed on the official market of 
the Banja Luka Stock Exchange and traded using the continuous trading method. 
As a rule, better quality securities are listed on the official market, because there 
are numerous conditions that must be met for a security to be included and re-
main in this segment, such as requirements regarding capital size, dispersion 
of ownership, business performance and objectivity and frequency of financial 
reporting.

Total market capitalization of shares of issuers as members of MH Elektroprivre-
da RS on 31 December 2019 amounted to 302,195,428.64 BAM.

Table 2. Market capitalization of shares of issuers as members of MH Elektroprivreda 
RS on 31 December 2019 

Sec.code Number of Shares Avg.Price Last Trading 
Date

Market 
Capitalization

EDPL-R-A 15 795 899 0.28 27.12.2019 4 422 851.72
EKBL-R-A 92 276 622 0.14 30.12.2019 12 549 620.59
EKHC-R-A 20 048 466 0.40 4.12.2019 8 019 386.40
ELBJ-R-A 38 486 953 0.13 26.12.2019 5 195 738.66
ELDO-R-A 31 117 961 0.45 27.12.2019 14 003 082.45
HEDR-R-A 441 955 312 0.24 26.12.2019 107 395 140.82
HELV-R-A 102 354 487 0.38 11.11.2019 38 894 705.06
HETR-R-A 385 164 196 0.22 26.12.2019 84 736 123.12
RITE-R-A 379 959 879 0.04 30.12.2019 14 438 475.40
RTEU-R-A 256 013 165 0.05 30.12.2019 12 288 631.92
IZEN-R-A 5 033 450 0.05 28.12.2018 251 672.50
Total Market Capitalization 302 195 428.64

Source: Banja Luka Stock Exchange 

Total market capitalization of the Banja Luka Stock Exchange on 31 December 
2019 amounted to 3,786,287,076.10 BAM, which means that the share of Ele-
ktroprivreda shares in the total market capitalization amounted to almost 8%.

All mentioned shares are part of the index of the Elektroprivreda RS companies 
(ERS10). The last revision of this index from 22 May 2020 showed that shares 
HEDR-R-A, HETR-R-A and HELV-R-A had the largest share in index - collec-
tively more than 75%.

Also, Elektroprivreda shares are included in the Republic of Srpska Stock Ex-
change Index (BIRS) with about 40%, which means that the movement of their 
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prices significantly determines the movement of the stock exchange index. A 
comparative overview of the movements of the BIRS and ERS10 indices is giv-
en in the following graph:

0
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Graph 1. Movement of the BIRS and ERS10 indices  
in the period 1 January 2019 – 30 October 2020

Source: Banja Luka Stock Exchange 

The graph shows that there is a very pronounced correlation between the two ob-
served stock exchange indices. The biggest oscillations were recorded in the first 
half of 2019, when the market reacted strongly to the news regarding the reor-
ganization of MH Elektroprivreda RS. The prices of the subject shares recorded 
a significant increase – daily maximum of 20%, while the cumulative change in 
the official price of some shares exceeded 300%. In the third quarter of 2019, the 
market situation stabilized and prices returned to their previous levels. All of the 
above indicates the importance of the energy sector for the capital market, but 
also for the entire Republic of Srpska economy. 

In our research, we used financial data from publicly available financial state-
ments of all issuers included in the MH Elektroprivreda RS system, whose shares 
are listed on the official market of the Banja Luka Stock Exchange. The focus of 
our interest was data for 2019. For these companies, we calculated the sustain-
able growth rate g* as presented in the following table.
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Several conclusions can be drawn from the presented data. First of all, the rate of 
sustainable growth exceeds 1% in only one case (Hidroelektrana na Vrbasu a.d. 
Mrkonjić Grad with 1.66%), and there are three cases in which this rate is nega-
tive due to the loss in the observed period (RiTE Gacko a.d. Gacko with -3.16%, 
Hidroelektrane na Trebišnjici a.d. Trebinje with -1.41% and RiTE Ugljevik a.d. 
Ugljevik with -1.05%). For all other issuers, the sustainable growth rate hardly 
has positive values.

Furthermore, by the end of this analysis, none of the observed issuers paid divi-
dends for 2019, so the retained earnings rate for all of them equals 100%. The 
best business result was achieved by Hidroelektrane na Vrbasu a.d. Mrkonjić 
Grad with 4 089 669 BAM of net profit, while the above mentioned three issuers 
(RiTE Gacko a.d. Gacko, Hidroelektrane na Trebišnjici a.d. Trebinje and RiTE 
Ugljevik a.d. Ugljevik) made a loss of several million convertible marks. 

If we look at these results in the context of size and importance of companies 
within MH Elektroprivreda RS for the entire capital market, as well as the re-
sults obtained by analyzing the movements of the ERS10 and BIRS indices, 
we can conclude that the financial market in the Republic of Srpska does not 
perform adequately its basic functions of allocation and distribution of funds on 
economic activities that are marked by investors as profitable. On the contrary, 
shares from the official stock market, which should represent the highest qual-
ity financial instruments, have very low sustainable growth rates (in some cases 
even negative), which calls into question their essential quality and attractive-
ness to potential investors.

Seeking answers to the question of insufficient efficiency of the Banja Luka 
Stock Exchange, some authors analyzed the special elements of its functioning. 
The mentioned authors (Andrić and Vuković, 2011) analyzed in their work the 
financial reports of companies from the Banja Luka Stock Exchange (analysis of 
financial, property and yield position of 40 production companies whose shares 
are traded on the Banja Luka Stock Exchange) and assessed the financial per-
formance of these companies. The research results indicate poor performance of 
the companies seen through the prism of key determinants of financial, property 
and yield position. The authors believe that the minimum performance of the 
companies is a result of disturbed financial balance, endangered liquidity and 
solvency, poor efficiency of total assets, and low profitability. In conclusion, 
they do not expect significant changes in operations of these companies. In addi-
tion to the above, Kester and Radivojac (2011) conducted a comprehensive study 
of the financial policy and the practice of companies whose shares are listed on 
the Banja Luka Stock Exchange. The research focused on three main areas of 
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the financial policy and practice: capital structure, dividend policy and financial 
planning. The results of the research, among other conclusions, indicated a spe-
cific perception of CEOs of market efficiency. Namely, only one of the respond-
ents believed that the company’s shares were fair valued in the market more than 
80% of the time, while 36.4% of respondents stated that their companies’ shares 
were fair valued “less than 50% of the time”. The authors left open the question 
whether this perception is the result of (in)efficiency of the Banja Luka Stock 
Exchange or a consequence of the global financial crisis.

As stated earlier, the company’s growth sustainability can be analyzed based on 
the maximum growth rate of sales revenue in the context of interdependence and 
the impact on company’s profitability, dividend policy, asset management, and 
financial leverage.

The change in the sales revenue in 2019 compared to 2018 is shown in the fol-
lowing table, along with the sustainable growth rate of the analyzed companies: 

Table 4. Change in the sales revenue of companies within MH Elektroprivreda RS in 
2019 compared to 2018 

No. Issuer Code 2019 Revenue 2018 Revenue % Change g*

1 EDPL 47 746 648 48 000 256 -0.53% 0.64%
2 EKBL 216 199 877 225 009 942 -3.92% 0.22%
3 EKHC 26 156 012 26 962 467 -2.99% 0.41%
4 ELBJ 88 908 104 93 801 705 -5.22% 0.14%
5 ELDO 66 232 759 72 976 341 -9.24% 0.15%
6 HEDR 28 331 863 38 814 582 -27.01% 0.01%
7 HELV 20 453 489 16 796 662 21.77% 1.66%
8 HETR 37 063 989 66 457 177 -44.23% -1.41%
9 RITE 104 689 098 114 446 747 -8.53% -3.16%
10 RTEU 132 993 064 145 558 751 -8.63% -1.05%

Source: Authors’ calculation 

The presented comparative data show a decrease in revenue for nine out of ten 
issuers, with the largest decrease recorded for issuers HETR in the amount of 
-44.23% and HEDR in the amount of -27.01%. Revenue growth was recorded for 
the issuer HELV in the amount of 21.77%. Revenue growth potential, expressed 
by sustainable growth rate, is present in seven out of ten analyzed issuers.

Starting from the premise that the sales revenue of any company cannot grow 
at rate higher than the sustainable growth rate and that negative or insufficient 
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growth rates lead to even worse business results in the future, we can conclude 
several things. Table 5 shows that the first six issuers (EDPL, EKBL, EKHC, 
ELBJ, ELDO and HEDR) have a negative trend in operating revenues (decrease 
in 2019/2018) with the simultaneous existence of a positive sustainable growth 
rate, which means that there is room to increase revenue in the coming period 
to the level of these sustainable rates. Revenue growth for issuer HELV is not 
sustainable because it is higher than the sustainable growth rate (21.77% com-
pared to 1.66%) and revenue can be expected to decrease in the coming period. 
For other issuers (HETR, RITE and RTEU) both indicators have negative values, 
which means that these issuers currently have no potential for growth and that 
the negative trend is likely to continue unless significant changes in the business 
policy are made. 

Having in mind the above, the results of our calculations show that in most cases 
there is significant room for improvment of business performance of the ana-
lyzed issuers and the growth of their revenues, which should be stimulated by 
obtaining additional capital from company owners.

5. CONCLUSIONS
In this research project, we collected relevant data, performed their analysis and 
assessed the sustainability of growth rates of companies included in the MH Ele-
ktropriveda RS. The sustainability of each company’s growth can be analyzed 
in several ways, but the simplest approach involves analyzing the maximum 
growth rate of sales revenue in the context of interdependence and the impact 
on the company’s profitability, dividend policy, asset management and financial 
leverage.

The sales revenue of any company cannot grow at rate higher than the sustain-
able growth rate, unless in the short term the growth is stimulated by the positive 
impact of one or more of the mentioned parameters of performance increase or 
by obtaining additional capital.

A brief analysis and calculation of the sustainable growth rate of the company 
within MH Elektroprivreda RS found that the rate of sustainable growth in only 
one case exceeds 1% (for the issuer HELV it is 1.66%), and that there are three 
cases in which this rate is negative due to the loss in the observed period (RITE 
with -3.16%, HETR with -1.41% and RTEU with -1.05%).

At the same time, the presented data indicate a decline in revenues in 2019 for 
nine out of ten issuers, which is especially noticeable for issuers HETR in the 
amount of -44.23% and HEDR in the amount of -27.01%. Revenue growth was 
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recorded by the issuer HELV in the amount of 21.77%. Revenue growth po-
tential, expressed by the sustainable growth rate, is present in seven out of ten 
analyzed issuers. For issuers EDPL, EKBL, EKHC, ELBJ, ELDO and HEDR, 
there is room for increasing revenues in the coming period to the level of their 
sustainable rates, because the change in income is lower than the sustainable 
growth rate. For the issuer HELV, revenue growth is not sustainable because 
it is far higher than the sustainable growth rate and revenue reduction can be 
expected in the coming period. For other issuers (HETR, RITE and RTEU) both 
indicators have negative values, which means that these issuers currently have 
no potential for growth and that the negative trend is likely to continue unless 
there are significant changes in the business policy.

Having in mind the above, the results of our calculations show that in most cases 
there is significant room for improving the business performance of the analyzed 
issuers and the growth of their revenues, which should be stimulated by obtain-
ing additional capital from company owners.
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АНАЛИЗА ОДРЖИВЕ СТОПЕ РАСТА ПРЕДУЗЕЋА 
КОЈА УЛАЗЕ У САСТАВ МЈЕШТОВИТОГ ХОЛДИНГА 

ЕЛЕКТРОПРИВРЕДА РЕПУБЛИКЕ СРПСКЕ 
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2 Александра Крчмар, Универзитет у Бањој Луци, Економски факултет

САЖЕТАК
Овај рад се бави анализом одабраних података о пословању предузећа која улазе у 
састав Мјешовитог холдинга Електропривреда Републике Српске са циљем утвр-
ђивања одрживих стопа раста сваког од њих. Енергетски сектор је одабран због 
његовог значаја како за тржиште капитала Републике Српске (мјерено учешћем у 
укупној тржишној капитализацији Бањалучке берзе и основном берзанском индек-
су), тако и за цјелокупну привреду Републике Српске (мјерено учешћем у бруто 
домаћем производу). У анализи су кориштени подаци из објављених финансијских 
извјештаја за 2019. годину, са нагласком на ставке: пословна актива, обавезе, ка-
питал, пословни приходи и нето добит. Посматрана је и политика дивиденди, али 
је у раду утврђено да до дана сачињавања ове анализе ниједно од посматраних 
предузећа није вршило исплату дивиденде из добити за 2019. годину. Резултати 
истраживања показују да стопа одрживог раста само у једном случају прелази 1%, 
док је код неколико емитената примјетна и негативна стопа одрживог раста изазва-
на губитком у посматраном периоду. Овакве чињенице могу представљати основ 
за забринутост, али и указати на могуће правце будућег дјеловања у циљу побољ-
шања перформанси посматраних предузећа.

Кључне ријечи: 
одрживи раст, приходи, Бањалучка берза, Електропривреда 
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ABSTRACT

One of the numerous responsibilities of the government 
of any country is to invest in the various sectors of the 
economy. This should, however, be channeled to the ap-
propriate sectors, such as the health sector, that will lead 
to a continual growth of the country. It is in the light 
of this, that this study looks at government spending on 
the health sector and its effect on infant mortality rate 
(INFM) in Nigeria. Health is central to the well-being 
of the citizens. This study made an attempt to provide 
empirical evidence of the impact of public health ex-
penditure on infant mortality rate in Nigeria between 
1991 and 2018 using time series data. The Fully Modi-
fied Ordinary Least Square (FMOLS) analytical method 
was used to examine the relationships. Various robust-
ness checks were carried out to ensure the reliability of 
the result for policy makers. Findings revealed that all 
variables employed positively impacted INFM except 
for Diphtheria, Pertussis, and Tetanus (DPT) immuni-
zation and female literacy rate. It was therefore recom-
mended that more public enlightenments on the impor-
tance of taking DPT immunization for infants should 
be embarked upon for the target audience to be able to 
produce a positive effect, nursing mothers should be ed-
ucated more on the need to take good care of their chil-
dren especially at the early stage and not leave chance to 
the faith of the day care, all in the name of being literate 
and answering the call of their job at the expense of their 
parental role among others.

© 2020 ACE. All rights reserved
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1. INTRODUCTION
Health, a very important aspect of an individual’s wellbeing, is one of the indis-
pensable necessary conditions for achieving a sustainable long-term economic 
development. It has been established in the literature that improvement in health 
care is an important prerequisite for enhancing Human Capital Development in 
every economy. Siddiqui, Afridi and Haq (1995) are of the opinion that improved 
health status of a nation creates outward shift in labour supply curve which im-
plied increased productivity of labour with a resultant increase in the productiv-
ity of investment in other forms of human capital. Thus, the level of government 
expenditure on health determines the ultimate level of human capital develop-
ment which eventually leads to better, more skillful, efficient and productive 
investment in other sectors of the economy (Muhammad & Khan, 2007). 

To this end, provision of good health has been seen by many governments as a 
key element of any policy aimed at promoting a broad based economic growth. 
Mocan, Tekin and Zax (2004) also affirm that good health is a crucial part of 
well-being and a key of social and economic development. In contrast, poor 
health can be detrimental to the welfare and development of a country. Good 
health is not only basic to human welfare but also to social and economic de-
velopment. Poor health shackles human capital, reduces returns on learning, im-
pedes entrepreneurial activities as well as growth and development of a nation. 
Consequently, it has become a focused policy by governments at all levels. 

Without doubt, an increased proportion of the nation’s resources is today being 
spent on health and medical care value as it was nearly six decades ago. This 
perhaps is in recognition of the importance of health which of course has also 
been recognized as a multi sectorial responsibility inseparably linked to a nation 
socio-economic development. 

In recent years, improvement in the health condition of people has been the focus 
of policy makers. Children, especially infants, are the most vulnerable group in 
the society. While some children escape childhood killer diseases such as mea-
sles and diphtheria and transit into adulthood, others die before their first birth-
day. Those who are fortunate to survive the first twelve months are likely to die 
even before reaching age five. Reducing mortality rate among children therefore 
is a major way of improving health status and welfare of children as well as se-
curing healthy future workforce for the nation.

In line with the above, UNDP (1990) and World Bank (1993) have recognized 
the public provision of health care services as one of the important ways to im-
prove living conditions and human welfare of a nation. To this end, Nigerian 
government has taken different measures at reducing children mortality rate hav-
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ing known the peculiarity of the country’s parents. One of such measures is a 
random house to house immunization for children at intervals, and yet the mor-
tality rate is still high compared to other developing nations of the world.

In addition, it is usual to find long queues of patients in Nigeria public hospitals 
waiting patiently for medical attention despite the fact that the nation has, over 
the years, made steady progress in terms of improved quality and quantity of 
medical manpower and health facilities. For instance, despite Nigeria’s rapid 
population growth, there has been a tremendous decrease in the nation’s popula-
tion per health resources from 47,330 in 1960 to 6,200 in 1986 per doctor which 
still decreases to 4,222 patients or 2.27 per 10,000 people as in 2018 all of which 
is above WHO consideration of one doctor per 600 people in a country (Chris 
Ngige, Channels television, April, 26, 2019, IndexMundi). 

In spite of the above achievement however, a high percentage of infant in Nige-
ria above the MDGs target still die before their first year. The National Strategic 
Health Development Plan 2009-2013 (NSHDP) also realized that “the health 
status indicators for Nigeria, starting from infant mortality rate are among the 
worst in the world and that on the average, health status of the population has 
declined, compared to indicators of a decade earlier. Besides general poor health 
status, Nigeria has also huge disparities in health status between geopolitical 
regions and income groups”. 

The questions that now come to mind are: What is the trend of infant mortality 
in Nigeria? Why, despite the huge amount spent on the health sector, the rate 
of infant mortality is still high? Why has the country failed to meet the MDGs 
target of reduction in child mortality by 2/3? Is there any statistically significant 
relationship between government health expenditure and infant mortality rate 
in Nigeria? These and many other reasons prompted the research work with the 
following objectives:

(i) to examine the trend of infant mortality rate;
(ii) to estimate the effects of government health expenditure on infant mortality 

rate in Nigeria; 
(iii) to draw policy implications based on the finding of the study. 

2. STATEMENT OF THE PROBLEM
The World Health Organization (WHO, 2009) has recommended that 15% of the 
total annual budget of the nation should go to the health sector. However, it was 
discovered that a small percentage of the total budget, which is not even up to 
half of WHO’s recommendation, is usually allocated to health sector by Nige-
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rian government. The percentage allocated to health sector was 6.1% in 1996, in 
2002, it dropped to 3.7%. It rose to 9.2% in 2007 while there was a slight drop to 
8.2% in 2014. In 2016 it dropped to 4.23%, whereas in 2017 it slipped to 4.16%. 
In 2018 it dropped drastically to 3.9% which is #340.45b out of #8.6tn. In ad-
dition, it is also worth noting that the country is struggling with several disease 
outbreaks including Monkey pox, Measles and Lassa fever, in addition to efforts 
to end poliomyelitis and tackle the country’s noticeable high mortality and child 
death. 

According to WHO, Nigeria is rated as 187th out of 191 countries of the world in 
terms of health care delivery. Also, one third of more than 700 health facilities 
have been destroyed in the country and about 3.7 million people are in need of 
health assistance. The health body placed Nigeria at third highest in infant mor-
tality rate in the world (healthnews.ng). 

Findings also revealed that health services in Nigeria had suffered decades of 
neglect, resulting in poor health conditions and decreasing national productivity 
(Mathias, Dickson & Bisong, 2013). Although improvements have been record-
ed lately but still fail to meet the MDGs (WHO, 2016) and the need to improve 
health, in order to do this, policy makers have to be guided by knowledge of 
those factors that will drive the health status. Some of these factors include edu-
cation, availability of doctors, immunization taking, etc. This is the reason why 
several researchers have dwelt into this based on the factors mentioned above. 

However, despite all the commendable efforts of these researchers, there are still 
many gaps left unfilled, as it will be revealed under the reviewed literature which 
thus makes this study imperative, in order to fill those gaps and also guide policy 
makers in the right direction.

3. CONCEPTUAL CLARIFICATION
3.1 Health

Health has been defined in different ways by various scholars. According to Dor-
land (1981), it has been defined as “a state of optimal, physical, mental and 
social wellbeing, and not merely absence of disease or infirmity. This definition 
conforms to that of World Health Organization (WHO, 1926:47) which states 
that health is “a state of complete physical, social and mental well-being and 
not merely absence of disease or infirmity”. Nwabuaze (2003) also considers a 
healthy condition as a state of being sound in the body, mind or spirit. Generally 
speaking, the definition of health boils down to being seen as a state of wellness 
and completeness of a person.
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3.2 Infant Mortality Rate (INFM)

The infant mortality rate is the number of deaths of infants under one year of age 
occurring among the live births in a given geographical area during a given year, 
per 1,000 live births occurring among the population of the given geographical 
area during the same year (OECD, 2001; WHO, 2012; Novignon & Lawanson, 
2017). 

3.3 DPT Immunization (DPT)

This is the class of combination of vaccines against three infectious diseases in 
human: Diphtheria, Pertussis and Tetanus. Findings revealed that there exists a 
positive correlation between DPT immunization and fall in infant mortality rates 
(see Murunga, Mogeni & Kimono, 2019; Oluyole & Afeikhna, 2015); this im-
plies that as DPT immunization increases, the IMR should decrease.

3.4 Female Literacy rate (FLR)

This refers to the number of females who are literate (i.e. those who are able to 
read and write); this is proxy by female gross enrolment ratio which is the ratio 
of total enrolment for primary education, regardless of age, to the population of 
the aged group that officially corresponds to the level of education shown. 

4. TREND ANALYSIS OF INFANT MORTALITY RATE IN NIGERIA
The trend analysis shows graphical movement of infant mortality rate in Nigeria 
(INFM) over time which is in line with the first objective of the study. 
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Graph 1. Trend of infant mortality rate in Nigeria
Source: Author’s calculation (2020)
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Although INFM experienced a decline from 1990 to date, the trend remains un-
acceptable compared to exploding trend of health sector expenditure. In addi-
tion, the failure of the MDG to meet its target of reducing INFM by 2/3 by the 
end of 2015 as targeted is also a cause for concern. The above scenario therefore 
calls for a re-examination of the established relationship between health care 
expenditure and INFM in Nigeria. 

5. EMPIRICAL REVIEW OF RELATED LITERATURE:  
A SYNOPSIS

Several studies explored the relationship between public health care expenditure 
and health status both in developing and developed countries but there seems to 
be limited studies on Nigeria.

In general, there seems to be some level of inconsistency in the exact relationship 
that exists between government health care expenditure and health outcomes. 
Some studies showed that public health expenditure has no impact on health 
outcome (Santerre, Grubaugh & Stollar, 1991; Kim &Moody, 1992; Musgrave, 
1996; Filmer & Pritchet, 1999; Berger & Messer, 2002; Williamson, 2008; Wil-
son, Gebhard, Kitterman, Mitchell & Nielson, 2009; Kamiya, 2010). Contrary 
to the above, some studies found strong positive relationships between public 
healthcare expenditure and healthcare outcome, and their findings revealed that 
healthcare spending reduces INFM (Nixon & Ulmann, 2006; Murthy & Okun-
ade, 2009; Anyanwu & Erhijakpor, 2009; Rhee, 2012; Farag, Nandakumar, Wal-
lack, Hodgkin, Gaumer & Ebril, 2013; Olaniyan, Onisanwa & Oyinlola, 2013; 
Imougbele & Ismaila, 2013; Bidza, 2015) while studies like Lawanson (2012) 
present a mixed result.

In most of these studies reviewed the presence of female literacy, number of 
doctors and DPT immunization rate were elusive while copious literature ex-
ists on the theme. It should also be noted that most of the work reviewed are 
cross-country in nature while literature on Nigeria is scanty, it is against this 
background that this study sought to fill the vacuum.

6. METHODOLOGY

6.1 Theoretical framework

This study leans on health production function as the theoretical model adopted 
to measure the impact of public health expenditure on health outcome in Nige-
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ria. These production functions include the application of the economic concept 
of a production function in the field of health services. The health production 
function specifies the relationship between government expenditure on health 
and health status and helps to determine which input produces a single output on 
health status.

This study considered Grossman (1972) model which envisages that individual 
health status is a function of individual inputs and is specified as shown below 

Y = f (X )  (i)

where Y is a measure of individual health status (IFMR) and X is a measure 

of inputs to the health function (GDPPC, 
pubexp
GDP , FLR, Immunization, Z); Z 

here is other explanatory variable introduced which is not captured by Grossman 
(1972) and here represented the number of doctors per 1000 patients. 

6.2 Sources of Data and Data requirements

This research work used data covering the period 1991-2018 in the empirical 
analysis.

INFMt = A+ β1lnGDPPCt + β2
pubexp
GDP

⎛
⎝⎜

⎞
⎠⎟ t
+ β3DOCt + β4FLRt + β5DPTt + µt  (ii)

where

INFM = Infant mortality rate

GDPPC = Gross Domestic Product Per Capita

DOC = Number of doctors per 1000 patient

(
pubexp
GDP

) = Total government expenditure on health as a fraction of the GDP 

(henceforth written as PUBEXP for analytical convenience)

FLR = Female Literacy Rate

DPT = Diphtheria, Pertussis (whopping cough), and Tetanus immunization.

On a priori, β1 − β5  are expected to be < 0
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6.3 Presentation and discussion of results

This section presents the statistical estimates and empirical results from the esti-
mations of the model.

6.3.1 Descriptive Statistics

The result of the descriptive statistics computation is presented in Table 1 below:

Table 1. Descriptive statistics results

INFM GDPPC PUBEXP FLR DOC DPT
Mean 99.39 281593.5 4.36 43.13 153.89 40.07
Median 97.10 274232.8 4.59 43.32 150.65 41.00
Maximum 124.90 385349.0 9.45 52.66 208.80 63.00
Minimum 75.70 202704.0 0.91 41.39 107.30 21.00
Std. Dev. 17.81 68375.68 3.06 2.16 31.57 11.32
Skewness 0.16 0.213 0.36 3.05 0.19 0.28
Kurtosis 1.47 1.43 1.64 14.73 1.76 2.12

Jarque-Bera 2.85 3.10 2.78 203.78 1.97 1.28
Probability 0.24 0.21 0.25 0.00 0.37 0.53

Sum 2782.8 7884617. 122.17 1207.885 4309.00 1122.00
Sum Sq. Dev. 8561.1 1.26E+11 252.6 125.633 26915.18 3461.86

Observations 28 28 28 28 28 28
Source: Author’s calculation (2020)

Table 1 above shows that all the series display a high level of consistency as 
their mean and median values are perpetually within the minimum and maxi-
mum values of these series. Moreover, the standard deviation which measures 
the level of variation of the variable from their mean is relatively low for most 
of the series indicating that the deviations of actual data from their mean values 
are very small. The table also reveals that the mean value of INFM, GDPPC and 
DOC are greater than their respective median values which suggests that the 
variables are positively skewed, while the mean value of PUBEXP, DPT and 
FLR are less than their respective median values suggesting that the variables are 
negatively skewed. This positive and negative skewness are formally confirmed 
by the skewness statistics for the variables. The wide ranges suggest that all the 
variables exhibit high variations in their distributions. 
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6.3.2 Correlation matrix

In order to have a preliminary idea of the direction of relationship between the 
variables, the correlation matrix of dependent and independent variables is com-
puted. This is reported below.

Table 2. Correlation matrix

INFM GDPPC PUBEXP DPT DOC FLR
INFM Pearson Correlation 1

Sig. (2-tailed)
N 28

GDPPC Pearson Correlation -.954** 1
Sig. (2-tailed) .000
N 28 28

PUBEXP Pearson Correlation -.812** .814** 1
Sig. (2-tailed) .000 .000
N 28 28 28

DPT Pearson Correlation -.690** .749** .710** 1
Sig. (2-tailed) .000 .000 .000
N 28 28 28 28

DOC Pearson Correlation -.980** .954** .728** .685** 1
Sig. (2-tailed) .000 .000 .000 .000
N 28 28 28 28 28

FLR Pearson Correlation .207 -.266 -.381* -.129 -.132 1
Sig. (2-tailed) .291 .172 .045 .514 .503
N 28 28 28 28 28 28

**. Correlation is significant at the 0.01 level (2-tailed).
*. Correlation is significant at the 0.05 level (2-tailed).
Source: Author’s calculation (2020)

From the table, the correlation of INFM with GDPPC has a coefficient of -0.954, 
with a p-value of 0.000 meaning that an increase in GDPPC will reduce INFM 
and it is statistically significant. Also, its correlation with PUBEXP has a coeffi-
cient of -0.812 with a p-value of 0.000 meaning that the coefficient is statistically 
significant and an increase in it brings a fall in INFM.

DPT which is another variable considered to have effect on INFM shows a nega-
tive coefficient of -0.690 with a p-value of 0.000 implying a negative statistically 
significance. On the other hand, coefficient of FLR presents a positive value of 
0.207 with a p-value of 0.291 indicating that it has positive coefficient that is sta-
tistically not significant. Finally, its correlation coefficient with DOC is -0.980 
with a p-value of 0.000. This implies that an increase in DOC will cause INFM 
to fall and it is statistically significant.
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The second column shows that GDPPC is positively correlated with PUBEXP, 
DPT and DOC and statistically significant except for FLR with which it has a 
negative and non-statistically significant relationship. The third column displays 
the coefficient of correlation between PUBEXP and FLR to be negative and sig-
nificant at 5% while it presents a positive and significant coefficient with DPT 
and DOC. The fourth column shows a negative and non-significant value with 
FLR while it has positive and significant correlation with DOC. The last column 
shows a negative and non-significant value with FLR. However, care must be 
taken while interpreting the correlation matrix because they cannot provide a 
valuable indicator of association in a manner which controls additional explana-
tory variables, hence there is a need for other robustness checks.  

6.3.3 Unit root test Result

The results of the unit root test for the variables used in the study based on Aug-
mented Dickey Fuller (ADF) unit root test procedure (with constant and trend) 
to see whether the variables are significant at level, i.e. whether it is I(0) series, 
or at first difference, i.e. whether it is I(1) series, are presented in Table 3 below. 

Table 3. Unit Root Test Results

Variable ADF 1% critical 
value

5% critical 
value

10% critical 
value

Order of 
integration

INFM 4.414*** 3.711 2.981 2.630 I(0)
GDPPC 1.839* 2.755 1.971 1.604 I(1)
PUBEXP 3.999** 4.004 3.099 2.690 I(0)
FLR 4.120*** 3.920 3.066 2.673 I(1)
DPT 5.601*** 3.711 2.981 2.630 I(1)
DOC 3.889*** 3.724 2.986 2.632 I(1)

***denotes significant at 1%, ** denotes significant at 5%, * denotes significant at 10%. 
Source: Author’s computation (2020) using E-view 9

The unit root test is carried out with intercept specifications for the respective 
series since it is a single variable and it is also the default that comes with the 
E-view. The lag-selection was based on the default selection of the Newey-West 
Bandwidth (NWB). The table contains the ADF test statistic at levels and levels 
and intercept of the time series with the null hypothesis which states that there 
is no unit root. The result based on 1% significant level shows the orders of 
integration of the variables, being stationary at levels and levels and intercept. 
In particular, the stationarity of the general unit root process for the set of time 
series data for the variables shows that they are all significant at 1 % except for 
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GDPPC which is significant at 10%. Thus the null hypothesis of unit root in the 
data can be upheld. 

6.3.4 Long Run Relationship between the Variables

Co-integration is carried out based on test proposed by Johansen. Below is the 
test result: 

Table 4. Long Run Relationship between the Variables
Series: INFM GDPPC PUBEXP FLR DPT DOC 
Lags interval (in first differences): 1 to 1
Unrestricted Cointegration Rank Test (Trace)
Hypothesized Trace 0.05
No. of CE(s) Eigenvalue Statistic Critical Value Prob.**
None *  0.900  173.472  95.754  0.000
At most 1 *  0.861  113.476  69.819  0.000
At most 2 *  0.698  62.129  47.856  0.001
At most 3 *  0.503  30.991  29.797  0.036
At most 4  0.389  12.816  15.495  0.121
At most 5  0.000  0.010  3.841  0.920
 Trace test indicates 4 cointegrating eqn(s) at the 0.05 level
 * denotes rejection of the hypothesis at the 0.05 level
 **MacKinnon-Haug-Michelis (1999) p-values

Unrestricted Co-integration Rank Test (Maximum Eigenvalue)
Hypothesized Max-Eigen 0.05
No. of CE(s) Eigenvalue Statistic Critical Value Prob.**
None *  0.90  59.99  40.08  0.00
At most 1 *  0.86  51.35  33.88  0.00
At most 2 *  0.70  31.14  27.58  0.02
At most 3  0.50  18.18  21.13  0.12
At most 4  0.39  12.81  14.27  0.08
At most 5  0.00  0.01  3.84  0.92
 Max-eigenvalue test indicates 3 co-integrating eqn(s) at the 0.05 level
 * denotes rejection of the hypothesis at the 0.05 level
 **MacKinnon-Haug-Michelis (1999) p-values

Source: Author’s computation (2020) using E-view 9
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As evident in the table above, the co-integration tests included the INFM, GDP-
PC, PUBEXP, FLR, DOC and DPT. The trace test and the maximum Eigenvalue 
statistics show the existence of four (4) and three (3) integrating equation respec-
tively between INFM and the variables influencing it at 5% level of significance. 
The implication of this result is that there exists a unique long run relationship 
between INFM and GDPPC, PUBEXP, FLR, DOC and DPT. 

6.3.5 Robustness and diagnostic test results

This study performs an auxiliary regression using the residuals from the origi-
nal equation since it is conventionally believed that the conventional computed 
standard errors are no longer valid even with the consistency of OLS estimates in 
the presence of heteroscedasticity. Thus there is a need to test for heteroscedastic-
ity in a formal way in this study by applying Breusch-Pagan-Godfrey approach. 
The test is conducted using the probability value with the decision rule that we 
accept the null hypothesis if the p-value is less than 5% and reject if otherwise 
with conclusion that there is no heteroscedasticity. The result is presented below: 

Table 5. Heteroscedasticity Test: White

Heteroscedasticity Test: Breusch-Pagan-Godfrey
F-statistic 1.65     Prob. F(6,20) 0.19
Obs*R-squared 8.93     Prob. Chi-Square(6) 0.18
Scaled explained SS 5.06     Prob. Chi-Square(6) 0.54

Source: Author’s computation

From Table 5 above, R2 value is 8.93 and resulting Chi-square is 0.18, implying 
that the probability value is greater than 5% significant level, thus we reject the 
null hypothesis and conclude that there is no heteroscedasticity in the model.

Table 6. Serial Correlation Test

Breusch-Godfrey Serial Correlation LM Test:
F-statistic 20.51     Prob. F(1,19) 0.0002
Obs*R-squared 14.02     Prob. Chi-Square(1) 0.0002

Source: Author’s computation (2020)

This study employed Breusch Godfrey serial Correlation Langranger Multiplier 
test, and the result revealed that null hypothesis of serial correlation is rejected. 
This shows that the model is free from the problem of autocorrelation. However, 
to ensure that the model is free from multicollinearity problems the study con-
ducts the Variance Inflation Factor (VIF) test, the result of which is presented 
below.
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Table 7. Variance Inflation Factor (VIF) test
Variance Inflation Factors: INFM
Date: 12/02/2020  Time: 15:11
Sample: 1991 2018
Included observations: 28

Coefficient Uncentered Centered
Variable Variance VIF VIF
PUBEXP  0.074  76.16  2.67
GDPPC  1.10E-1  11.57  7.37
FLR  0.802  3853.3  2.33
DPT  0.002  88.62  6.64
DOC  0.001  425.36  19.84
C  199.49  4662.5  NA

Source: Author’s computation (2020)

As presented in Table 7, it was revealed that the model is free from multicol-
linearity as each of the centered VIF of the variables is below 20 above which a 
variable is considered as having linear relationship with another variable. 

6.3.6 Regression Result

Having evaluated the general diagnostic statistics above, we can now proceed 
below to examine the performance of each explanatory variable from the regres-
sion result

Table 8. Fully Modified Least Squares (FMOLS)
Method: Fully Modified Least Squares (FMOLS)
Date: 01/03/20  Time: 09:57
Sample (adjusted): 1992 2018
Included observations: 27 after adjustments
Cointegrating equation deterministics: C
Long-run covariance estimate (Bartlett kernel, Newey-West fixed bandwidth = 3.0000)
Variable Coefficient Std. Error t-Statistic Prob.  
LOG(GDPPC) -3.18 6.61 -0.48 0.64
PUBEXP -1.24 0.23 -5.51 0.00
FLR 0.07 0.18 0.41 0.69
DPT 0.11 0.05 2.39 0.03
DOC -0.47 0.04 -10.98 0.00
C 208.53 78.69 2.65 0.02

R-squared 0.98     Mean dependent var 98.44
Adjusted R-squared 0.98     S.D. dependent var 17.42
S.E. of regression 2.64     Sum squared resid 146.06
Long-run variance 2.87

Source: Author’s computation (2020) 
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Table 8 above presented the Fully-Modified co-integration regression on INFM 
in Nigeria. It was revealed that GDPPC has an inverse effect on INFM, thus a 
1%-point increase in GDPPC reduces INFM by 3.2 units. This led credence to 
Grossman theory which states that good health status is a positive function of 
individual income level. Although the result is not significant even at 10% this 
justifies the notion that an increase in income per capita does not necessarily im-
ply improvement in INFM in Nigeria as considered in this study. This problem 
could be traced to the widening gap in income among all levels of citizens in 
the country. This suggests that the government should concentrate on its income 
redistribution role so as to bridge the gap and enhance the significance of per 
capita income on improving INFM to meet the Sustainable Development Goal 
target of Reducing Infant Mortality by 2/3.

In the case of doctors per 1000 population, findings revealed that every addition-
al doctor employed reduces INFM by 0.5 units. PUBEXP also showed a negative 
sign and was found to be significant at 1% significant level; a unit rise in PU-
BEXP tends to reduce INFM by 1.2units. DPT immunization presents a positive 
sign as against the a priori expectation. Perhaps, these could be attributed to poor 
sensitization and corruption in the procurement of the required vaccines and also 
in the administration of the programmes.

FLR also presents a positive sign and insignificant even at 10%. This might be 
due to the current trend of literate female devoting more time to work at the 
expense of their home leaving the care of their baby at early days to day care 
operators and the whim and caprice of nannies.

The reported R-squared of the model shows that the model explains about 98.1% 
of variations in INFM in Nigeria. The adjusted R-squared also showed a value 
of 97.7 % which means that other variable outside the model only covered about 
2.3% and most variables included are significant, which showed that the model 
is a good fit.

7. COMPARISON OF THE STUDY WITH PREVIOUS  
EMPIRICAL STUDIES REVIEWED

Summarily, the findings of this study are in conformity with Santere, Grubaugh 
and Stollar (1991) as well as with Berger and Messer (2002), whose findings also 
revealed that PUBEXP is unable to reduce INFM while it is against other stud-
ies (Rhee, 2012; Farag, et al. 2013; Bizda, 2015) whose findings revealed that 
PUBEXP reduces INFM. However, it should be noted that all reviewed studies 
whose findings contradict our findings are either cross country in nature or not 
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carried out specifically on Nigeria and what is obtained in these countries may 
not be applicable to the situation in Nigeria. 

8. SUMMARY, CONCLUSION AND RECOMMENDATIONS
Alluding to the fact that the pattern of financing is closely and indivisibly linked 
to the quality of health outcomes most especially in developing world (Nigeria 
inclusive), which over the years has necessitated increased spending on the sec-
tor. The result of the spending has generated controversy among scholars making 
some believe it is non-productive as expected, while others are against this no-
tion. The mixed believe calls for this study which examined the effect of public 
health expenditure on INFM factoring in other explanatory variables, such as 
FLR, DPT immunization, GDPPC, and DOC, which are considered capable of 
hindering the desired outcome of increased government spending on infant mor-
tality rate. Summarily, findings revealed that all variables positively impacted 
INFM except for DPT and FLR and possible reasons were adduced for that. 

Based on the findings of this study the following recommendations are proffered 
if Nigerian health status (INFM) is to improve and build a virile labour force 
capable of moving the nation towards development.

 – Government should intensify efforts by increasing the percentage of its 
allocation to heath sector to make it reach the suggested percentage from 
the country’s annual budget by WHO.

 – Government should endeavor to reduce income inequality among citizens 
through its redistributive role so that GDPPC has a statistically significant 
impact on the reduction of INFM in Nigeria. 

 – Findings should be made on why DPT immunization failed to produce the 
desired outcome and proffer solution.

 – More public enlightenments on the importance of taking DPT immuniza-
tion for infants should be embarked upon for the target audience to be able 
to produce a positive effect.

 – Nursing mothers should be educated more on the need to take good care of 
their children especially at the early stage and not leave chance to the faith 
of the day care all in the name of being literate and answering the call of 
their job at the expense of their parental role. 
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ПОТРОШЊА НА ЈАВНО ЗДРАВСТВО И СТОПА 
СМРТНОСТИ НОВОРОЂЕНЧАДИ У НИГЕРИЈИ
1 Адеагбо Метју Олувасеун , Факултет умјетности и друштвених наука 

Колеџ за образовање, Ланлате, држава Ојо

САЖЕТАК
Једна од бројних одговорности владе било које земље јесте улагање у ра-
зличите секторе привреде. Међутим, улагање би требало да се усмјери у 
одговарајуће секторе, попут здравственог, који ће довести до континуира-
ног раста земље. У свјетлу овога, ова студија разматра државну потрошњу 
на здравствени сектор и њен утицај на стопу смртности новорођенчади у 
Нигерији. Здравље је најважније за добробит грађана. Ова студија је поку-
шала да пружи емпиријске доказе о утицају потрошње на јавно здравство 
на стопу смртности новорођенчади у Нигерији између 1991. и 2018. године 
користећи податке из временских серија. За испитивање односа коришћена 
је аналитичка метода потпуно модификованих обичних најмањих квадрата. 
Извршене су разне провјере робусности како би се креаторима политика 
обезбиједила поузданост резултата. Резултати су открили да су све прими-
јењене варијабле позитивно утицале на стопу смртности новорођенчади, 
осим имунизације против дифтерије, пертусиса и тетануса (ДПТ), и сто-
пе писмености жена. Стога је препоручено да се приступи већем јавном 
просвјетљењу о важности ДПТ имунизације за новорођенчад како би циљ-
на публика могла да произведе позитиван ефекат, дојиље би требало више 
едуковати о потреби добре бриге о својој деци посебно у раним годинама и 
непрепуштању бриге другима због описмењавања и одласка на посао, а на 
штету њихове родитељске улоге.

Кључне ријечи: 
потрошња на јавно здравство, стопа смртности новорођенчади, писменост 
жена, дифтерија, пертусис и тетанус.
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ABSTRACT

Studies on the relationship between the informal 
economy and economic growth have been inconclu-
sive as to whether the positive or negative relation-
ship dominates. These results are partly due to the 
type of estimation technique such as fixed-parameter 
techniques. Fixed parameter techniques have been 
used to observe the relationship between economic 
growth and the informal economy. A caveat to the 
fixed-parameter estimation techniques used to ob-
serve the relationship between the informal economy 
and economic growth is the inability to account for 
annual disruptions. This paper seeks to examine the 
relationship between the informal economy and eco-
nomic growth in Nigeria in the period from 1991 to 
2015 using the Time-Varying Parameter (TVP) mod-
el. The TVP model is estimated in two stages. First, an 
Ordinary Least Squares (OLS) multiple regression is 
estimated and the outcome is subjected to the flexible 
least-squares approach. The results show the domi-
nance of the negative effects of the informal economy 
on economic growth. The outcomes also reveal that 
overtime movements of time-varying parameters in 
the informal economy and economic growth are con-
nected with economic and political events. This paper 
recommends the absorption of the informal economy 
into the official economy through government policy.

© 2020 ACE. All rights reserved

1. INTRODUCTION AND LITERATURE REVIEW
The size of the informal economy in many developing countries exceeds 40 per-
cent of GDP (Baklouti and Boujelbene, 2019). Nigeria is not an exception as the 
size of the informal economy ranged from 50.49 per cent to 66.61 per cent of GDP 
in the period 1991-2015 (Medina and Schneider, 2018). The informal economy 
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was projected to decline as the formal sector grew (Meagher and Yunusa, 1996). 
Instead, the former has increasingly accounted for a significant proportion of eco-
nomic activities (Oresajo, 2020). The reasons for the persistence of the informal 
economy has been addressed by the dualist, legalist, and structuralist schools. The 
dual school notes that informal sector activities continue because surplus labour 
from the traditional sector is not fully absorbed in the modern sector (Lewis, 
1954; Harris and Todaro, 1970). The legal school argues that informal activities 
persist because of the costs, time, and effort of formal registration (De Soto, 1989; 
Loazya, 1997), while the structuralists maintain that it is the nature of develop-
ment that leads to the sustained existence of the informal economy (ILO, 1972). 

Activities in the informal economy are generally not registered or regulated by 
the relevant regulatory body. This concept emerged from studies on Kenya and 
Ghana’s urban informal sector (ILO, 1972; Hart, 1973). In developing countries, 
informal economy activities are carried out openly. Participants in the informal 
economy include artisans, traders, barbers and hairstylists among others and also 
firms in the official economy that do not comply with government regulations on 
the activity. Generally, the size of informal sector activities is small, which leads 
to low productivity (De Soto, 1989). Limited access to credit from formal sourc-
es is also identified as a major constraint to the expansion of activities. Failure 
to register a firm hinders the firm from accessing funds formally. Consequently, 
informal economy firms rely on their savings and informal credit sources as their 
main sources of credit. Most activities in the informal economy are carried out 
by micro-enterprises that operate from fixed structures and/or mobile structures. 

A beneficial quality of the informal economy is that it offers a livelihood and 
complements the activities of the formal sector (Dell’Anno, 2008). However, it 
poses obstacles for the implementation of economic policy and may cause dam-
ages to the economy. Furthermore, its existence limits the provision of public 
goods required for economic development as a result of tax evasion. This gives 
rise to an unfair advantage of the informal sector over the formal sector in terms 
of reduced cost which is caused by avoiding taxes (Almenar, Sanchez, and Sa-
pena, 2019). 

In the Nigerian context, the informal economy has been described taking into 
account the characteristics of participating individuals and firms. According to 
NBS (2010), informal economy firms employ less than ten (10) workers regard-
less of whether the firm is registered. The ownership structure is typically one-
man business (sole ownership). The sector employs a large portion of the work-
ing population as the average of 82.6 per cent of the workforce in Nigeria is 
self-employed (World Bank, 2018). Its workforce is mainly composed of unpaid 
family members, apprentices and a limited number of paid employees. These 
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workers face varying levels of vulnerability characterised by lack of access to 
pensions, volatile incomes, and job insecurity (Oresajo, 2020). Activities in the 
informal economy are spread across different sectors of the economy but the 
wholesale and retail trade sectors dominate followed by manufacturing, accom-
modation and food services, agriculture, transportation and construction sub-
sectors (NBS, 2010). 

Findings on the relationship between the informal economy and economic 
growth are mixed. Various studies obtained results of the positive impact of the 
informal economy on growth (Baklouti and Boujelbene, 2019; Brambila-Ma-
cias and Guido, 2010; Dell’Anno, 2008; Oresajo, 2020). Others stress that the 
size of the informal sector is inimical to economic growth (Loayza, 1997). Wu 
and Schneider (2019) obtain mixed results from their analysis and attribute the 
outcome to the level of development. Although these authors provide empirical 
proof of the relationship, they fail to explore the impact of cyclical fluctuations 
and this is a caveat. Besides, country-specific studies on the relationship between 
economic growth and the size of the informal economy of Nigeria have been 
largely neglected. However, a recent study by Oresajo (2020) used a micro and 
macro approach to estimate the relationship between the informal economy and 
economic growth. 

Although the relationship between economic growth and the informal economy 
may be affected by the economic cycle, related estimation techniques have not 
been used to study the relationship. Econometric techniques such as the Ordinary 
Least Squares (OLS) model and Error Correction Model (ECM) have been used 
to estimate the effects of the size of the informal sector on economic growth (Loa-
zya, 1997; Oresajo, 2020). These techniques employ the use of fixed-parameter 
models in which the estimated parameters do not change over time. Therefore, 
the results may be misleading due to structural errors, specification errors, non-
linearities, proxy variables and aggregation (Tanizaki, 2000). Nevertheless, there 
is no consensus in the literature regarding the methods that should be used to 
estimate the relationship between the informal economy and economic growth. 
The time-varying parameter (TVP) model to the best of the author’s knowledge 
has not been used to study the relationship between the informal economy and 
economic growth in developing and emerging economies but there are studies 
that have applied the technique to investigate the drivers of economic growth. 
Awe, Crandell, Adepoju and Leman (2015) used the TVP model to study the 
impact of money supply on economic growth, while Bhattacharya, Chakravartti 
and Mundle (2018) used a variant which is the principal component augmented 
time-varying regression (TVPR) approach to investigate the impact of corrup-
tion and institutions on economic growth. 
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Consequently, this paper investigates the impact of the informal economy on eco-
nomic growth in Nigeria from 1991 to 2015 using the TVP model thereby, cap-
turing the annual variation and connection with economic and political events. 
The period was selected due to the availability of data on the informal economy 
from 1991 to 2015 (see Medina and Schneider, 2018 for the dataset). The TVP 
model gained popularity on the assumption that stable parameters for regres-
sion analysis are no longer acceptable since regression parameters are subject to 
disruptions (Tanizaki, 2000). In addition, sudden changes may cause economic 
relationships to be misspecified using the traditional methods as the parameters 
are assumed fixed. The TVP model offers an advantage over the previous meth-
ods used as it helps examine the dynamics of the informal sector and economic 
growth as well as its possible connection with economic cyclical movements. 
This novel approach to accessing the effects of the informal economy on eco-
nomic growth using the TVP model represents a contribution to the literature. 

The rest of this paper is organised into three sections. Section 2 describes the 
methods and the data employed, while section 3 explains the results and section 
4 offers some concluding remarks. 

2. METHODS AND DATA

2.1 Specification of model

The relationship between the informal economy (IE) and economic growth 
(GDPr) is specified simply as; 

GDPr = f (IE) (1)

The control variables, life expectancy (LIFEXPEC), and investment (INV) are 
added in equation 2.

GDPr = f (IE, LIFEXPEC, INV) (2)

Equation 2 is converted to a regression model after transforming all variables to 
logarithms1. 

gdprt = β0 + β1iet + β2lifexpect + β3invt +  ut  (3)

gdprt is the dependent variable while iet, lifexpect, and invt are the independ-
ent variables observed in the period 1991 to 2015. gdprt is economic growth 

1  This accounts for the change in notation.
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measured by GDP percentage growth, whereas iet, lifexpect, and invt represent 
the informal sector (% of GDP), life expectancy at birth and investment. The βts 
are the coefficients associated with the independent variables. The apriori sign 
associated with the coefficient connected with the informal sector is negative (β1 
<0). The relationship between lifexpect, invt and gdprt is positive. An improve-
ment in life expectancy improves human capital and by implication economic 
growth. Investment which is the amount spent on capital goods also improves 
economic outcomes. ut is the error term distributed with mean zero and vari-
ance σ2. The Ordinary Least Squares (OLS) method is used to estimate equation 
(3). The model specified in equation (3) is a fixed-parameter model because the 
estimated parameters are fixed over time and it also doubles as the observation 
equation of the TVP model. 

2.2 Estimation Technique

To satisfy the objective of this paper, there is a need to consider a model in which 
the parameter is a function of time. The model that satisfies this condition is the 
time-varying parameter model. The TVP model is specified in a State-Space 
Form (SSF) as a combination of the observation equation in equation (4) and a 
transition equation in equation (5). This allows the unobserved variable associ-
ated with the observations to be estimated alongside the observed variables. The 
choice of the TVP model is premised on the fact that it allows the parameter 
coefficients to change over time. 

The TVP model is specified in a State-Space Form (SSF) following Alptekin, 
Broadstock, Chen and Wang (2018).

yt =α t + βt xt + ut ,  (4)

represents the dependent variable while xt represents the independent variable. αt 
is the time-varying intercept and βt is a time-varying coefficient on xt.

The transition equation which describes the dynamics of the time-varying pa-
rameters over time is specified in equation 5.

α t =α t−1 + et ,    et ∼ N (0,δ e
2 )

βt = βt−1 + vt ,    vt ∼ N (0,δ v
2 )  (5)

The time-varying parameter, βt, is an unknown variable which models the rela-
tionship between yt and xt. βt is assumed to follow the first-order autoregressive 
( model of the form βt = βt-1+ vt. ut, et, and vt are error terms which are mutually 
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independent at all-time points and distributed with a mean of zero and constant 
variance Equation (4) allows the parameters to be time-dependent while equa-
tion (5) determines the movement of the parameters.

Equation 3 is the fixed-parameter model and also doubles as the observation 
equation. Its adaptation to an observation equation comes with slight modifica-
tions in the interpretation of its parameters. β0 is the time-varying intercept while 
β1, β2, and β3 are the time-varying coefficients on iet, lifexpect, and invt.

A popular approach for estimating the TVP model is the Kalman filter. It has 
been criticised on the grounds of problems posed by convergence and a mul-
titude of assumptions (Kalaba and Tesfatsion, 1989). Therefore, the Flexible 
Least Squares (FLS) approach of Kalaba and Tesfatsion (1989) as implemented 
in EVIEWS 9 was used to estimate the TVP model in equation (5). The FLS 
model is a better alternative as it imposes fewer assumptions.

2.3 Data

Annual data on the GDP growth (annual percentage), informal economy (per 
cent of GDP), life expectancy at birth and gross capital formation which was 
proxy for investment was gathered for the period 1991-2015 (see Appendix I 
and II). The data on the informal economy and GDP growth which are the main 
variables of interest are discussed in Figure 1 and 2 to give insight into the trend 
over time. Figure 1 shows the trend of the size of the informal economy between 
1991 and 2015. 
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Figure 1. Size of the informal economy (percentage of GDP)
Source: Computed by the author
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In 1991, the informal economy was 56.95 percent of GDP before rising to 58.17 
percent in 1992. Thereafter, it rose astronomically to 86.82 percent in 1993 and 
fell shortly after to 66.6 percent in 1994. The period was characterised by a weak 
economy caused by civil unrest. Over the years, it fell slowly to 57.64 percent 
in 2001. In 2002, it rose slightly to 59.03 percent before falling slightly over the 
years to 50.49 percent in 2015. The stability of the informal sector was achieved 
by a mix of activities culminating in the advent of democracy in 1999, the suc-
cessful implementation of the reform policy contained in the National Economic 
Empowerment Development Strategy (NEEDS) and a generally favourable en-
vironment. A close look at the trend in the informal economy shows that since 
1994, it has been stable except for a slight dip in 2006.

Figure 2 shows the trend of GDP growth rate over the period 1991-2015. The 
trend shows more variability than the informal economy over the years with a 
major spike in 2002. 
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Figure 2. GDP percentage growth
Source: Computed by the author

In 1991, the economy grew at almost zero percent but incerased to 4.46 percent 
in 1993. Afterwards, the country experienced three years of negative growth. 
The GDP growth rate rose again to 4.20 percent in 1996 and fell slowly to below 
one percent in 1999, which heralded the era of democracy. It grew to 5.02 per-
cent in 2000 and subsequently peaked at 15.33 in 2002. Between 2003 and 2014, 
GDP growth rate was within the limits of 4.23 percent and 9.25 percent. The 
year 2015 was a period of weak growth for Nigeria occasioned by dwindling oil 
revenues as a figure of 2.65 percent was posted. The period preceded the first re-
cession which Nigeria experienced in 25 years. The recession occurred in 2016.
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2.4. Sources of data

The data on GDP growth rate (annual percentage), life expectancy and invest-
ment was obtained from the World Development Indicators (2020) (See appen-
dix I and II for a brief description of the data used and the raw data). Alme-
nar, et.al (2019) states that a common way of reporting the size of the informal 
economy is as a percentage of GDP. The size of the informal economy (per 
cent of GDP) was obtained from Medina and Schneider (2018). Medina and 
Schneider (2018) used the Multiple Indicators Multiple Causes (MIMIC) model 
approach to produce the estimates of the gray economy as a percentage of GDP. 
The dataset was collated for 158 countries and is comparable across countries as 
it is calculated as a percentage of GDP. Studies such as Baklouti and Boujelbene 
(2019) used Medina and Schneider’s estimates of the informal economy in their 
growth model. 

3. RESULTS AND DISCUSSION

3.1 Summary statistics

Selected descriptive statistics of the variables used in this paper to further de-
scribe the data used are shown in Table 1. 

Table 1. Summary statistics (1991-2015)

Variable Description Mean Standard 
deviation Minimum Maximum Observations

GDPrt GDP growth (%) 4.852 3.775 -2.035 15.329 25
IEt Informal economy 

(% of GDP)
57.668 7.403 50.490 86.820 25

LIFEXPECt Life expectancy at 
birth (years)

48.262 2.556 45.843 53.112 25

INVt Gross capital 
formation (% of GDP)

28.685 10.997 14.169 48.400 25

Source: Computed by the author (2020)

On average, economic growth (GDPrt) and the informal economy (per cent of 
GDP) (IEt) were 4.852 per cent and 57.668 (percent of GDP) respectively. The 
mean value of GDPrt was single-digit and barely adequate for economic devel-
opment. IEt was consistently high as its values ranged from 50.490 to 86.820 
(percent of GDP) in the period 1991-2015. The maximum values of GDPrt and 
IEt were 15.329 percent and 86.820 percent respectively. These statistics oc-
curred in 1993. The maximum value for IEt was an outlier. The lowest values 
of GDPrt and IEt were -2.035 and 50.490 percent, and occurred in the same 
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year (2015). Intuitively, these results show some level of a mutual relationship 
between GDPrt and IEt. LIFEXPECt and INVt have a mean value of 48.262 and 
28.685 (percent of GDP) respectively. The standard deviation of the variables 
was not high and it was within a reasonable range. The number of observation 
was 25.

3.2 Stationarity results

It is important to observe the level of stationarity of the variables before analysis. 
Therefore, the variables used in the model were tested for unit roots using the 
Augment Dickey-Fuller (ADF) test. This exercise is necessary as TVP mod-
els are usually estimated using stationary data (Feldkircher and Hauzenberger, 
2019). The ADF stationarity test shown in Table 2 suggests that GDPrt, IEt, 
LIFEXPECt and INVt are stationary at levels. Since all variables are stationary at 
levels, the TVP can be used. 

Table 2. Augmented Dickey-Fuller Results

Variable Levels First differences Order of integration
GDPrt -2.706* - I(0)
IEt -5.271*** - I(0)
LIFEXPECt -4.880*** - I(0)
INVt -3.205*** - I(0)

Note: (*) Significant at 10% level
 (**) Significant at 5% level
 (***) Significant at 1% level
Source: Computed by the author (2020)

3.3 Fixed parameter model result

The result of the growth model specified in equation (3) is presented in Table 3.

Table 3. Relationship between economic growth and the informal economy

gdprt
Coefficient Standard error T

iet
-6.183 1.174 -5.266

lifexpect -25.999 6.609 -3.934
invt -3.031 0.869 -3.490
c 137.498 28.738 4.785
R-squared 0.762   
Adj R-squared 0.728
Number of observations 25   

Source: Computed by the author
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The regression results show that there is a negative relationship between eco-
nomic growth (gdprt) and the informal economy (iet). An increase in iet is associ-
ated with a decrease in gdprt. These fixed-parameter model results support the 
conclusions obtained by Loayza (1997) but contradict the positive outcomes of 
Oresajo (2020). The control variables are wrongly signed and a matter of con-
cern for a developing country like Nigeria.

The outcome of the fixed-parameter model is limited in information as to how 
the informal economy has affected GDP growth over the years especially con-
cerning information about when the informal economy’s effects on economic 
growth peaked or suffered a downturn. This leads to the evaluation of the out-
comes of the time-varying parameter model.

3.4 Time-varying parameter model results

The TVP model was applied to the data for Nigeria. The TVP coefficients and 
its corresponding standard errors associated with each variable specified in the 
growth model are shown in Table 4. 

Table 4. Coefficients of the time-varying parameter model

Year β0 β1 β2 β3

1991 114.264696 -4.746749 -22.431203 -2.104036
(55.545300) (1.206562) (13.666144) (1.060485)

1992 114.264753 -4.746742 -22.431197 -1.931028
(55.545293) (1.204215) (13.666040) (1.087927)

1993 114.264688 -4.746750 -22.431204 -2.120744
(55.545293) (1.203571) (13.665961) (1.095465)

1994 114.264607 -4.746760 -22.431214 -2.354114
(55.545283) (1.204076) (13.666035) (1.104644)

1995 114.264661 -4.746754 -22.431207 -2.196170
(55.545273) (1.204077) (13.666037) (1.136559)

1996 114.264739 -4.746744 -22.431198 -1.968863
(55.545277) (1.204078) (13.666036) (1.140798)

1997 114.264732 -4.746744 -22.431199 -1.980459
(55.545280) (1.204078) (13.666036) (1.124577)

1998 114.264741 -4.746743 -22.431198 -1.944732
(55.545282) (1.204078) (13.666034) (1.107096)

1999 114.264680 -4.746750 -22.431205 -2.112931
(55.545283) (1.204079) (13.666034) (1.117558)

2000 114.264724 -4.746745 -22.431200 -1.985223
(55.545282) (1.204079) (13.666035) (1.144410)
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Year β0 β1 β2 β3

2001 114.264725 -4.746744 -22.431200 -1.971408
(55.545280) (1.204079) (13.666035) (1.172612)

2002 114.264796 -4.746736 -22.431192 -1.773852
(55.545283) (1.204079) (13.666035) (1.192269)

2003 114.264753 -4.746741 -22.431197 -1.868520
(55.545300) (1.204080) (13.666033) (1.158351)

2004 114.264763 -4.746739 -22.431196 -1.826364
(55.545310) (1.204080) (13.666031) (1.159977)

2005 114.264738 -4.746742 -22.431199 -1.870221
(55.545325) (1.204080) (13.666029) (1.148979)

2006 114.264727 -4.746743 -22.431200 -1.881832
(55.545345) (1.204082) (13.666027) (1.117358)

2007 114.264730 -4.746743 -22.431200 -1.855805
(55.545350) (1.204081) (13.666026) (1.174642)

2008 114.264727 -4.746743 -22.431200 -1.845755
(55.545365) (1.204081) (13.666024) (1.178935)

2009 114.264792 -4.746735 -22.431192 -1.677704
(55.545391) (1.204081) (13.666021) (1.133404)

2010 114.264755 -4.746740 -22.431197 -1.752891
(55.545397) (1.204082) (13.666021) (1.190711)

2011 114.264703 -4.746746 -22.431203 -1.862052
(55.545410) (1.204083) (13.666019) (1.210928)

2012 114.264685 -4.746748 -22.431205 -1.896828
(55.545423) (1.204083) (13.666017) (1.236162)

2013 114.264757 -4.746739 -22.431196 -1.746085
(55.545443) (1.204083) (13.666015) (1.226775)

2014 114.264781 -4.746737 -22.431193 -1.694841
(55.545466) (1.204083) (13.666012) (1.194442)

2015 114.264729 -4.746743 -22.431200 -1.803620
 (55.545484) (1.204084) (13.666010) (1.189839)
Average 114.2647 -4.746744 -22.43120 -1.921043
Minimum 114.2646 -4.746760 -22.43121 -2.354114
Maximum 114.2648 -4.746735 -22.43119 -1.677704

Source: Computed by the author (2020)
Note: Standard error in parenthesis

The TVP coefficients associated with the intercept (β0), informal economy (β1), 
life expectancy (β2) and investment (β3) are relatively stable except for invest-
ment which shows more variability, but it is not statistically significant. Of inter-
est to this study are the informal sector coefficients which are discussed as fol-
lows. From Table 4 and Figure 3 respectively, it is observed that β1 was -4.746749 
in 1991. From 1992 to 1994, the informal economy fell in its importance to the 
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economy from -4.746742 to -4.746760. The downward trend ended in 1994. 
Afterwards, it grew gradually to -4.746743 in 1997. By 1995, it rose again to 
-4.746754, and thereafter maintained a stable level at -4.746744 between 1996 
and 1997. It rose to -4.746743 in 1998 before falling to -4.746750 in 1999. From 
2000 to 2002, the informal economy experienced an upswing from -4.746745 
to -4.746736. In 2003, the effects fell slightly to -4.746741 before increasing to 
-4.746739 in 2004. Between 2005 and 2008, the informal economy fell slightly 
in its impact from -4.746742 to -4.746743. However, the time-varying coeffi-
cient of the informal economy was stable at -4.746743 during the period 2006-
2008. The TVP coefficient increased to -4.746735 in 2009 and thereafter fell to 
-4.746740 in 2010 and -4.746748 in 2012 respectively. The period 2013-2014 
was another period of a rise in informal economy activities before falling to 
-4.746743 in 2015, which incidentally was a general election year. 

The movement of the time-varying parameter (β1) of the informal economy for 
the period 1991-2015 is better appreciated using a chart and the outcome is pre-
sented in Figure 3. 

-4,746765

-4,746760

-4,746755

-4,746750

-4,746745

-4,746740

-4,746735

-4,746730

-4,746725

-4,746720
91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15

Figure 3. Movement of β1

Source: Computed by the author (2020)

In 1995, a trough in the TVP coefficients of the informal economy occurred in 
Nigeria suggesting a reduction in the impact of the informal economy on eco-
nomic growth during the period (see Figure 3). The year 1995 coincided with 
dwindling oil revenues, political upheavals and the resultant economic embar-
goes placed on the country to force it to adopt a democratic government. This 
period was also a period of uncertainty which affected the activities of the infor-
mal sector.
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In the period 1991-2015, the country experienced three peaks in the activities of 
the informal sector. These occurred in 2002, 2009 and 2014. Except for the year 
2009, other years were those preceding major elections. This is suggestive as 
optimism precedes the election year and results in increased informal economy 
activities. The year 2002 is also associated with the successful implementation 
of economic reforms of the Nigerian economy as contained in the National Eco-
nomic Empowerment Development Strategy (NEEDS).

A negative relationship between the informal economy and economic growth 
dominated the entire period in the study. Despite the negative relationship, the 
period witnessed upswings and downswings. The average value of the infor-
mal economy time-varying coefficient was -4.746744, while the minimum and 
maximum values of the coefficient were -4.746760 and -4.746735 respectively. 
Generally, the results of the TVP model displayed a slight variation throughout 
the study period. 

The results obtained from the TVP model align with those obtained from the 
fixed-parameter model, which supports the negative relationship of the informal 
economy with economic growth obtained by Loayza (1997). However, the re-
sults from the TVP model outperform the fixed-parameter model as it provides 
information on the annual variation in the informal economy over the period 
1991-2015. A caveat identified in the research carried out is the possible biased-
ness of the TVP estimates due to the small size of the sample (Tanizaki, 2000). 

4. SUMMARY AND CONCLUSIONS
This paper investigated the cyclical relationship between economic growth and 
the informal economy. The time-varying parameter model was used to generate 
annual coefficients of the informal economy over the period 1991-2015. The 
analysis reveals the dynamics underlying the relationship between the size of the 
informal economy and economic growth. Results showed that the TVP model 
fits the Nigerian economic data on economic growth, the informal economy and 
particularly the political dispensation in place at a point in time. Specifically, 
the model exhibited the ability to detect political regime changes and its effects 
on the relationship between the informal economy and economic growth. From 
1991 to 2015, the time-varying coefficient was volatile in its movements. Over-
all, it was confirmed that the informal economy damage economic growth in line 
with previous studies. 

Due to the negative effect of the informal sector on the economy, the informal 
sector must be encouraged to formalise its activities through policies such as 
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credit provision and easing the bottlenecks in their operation. The negative rela-
tionship between life expectancy, investment and economic growth suggests that 
the problem of the country may lie in deep-seated structural problems associated 
with political regimes which diminish the success of traditional determinants 
of economic growth. Therefore, a political solution to the economic problems 
of Nigeria is suggested if the country is to tap into the gains of formalising the 
informal economy.
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APPENDIX I
Description of variables

S/N Indicator Description Unit Source
1 GDPr Annual percentage growth 

rate of real GDP per capita. 
Percent World Development Indicators, 

World Bank (2020)
2 IE Informal economy calculated 

using the MIMIC approach
Percent 
of GDP

Medina and Schneider (2018)

3 LIFEEXPEC Life expectancy at birth Years World Development Indicators, 
World Bank (2020)

4 INV Gross capital formation 
(percent of GDP)

Percent 
of GDP

World Development Indicators, 
World Bank (2020)

APPENDIX II
Data used in the study

YEAR GDPr IE LIFEXPEC INV
1991 0.358353 56.95 45.875 48.400
1992 4.63119 58.17 45.857 43.774
1993 -2.03512 86.82 45.845 44.476
1994 -1.81492 66.61 45.843 42.068
1995 -0.07266 62.21 45.854 37.206
1996 4.19592 61.09 45.88 36.582
1997 2.9371 60.69 45.923 38.422
1998 2.58125 62.33 45.994 40.553
1999 0.584127 59.87 46.103 38.278
2000 5.01593 57.9 46.267 34.049
2001 5.91768 57.64 46.51 30.038
2002 15.3292 59.03 46.835 26.769
2003 7.3472 57.19 47.242 28.371
2004 9.25056 56.72 47.72 26.063
2005 6.43852 55.84 48.252 24.966
2006 6.05943 51.95 48.812 26.166
2007 6.59113 54.96 49.373 20.180
2008 6.76447 53.06 49.913 18.860
2009 8.03693 53.98 50.422 21.115
2010 8.00566 52.8 50.896 16.815
2011 5.30792 51.51 51.346 15.676
2012 4.23006 51.56 51.786 14.211
2013 6.67134 51.7 52.228 14.169
2014 6.30972 50.64 52.672 15.084
2015 2.65269 50.49 53.112 14.827
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НЕФОРМАЛНА ЕКОНОМИЈА И ЕКОНОМСКИ РАСТ 
НИГЕРИЈЕ: ПРИСТУП ВРЕМЕНСКИ ПРОМЈЕНЉИВИХ 

ПАРАМЕТАРА 
1 Абиола Лидија Аина, Економски факултет, Универзитет Аџеји Краутер, Ојо, Нигерија 

САЖЕТАК
Студије о односу између неформалне економије и економског раста нису 
биле коначне у погледу тога да ли доминира позитиван или негативан од-
нос. Ови резултати су дjелимично посљедица врсте примијењене технике 
процјене, као што су технике фиксних параметара. Технике фиксних пара-
метара примијењене су за посматрање односа између економског раста и 
неформалне економије. Проблем код техника процјене фиксних параметара 
које се примјењују да би се посматрао однос између неформалне економије 
и економског раста јесте немогућност објашњавања годишњих поремећа-
ја. Овај рад настоји да испита однос између неформалне економије и еко-
номског раста у Нигерији између 1991. и 2015. године, користећи модел 
временски промјенљивих параметара. Модел временски промјенљивих 
параметара процјењује се у двије фазе - прво, процјењује се вишеструка 
регресија редовних најмањих квадрата (ОЛС) и исход се подвргава флекси-
билном приступу најмањих квадрата. Резултати показују доминацију нега-
тивних ефеката неформалне економије на економски раст. Резултати такође 
откривају да су кретања временски промјенљивих параметара у неформал-
ној економији и економском расту повезана са економским и политичким 
догађајима. Овај рад препоручује апсорпцију неформалне економије у зва-
ничну економију путем владине политике.

Кључне ријечи: 
економски раст, неформална економија, модел временски промјенљивих па-
раметара, Нигерија.
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ABSTRACT
The purpose of this paper is to present a situational leadership 
model. The model is universal and can be applied in small, 
medium and large enterprises of various industries. Numerous 
surveys on U.S. Fortune 500 companies and surveys on other 
companies around the world have shown its universality, but 
also the need to improve the model. The aim of this paper is to 
adapt the model to the needs of the service activity that deals 
with vehicle servicing. The paper presents the hypothesis that 
by adapting the situational leadership model in service activi-
ties, it will lead to better personnel leadership, increased prof-
its and satisfaction of the demands and requirements of stake-
holders. We used quantitative and qualitative methodology in 
our paper. We collected numerical data based on a situational 
questionnaire, and we collected qualitative data based on inter-
views with employees and leaders. The results of the conduct-
ed research confirm that by adjusting the situational leadership 
model, the profit of the organization can be improved. The ex-
tension of the model refers to the clear definition of business 
objectives, and the requirements of the CEO that leaders must 
have the highest knowledge and skills to effectively manage 
staff in given situations. The limitation of the research refers 
to a small sample, because we applied and adjusted the model 
only to one service organization. The originality of the work 
refers to the adaptation of the model of situational leadership in 
a service organization that deals with vehicle servicing. For the 
first time, the development of leaders is assessed in situational 
leadership models at the request of the CEO. Based on the re-
sults, the CEO analyses the development of leaders and the 
development of employees. To achieve the defined goals, the 
CEO requires from leaders to be at the highest level of devel-
opment. Therefore, the introduction of continuous training of 
leaders is necessary. There are several ways to assess employ-
ee development. For the first time, employees are developed 
based on their ability to perform jobs. Leaders must be able to 
adapt their leadership style to all employees, to train employ-
ees as quickly as possible to perform tasks independently.
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1. INTRODUCTION
If we analyze the structure of employees in an organization, we can notice that 
the structure of employees is different in terms of knowledge, skills, motivation, 
and years of experience. We have employees who are beginners with insufficient 
knowledge and skills, but with great motivation (Morten Emil, 2016). Although 
they do not earn their salary, they are promising staff. The second category are 
somewhat more advanced beginners with certain knowledge, skills, and high 
motivation in performing tasks who for the most part earn their salary (Drea 
Zigarmi, 2017). The third category consists of employees with certain years of 
work experience who have adequate knowledge and skills, and sufficient moti-
vation to perform work tasks (Elizabeth Chapman, 2017). They earn their salary 
but contribute little to the organization’s profits. In the fourth category, they are 
employed with experience, knowledge, and skills, but with lower motivation, 
so they can independently perform work tasks and earn their salary and signifi-
cantly contribute to the profit of the organization.
The task of the leader is to bring the staff from below the fourth level to the 
fourth level as quickly as possible and to earn their salary and contribute to the 
profit of the organization (Salehzadeh, 2017). By applying the situational lead-
ership model, the leadership style is harmonized with the development level of 
employees to perform work tasks in order to make a profit (Northouse, 2016).
For leaders to be able to deal with employee development, it is necessary to 
know what knowledge and skills employees have (Yariv Itzkovich, 2020), but 
also what knowledge and skills employees need to perform work related tasks 
in different situations (Joseph A Crawford, 2019). Since leaders have a different 
structure of employees, their knowledge and skills must be at the highest level 
(William A. Pasmore, 2017). Leaders must provide employees with what they 
need and how much they need through directive and supportive behavior.
It is no wonder the situational leadership style appeals to small business owners. 
It affords flexibility as they assess both the situation and the people in it before 
rendering the best leadership response they can master.
The research problem refers to the insufficiently developed model of situational 
leadership in small service enterprises.
The aim of the research is to describe the model of situational leadership, deter-
mine and connect the causes and consequences, and to present new information 
about the model of situational leadership in small service enterprises.
In this paper, we hypothesized that adapting the situational model of leadership 
in small service companies will lead to better human resource management, more 
efficient leadership, increased profits and increased stakeholder satisfaction.
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2. LITERATURE REVIEW
Many studies on leadership and leadership styles have not led to a consensus 
among researchers on what factors are conducive to effective leadership (Kara 
Arnold, 2016). There is a consensus that the interactions between the personality 
of the leader and the abilities of the employees are important factors (Marques, 
2018) but those new factors should also be introduced in the research of the lead-
ership process (Sam Shriver, 2018).

Situational leadership was created by Paul Hersey and Ken Blanchard (Paul Her-
sey, 2013) who combined their research results and created a situational leader-
ship model. They started from the assumption that there is no most efficient lead-
ership style and that it depends on the situation and development of employees 
(Chanhoo Song, 2020). Leaders who want to be successful must adapt their lead-
ership skills to their subordinates and the type of task (Paul Hersey, 2013). The 
situation leadership model considers the level of development of subordinates, 
the choice of an adequate leadership style, the development of leadership theory 
and empirical evidence, and the impact on leader (Francis J. Yammarino, 2020). 
The situation leadership model suggests that effective leadership requires a ra-
tional view of the task and the level of employee development, as well as giving 
an adequate response (Aniefre Eddie Inyang, 2018), rather than the development 
of authority and dedicated followers (Glasø, 2018).
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Leadership is the process of influencing individuals and group members to 
achieve the goals set before them (Paul Hersey, 2013). The main concept of 
situational leadership theory is that leadership consists of two components: the 
dimensions of task behavior (horizontal axis) and the relationship behavior (ver-
tical axis). Combinations of these two dimensions give four leadership styles 
(Figure 1).

Blanchard presents the idea of   leader behavior and argues that leaders behave 
differently in different situations (Paul Hersey, 2013). Therefore, the author ar-
gues that leader must be good diagnostician and adapt to different situations to 
solve tasks effectively.

In line with the original setting of the situational approach model developed by 
Hersey and Blanchard (Paul Hersey, 2013), they focused on two dimensions of 
leadership that relate to:

 – Focus on a specific work task or planned goal and
 – Focus on subordinates or associates performing a specific task.

Situational leadership style refers to the behavior of a leader that affects a subor-
dinate. This impact includes:

 – An order related to the execution of tasks in a way that helps subordinates 
by creating plans, defining goals, giving instructions, setting norms and 
deadlines. In this mode of behavior, communication is one-way.

 – Support in the task execution process, through helping and encouraging 
associates to solve tasks. In this mode of behavior, communication is two-
way.

Combinations of these two dimensions give four leadership styles:

 – S1-TELLING - This style is a highly directive and low-supporting style. 
In this approach, the leader focuses on communication, on achieving goals 
and spends little time on support. Using this style, the leader instructs sub-
ordinates on what goals and how those goals should be achieved and then 
carefully monitors them.

 – S2 – SELLING - This style is highly directive. In this approach, the leader 
focuses on communication, on achieving goals, and on supporting the 
social and emotional needs of subordinates. This style requires from the 
leader to help subordinates by giving encouragement and arousing the in-
terests of subordinates.

 – S3 – PARTICIPATING - In this approach, the leader does not focus ex-
clusively on the goals, but uses supportive behavior that encourages the 
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skills of employees around fulfilling tasks. A leader using this style gives 
subordinates control over daily decisions but remains available to help 
solve problems.

 – S4 – DELEGATING - This approach is a low supporting and low com-
mand style. In this approach, the leader supports and motivates employees 
to complete tasks. The delegating leader reduces his or her involvement 
in planning, controlling details, and clarifying goals. A leader who uses 
both leadership skills transfers control to subordinates and refrains from 
interfering with unnecessary support.

From this concept of changing leadership styles, the situational leadership the-
ory has developed (Curseu, 2016). They emphasized the behavior of leaders in 
relation to their subordinates (associates). In situational leadership theory, the 
“ability relevant to performing a task” is considered in terms of the associate’s 
ability and willingness to perform the task (John R. Turner, 2018). There are 
four skill levels R1, R2, R3, and R4 ranging from low to high ability to perform 
tasks. Skill level R1- Employees have low competence and high commitment. 
The task is new to them and they do not know exactly how to do it, but they are 
excited about the challenge of the task. Skill level R2- Employees have some 
competence, but they have a low level of commitment. They started learning the 
job, but they also lose some of their initial motivation for the job. Skill level R3- 
Employees have moderate to high competence but may lack commitment. They 
have essentially developed job skills but are unsure if they can complete tasks 
on their own. Skill level R4 - Employees have the highest level of development, 
they have the highest level of competence and the highest degree of commitment 
to this task.

3. MATERIALS AND METHODS
The paper uses a combined research methodology, i.e., a combination of quan-
titative and qualitative scientific research methodology. With the quantitative 
methodology, we collected numerical data, to explain and investigate the rela-
tionships between variables, and to establish causal relationships between the 
observed phenomena. Through qualitative research, we have collected countless 
data obtained in the natural environment through extensive observation, inter-
viewing and conversation, whose primary task is to explain the meaning of the 
observed phenomenon.

Data were collected in the organization Verano Motors in Banja Luka.

The interview was conducted on the basis of a structured questionnaire, where 
specific questions were asked about the situational leadership.
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SITUATIONAL
LIDERSHIP

Self-assessment
questions

Assessment of leadership
styles

Telling

Selling

Participating

Delegating
Analysis of the impact of
leadership style on

company performance  
Figure 2. Evaluation procedure in the situational leadership

Source: authors

Additional data were collected in the survey. The aim of the survey was to ex-
pand the data collected at the interview and to improve their quality. 

4. RESULTS
The situational leadership implementation process shown in Figure 3 begins 
with a request from the CEO that all leaders complete a standard situational 
leadership questionnaire. With this questionnaire, you can assess how leaders 
most often react when they want to shape the behaviors and attitudes of their as-
sociates in a certain way. The information obtained allows the CEO to see which 
dominant leadership style is used by his subordinate leaders, as well as at what 
level of development individual leaders are. The level of development of lead-
ers is assessed in the same way as the level of development of employees from 
underdeveloped to developed. 

Leaders who apply the S1 (Telling) leadership style are at the lowest level of 
development, leaders who apply the S4 (Delegating) leadership style are at the 
highest level of development. The goal of the CEO is to raise the development of 
the leader to the highest level and to be able to use all four leadership styles, i.e. 
to train them for the S4 leadership style. If the leader does not apply the leader-
ship style S4, the CEO requires the leader to raise their level of competencies 
through additional trainings (Figure 3).
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Managing
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level of

development of
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Assess the level of
development of
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NO

Improving the
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Leaders

1

1
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Figure 3. Situational leadership implementation process
Source: authors
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When necessary knowledge and the skills for performing tasks are defined, the 
first step is to assess the development level of the employee, which refers to the 
ability to perform work independently. Employees differ in the level of compe-
tencies for performing tasks independently, as shown in Figure 4. 

Employees at the lowest level of development are incapable of performing the 
simplest tasks, even under the supervision of a leader. Employees at a higher 
level of development are capable of performing tasks, but they need to repeat, 
explain and control the process of performing tasks. Employees at an even high-
er level of development can perform tasks on their own when they are clearly 
defined. Employees at the highest level of development can perform multiple, 
complex and diverse tasks on their own and have the initiative.

g

ee

e

R1R2R3R4

Undeveloped0%Developed 100%
Development l vel of employe s

PHASES OF
EMPLOYEE

DEVELOPMENT

LEADERSHIP
STYLES

S1S2S3S$
Leadership
efficiency

Independenc in performin tasks

Alone performs
multiple,

complex and
diverse tasks
and has the
initiative

Unable to
perform the
simplest tasks,
even under
supervision

To perform the
tasks, he needs
to repeat,
explain and
control

Alone performs
tasks when they
are defined

Non-independent0%Independent 100%

Figure 4. Independence in the work of employees
Source: authors

Table 1 presents the average assessments of the independence of employees in 
the performance of work, which were assessed by their immediate superiors. 
The scale of independence in work and the level of development of employees 
are presented in Figure 4. If the employee performs multiple, complex, and di-
verse tasks and has the initiative, he is at the highest level of development and 
is awarded 100 points. If the employee performs the tasks on his own when they 
are defined, he is at a lower level of development and is awarded 75 points. If the 
employee needs to repeat and explain the job and continuously control it while 
performing the job, he is at an even lower level of development and is awarded 
50 points. If the employee is incapable of performing the simplest tasks, even 
under supervision he is at the lowest level of development and is awarded a 
maximum of 25 points. 
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Table 1. Assessment of employee independence in the performance of work, the level 
of leadership diversity and leadership style
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X1 3 300 1 75 4 94 R4 64 S3 S4

X2 3 300 11 825 14 80 R4 60 S3 S4

X3 1 100 1 50 2 75 R3 58 S3 S4

X4 2 200 2 100 R4 58 S3 S4

X5 3 300 1 75 4 94 R4 58 S3 S4

X6 3 300 2 150 1 50 6 83 R4 56 S3 S4

X7 1 100 1 75 1 50 3 75 R3 56 S3 S4

X8 1 100 1 100 R4 56 S3 S4

X9 1 75 1 75 R3 54 S3 S4

X10 1 100 1 50 1 25 3 58 R3 54 S3 S4

X11 1 50 1 50 R2 54 S3 S4

X12 1 100 1 75 2 88 R4 54 S3 S4

X13 1 100 1 75 1 50 3 75 R3 54 S3 S4

X14 6 600 3 225 1 50 1 25 11 82 R4 52 S3 S4

X15 1 100 1 75 2 88 R4 48 S2 S4

X16 1 100 1 50 2 75 R3 48 S2 S4

X17 12 1200 5 375 3 150 1 25 21 83 R4 46 S2 S4

X18 4 400 2 150 4 200 1 25 11 70 R3 44 S2 S4

X19 1 100 1 75 13 650 1 25 16 53 R3 42 S2 S4
Source: authors
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After the assessment of all subordinate employees by the immediate supervisor, 
the average assessment of employee development as team members is calculated 
in column 10 of Table 1. The average level of employee team development is 
related to the stages of employee development. The percentage of development 
from 0 to 25 is assessed as the development phase R1. The development percent-
age from 25 to 50 is assessed as the R2 development phase. The development 
percentage from 50 to 75 is assessed as the R3 development phase. The develop-
ment percentage from 75 to 100 is assessed as the R4 development phase.

For example, leader X1 has 4 employees. Three employees are at the highest 
level of development because they can perform multiple, complex, and diverse 
tasks on their own and have the initiative and each of them is awarded the high-
est level of development of 100 points. One employee performs the tasks alone 
when they are defined and is at a lower level of development and is awarded 75 
points. The average development of the team is 94 points, and they are at the 
highest level of R4 development. The leadership style is S3, so he needs to im-
prove his leadership style to S4 level.

Leader X17 has 21 employees. Twelve employees are at the highest level of 
development because they perform multiple, complex, and diverse tasks on their 
own and have the initiative and have been awarded the highest level of develop-
ment of 100 points. Five employees perform the tasks themselves when they 
are defined and are at a lower level of development and have been awarded 75 
points. Three employees require repetition, explanation, and control to complete 
the tasks and are awarded 50 points. One employee is incapable of performing 
tasks independently and has been awarded 25 points. The average development 
of the team is 83 points, and they are at the level of R4 development. As we can 
see from Table 2, his level of development was rated with 46 points and he ap-
plies the S2 style. To be able to manage efficiently and effectively, it is necessary 
to raise his competencies (knowledge and skills) to a higher level and transfer to 
the S4 style. 

Since the goal of the CEO is to make the dominant style S4 and to raise the 
level of development to the maximum level, it is necessary to create a training 
program to improve the competencies of leaders, and a motivation program to 
perform tasks (Figure 5).
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Established level of leader
development

Desired level of leader
development

Personal development
- improving knowledge
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Training in the organization
- seminars
- conferences

- formal education

Coaching
- mentoring
- counseling
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program

Defining a standard level of
leader development

Measuring the level of leader
development

Comparison of defined in
relation to the actual level of

leader development

It satisfies

YES

Continuous training program

NO

Figure 5. Determining the needs for training and development of managers
Source: authors

After the conducted trainings and raising the level of managerial development 
and the possibility of using all 4 leadership styles, leaders can approach the pro-
cess of employee development. The success of the situational leadership model 
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refers to the harmonization of the leadership style and the level of development 
of each subordinate employee.

Based on the research results obtained on the basis of the Situational leadership 
implementation process, we confirmed the set hypothesis. The role of the CEO 
in the evaluation and development of leaders was emphasized, as well as the role 
of leaders in the development of employees in small service companies. The data 
in Table 1 show the development level of employees and the level of develop-
ment of leaders and leadership style. Based on these data, leadership weaknesses 
and weaknesses in employees can be identified and the most effective trainings 
for the development of leaders and employees can be extended. In this way, we 
have expanded and adapted the model of situational leadership in small service 
companies.

5. DISCUSSIONS
The situational leadership model of the authors Hersey, P., Blanchard, K. H., & 
Johnson, D. E. (2013) starts from the assumption that there is no most effective 
leadership style and that it depends on the situation and employee development. 
Leaders who want to be successful must adapt their leadership skills to their 
subordinates and the type of task. The situation leadership model considers the 
level of development of subordinates, the choice of an adequate leadership style, 
the development of leadership theory and empirical evidence, and the impact 
on leaders. The situation leadership model suggests that effective leadership re-
quires a rational view of the task and the level of development of employees 
and giving an adequate response, rather than the development of authority and 
dedicated followers.

The paper expands the original situational leadership model. The CEO evaluates 
the leadership styles of subordinate leaders and measures their level of develop-
ment. It sets a strategic goal for all leaders to be at the highest level of develop-
ment so that they can apply all four leadership styles. It is important that leaders 
adjust their level of leadership to the level of employee development in order to 
maximize the use of human resources. Based on the value of the dominant lead-
ership style and the level of development of leaders, the CEO and the Human 
Resources Development Service recommend individual trainings for leaders to 
be as efficient as possible.

The next addition to the original model refers to the assessment of the level of 
development of employees, and their level of development is measured from 
incapable of performing the simplest tasks, even under supervision, to the ability 
to perform multiple and diverse tasks and have the initiative.
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6. CONCLUSIONS
We concluded that managers are the most important for the success of a com-
pany. For a manager to be successful, he must be efficient and effective. Modern 
management combines traditional and modern leadership style. 

The paper describes situational leadership. The process of situational leadership 
in Verano Motors was presented, the evaluation of leadership styles of individual 
leaders by the CEO was given in detail and their level of development was meas-
ured. The CEO has set a goal that leaders must be at the highest level of develop-
ment and use all four leadership styles to raise worker productivity to the highest 
level. In addition, an algorithm has been created to determine the training needs 
of leaders. Leaders assessed the level of development of their employees based 
on the degree of independence in performing the work. In this way, they adapt 
leadership styles to individual workers to achieve the best possible results.

The advantages of the modified model of situational leadership in relation to 
the basic model are the presentation of the process for the implementation of 
situational leadership in a small company. In the basic model, leaders evaluated 
employees, but leaders were not evaluated by anyone. This model emphasizes 
the importance and role of the CEO in the process of situational leadership, and 
especially in the evaluation of leaders. A new approach has been introduced in 
assessing the level of development of employees. In the basic model leaders 
evaluated employees on a scale from 0 to 100, i.e. from underdeveloped to de-
veloped. A new scale of evaluation of independence in performing tasks has been 
made, which is in line with the level of development of employees. Examination 
of the extended model in practice has shown that the situational model of leader-
ship improves the efficiency and effectiveness of leadership and improves the 
performance of the company.
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СИТУАЦИОНО ЛИДЕРСТВО У УСЛУЖНИМ 
ОРГАНИЗАЦИЈАМА

1 Здравко Тодоровић, Универзитет у Бањој Луци, Економски факултет 
2 Борис Тодоровић, Axelyos, Бања Лука 

САЖЕТАК
Сврха рада је да се представи и понуди иновирани модел ситуационог ли-
дерства. Модел је универзалан и може се примијенити у малим, средњим и 
великим предузећима различитих дјелатности. Истраживања у 500 америч-
ких компанија и истраживања у другим компанијама широм свијета пока-
зала су његову универзалност, али и потребу побољшања модела. Циљ рада 
је да се модел прилагоди за потребе услужне дјелатности у организацији 
која се бави сервисирањем возила. У раду се истиче хипотеза да прилаго-
ђавањем ситуационог модела лидерства у услужним дјелатностима доводи 
до бољег управљања кадром, повећања профита и задовољавања жеља и 
захтјева заинтересованих страна. У раду смо користили квантитативну и 
квалитативну методологију. Бројчане податке смо прикупили на основу си-
туационог упитника, а квалитативне податке на основу разговора са запо-
сленима и менаџерима. Резултати проведеног истраживања потврђују да 
се прилагођавањем модела ситуационог лидерства може повећати профит 
организације. Проширење модела се односи на јасно дефинисање циљева 
пословања, те захтјева извршног директора да менаџери морају имати нај-
виша знања и вјештине како би ефикасно управљани кадровима у датим 
ситуацијама. Ограничење истраживања се односи на мали узорак, јер смо 
примјену и прилагођавање модела вршили само на једној услужној орга-
низацији. Оригиналност рада се односи на прилагођавање модела ситуаци-
оног лидерства у услужној организацији која се бави сервисирањем возила. 
Први пут се у моделима ситуационог лидерства оцјењује развој менаџера 
на захтјев извршног директора. На основу резултата, извршни директор 
анализира развој менаџера и развој запослених. У циљу остваривања дефи-
нисаних циљева извршни директор захтјева да менаџери морају да биту на 
највишем нивоу развоја. Ради тога се уводе континуиране обуке менаџера. 
Постоје бројни начини оцјене развоја (перформанси) запослених. Први пут 
развој запослених се врши на основу њихове способности за извршавање 
послова. Менаџери морају бити оспособљени да прилагоде свој стил ли-
дерства свим запосленима, те да запослене што брже оспособе за самостал-
но извршавање послова.
Кључне ријечи: 
лидер, запослени, стил лидерства, развој, успјех.
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ABSTRACT

Bosnia and Herzegovina (BiH) used to be an attrac-
tive tourist destination, which existed within the former 
Yugoslavia, and experienced a real collapse of tourism 
development after the war in the 1990s. The recovery 
process required, above all, the establishment of general 
stability and harmonization of interests of three constit-
uent nations. That is the reason why the focus on general 
economic and social progress has been present for years, 
and tourism as an economic branch has been placed on 
the margins of development plans. The subject of this 
research is tourism as a facilitator of the development of 
Bosnia and Herzegovina. The main aim is to present the 
direct and indirect contributions of tourism to the devel-
opment of the national economy of Bosnia and Herze-
govina. It required the collection of data using classical 
scientific research methods, and then processing using 
statistical techniques. The purpose is to provide the in-
sight into the strength and direction of correlation be-
tween individual categories in the balance of payments 
through correlation regression analysis. In addition, the 
analysis of the impact of tourism on investment, em-
ployment and gross domestic product was performed. 
This paper answers the question whether tourism in 
Bosnia and Herzegovina stimulates economic develop-
ment and whether economic development enables the 
development of tourism.
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1. INTRODUCTION
The impact of tourism on the prosperity of global economy is evident, as evi-
denced by the fact that the share of tourism in the total world gross domestic 
product in 2018 was over 10.4% with a significant contribution to the global 
employment where 1 in 10 jobs belong to the tourism sector (WTTC, 2019, p.2). 
Tourism is in the function of economic progress of many countries where it has 
been given the role of “priority industry”. On the other hand, in some countries, 
tourism is waiting for the political and social support because its economic im-
portance is often underestimated (Ateljević & Page, 2017).

However, tourism is often “accused” of having a negative impact, that it has 
deindustrialized the economy, increased the basic food prices and the cost of 
living (Gavranović, 2018, p. 220). The views of a number of economists who 
do not support the treatment of tourism as the hope of the national economy can 
be found in the literature. This is supported by the statements of Robert Erbes 
(1973) who says that: “The economic reality of the tourism sector is much more 
complex, and in terms of economic effects it is much less favorable than it seems 
on the basis of superficial assessments” and “in few countries, if any there are 
those who could and should expect their economic salvation only from tourism” 
(Antunac, 2002, p. 251). How much tourism will contribute to the development 
of the state, primarily depends on the character of the state and the institutional 
potentials (Bianchi, 2018, p. 99). Tourism with a wide range of activities con-
tributes to increasing economic and social efficiency, the balance of services 
and certainly increasing exports because it is classified as “invisible exports”. 
Even domestic tourism can be considered an export from the domestic region 
to another local region. The effects of domestic tourism are much more difficult 
to measure than the effects of international tourism. Often estimates of these 
effects cannot be only incomplete but also misleading (Dwyer, Forsyth & Spur, 
2004, p. 307). International tourism includes immigration procedures and money 
exchanges that are recorded, which facilitates monitoring of the effects on the 
national economy (Cooper et al., 2008, p. 29).

This paper will provide an overview of the microeconomic significance of tour-
ism from the aspect of efficiency of tourism enterprises, and the macroeconomic 
significance of tourism for Bosnia and Herzegovina through macroeconomic pa-
rameters.

2. PREVIOUS RESEARCH
Tourism as a phenomenon that has an impact on the economic development of 
the national economy has begun to be taken more seriously late, and it is be-
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lieved that the theoretical foundations of tourism as a generator of the national 
economy were given by Hunziker and Kraph in 1932, although the term invis-
ible export was previously introduced by Thomas Mun in England, in the 17th 
century (Vukonić, 2018, p.22). 

Today, numerous empirical studies show that developed countries are successful 
because at the time of the adoption of tourism as a viable alternative, they used 
it for the development of local economies. The economic importance of tour-
ism is especially pronounced in the 21st century, mostly due to the specifics of 
the globalization process and numerous economic integrations (Herman et al., 
2017, p.266). The experience of Mediterranean countries has shown that tour-
ism can be a significant generator of the national economy, provided that in its 
initial stages of development it has a standardized product with integrated tourist 
packages and favorable prices, with the obligation of constant improvement of 
tourism product (Bianchi, 2017, p.47). Nicolae analyzed the importance of tour-
ism for Moldova and emphasized that tourism can be a stimulator of the national 
economy only if it is competitive and if natural and anthropogenic resources are 
used rationally (Nicolae, 2017, p.309). Researching the development of tourism 
in Ghana, Ampong finds that the importance of tourism depends on the place 
assigned to it in national development plans and it must not be influenced by 
the decisions of the ruling politics (Adu-Ampong, 2018, p. 92). Analyzing tour-
ism as a part of the national economy of Serbia, the authors cite as an example 
countries in which tourism has stimulated the economy, the economic tourism or 
where there is a cause-and-effect relationship (Zečević et al., 2014, p.89).

Most scientific papers pay attention to the impact of foreign exchange inflows 
from foreign tourists on the national economy (Vukonić, 2018; Shkrijelj & Sha-
bani, 2018; Narayan, 2004; Heng & Low, 1990, etc.). However, this impact is 
very difficult to analyze, because it is impossible to find out exactly how much 
dollars it receives from foreign tourist “costs” (Bošković, 2009, p.27). Exploring 
the aspects of tourism implementation in Bosnia and Herzegovina and analyzing 
the conditions for incorporating tourism into the economic policy system, the au-
thors Repak and Muhić believe that the accumulation of funds in certain sectors 
has not been commensurate with the capabilities of these sectors for a long time. 
They believe this has already been shaped by the political power of entities that 
have an interest in investing in a particular sector (Repak & Muhić, 2016, p. 4). 
Considering this attitude, the logical question is whether investing in tourism, on 
political basis, sacrifices the prosperity of other sectors? 

When valorizing tourist resources, special attention should be paid to the pe-
riod of return on investment. Therefore, tourism policy makers in Bosnia and 
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Herzegovina should focus on the valorization of natural resources and the exist-
ing cultural and historical content, and less on strengthening the superstructural 
basis of tourism that requires greater capital investment, and the payback period 
which is not at an enviable level. Experts in the field of hospitality warn that it 
takes as much as 60% occupancy of hotel capacity on an annual basis in order to 
have a basis for further investment. Certainly, valorization must imply a sustain-
able way of management and create a balance between the economic effects of 
tourism (hotel management) and environmental protection. The dynamism of 
tourism as an industry requires constant efforts to find new approaches, tools 
and perspectives that will enable better understanding of tourism. Therefore, it 
is necessary and useful to expand knowledge about the tourism sector through 
detailed analyzes of the economic effects of tourism on the national economy 
(Song, Dwyer & Cao, 2012, 1654).

3. ANALYSIS OF ECONOMIC IMPACTS OF TOURISM  
IN BOSNIA AND HERZEGOVINA

Tourism as a service activity cannot be considered a creator of social product 
and national income (Stanić & Vujić, p.15). However, in a direct or indirect way 
it significantly contributes to the development of the national economy mostly 
through the so-called “invisible export”, spilling national income over underde-
veloped parts of the country, and by generating neglected activities. In addition 
to the positive effects, tourism has negative economic connotations in terms of 
increasing the cost of living, utilities, parking services, groceries and so on. Most 
professional papers relate to the analysis of positive economic effects.

In this part of the paper, the analysis of basic structural indicators of the tourism 
industry in Bosnia and Herzegovina, is presented.

Analysis of employment and structure of companies  
in tourism in Bosnia and Herzegovina

The issue of human resources must be an integral part of destination tourism 
strategies. Human capital in tourism and hospitality has a positive impact on 
economic development, whether measured by the level of education of workers 
or by complementary variables. The analysis of employment in the tourism sec-
tor reveals certain limiting factors, primarily inconsistencies and lack of publicly 
available data. Data on the number of employees in Bosnia and Herzegovina are 
followed by the reports of the Agency for Statistics of Bosnia and Herzegovina, 
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in which economic activities are exactly classified. Three categories provide data 
on the number of employees in the tourism and hotel sector:

 – accommodation activities, and food preparation and serving;
 – administrative and support service activities (travel and travel agencies) 
 – art, entertainment and recreation (BHAS, 2018, 4-6).

The most reliable data are within the category of accommodation, food prepara-
tion and serving activities because they are directly related to tourism, but they 
certainly increase the number of employees within other categories indirectly 
related to tourism. According to the data of the Agency for Statistics of BiH from 
August 2018, 41,785 workers were employed within the activities of providing 
accommodation, food preparation and serving, which is actually 5.21% of the 
total number of employees in the country. The structure of employees by certain 
activities for 2018 is presented in the following chart.

Number of employees
in other categories

67%
Accommodation, preparation and 

serving of food and beverages
5%

Arts, entertainment and 
recreation

2%

Travel agencies
0,2%

Construction
5%

Wholesale and 
retail trade

19%

Agriculture
2%

Graph 1. Comparison of the number of employees in the tourism with other sectors, 2018.
Source: Development of authors in Excel program

Except for the problem related to low net income of employees, this market is 
also affected by the problem of insufficiently qualified labor force (especially for 
the jobs of waiters, cooks, maids, etc. which make up about 2/3 of the working 
structure in tourism). In order to summarize the analysis of the labor market in 
the tourism and hotel sector, here is a graphical comparison of the total contribu-
tion of tourism to employment (% growth) between Bosnia and Herzegovina and 
neighboring countries: Serbia, Montenegro and Croatia.
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Graph 2. Total contribution of employment tourism, 2010-2020 (% growth)
Source: Authors’ calculation using the site:  

https://tcdata360.worldbank.org/indicators/tot.direct.emp?country=BIH&indic/

In recent years, there has been an evident increase in the number of employees in 
the tourism sector, which is certainly conditioned by the increase of the number 
of companies in the field of providing accommodation, and preparing and serv-
ing food and beverages.

Table 1. Participation of accommodation, food preparation and serving activities by 
entities/district in BiH, 2017.

Entity / district 
Number of 
Enterprises

%

Number of 
Entrepreneurs 

%

Number of
Employees 

%
Traffic

%

Bosnia and Herzegovina 100 100 100 100
Federation of BiH 82.7 61.5 64.8 57.1
Republic of Srpska 16.6 36.3 34.1 41.6
Brčko District 0.7 2.1 1.1 1.3

Source: Prepared by the authors according to: Agency for Statistics of Bosnia and Herzegovina 
(2018). Business statistics - units of the statistical business register. Sarajevo: year VII, no.1, p.12. 
Link: http://www.bhas.ba/saopstenja/2018/SBS_00_2017_Y1_0_BS.pdf 

It can be concluded from the table that the Federation of BiH has absolute domi-
nance in terms of the number of companies and employees, although the turno-
ver in the Republic of Srpska is exponential in relation to a significantly smaller 
number of companies.

Most companies in the tourism sector in BiH, i.e. within the business of ac-
commodation, and the preparation and serving of food and beverages, belong to 
the type of small companies with up to 50 employees. To be more precise, the 
number of companies that belong to the group of micro companies (up to 10 em-
ployees) in the field of tourism and hospitality activities in the period 2011-2017 

http://www.ae.ef.unibl.org/
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decreased slightly, whereas the number of small businesses (10-49 employees) 
increased slightly in the same period. The following chart provides an overview 
of the number of companies by the type of the activity in terms of accommoda-
tion, and preparation and serving of food and beverages, in 2017.

Table 2. Number of companies in BiH regarding the activity of accommodation, 
preparation and serving of food and beverages, 2017.

Company type Number of companies Number of employees
Small 0-49 employees 829 32,171
Average 50-249 employees 37 3,028
Large 250 and more employees 2 534

Source: Authors’ calculation according to the BiH Agency for Statistics, (2018). Business 
statistics - units of the statistical business register. Sarajevo: year VII, no.1, p.9. Link: http://www.
bhas.ba/saopstenja/2018/SBS_00_2017_Y1_0_BS.pdf 

The contribution of tourism to the balance of payments  
in Bosnia and Herzegovina

The inflows that Bosnia and Herzegovina achieves from tourist activity, espe-
cially inflows from foreign tourists make a great contribution to the balance of 
payments. The inflows of foreign tourists is a form of “invisible export” which 
means that the funds from the consumption by tourists (food, accommodation, 
tourist taxes, etc.) are treated as assets in the balance of payments. The assessment 
of the foreign exchange contribution from tourism in Bosnia and Herzegovina is 
performed by the Central Bank, which records all changes in the balance sheet, 
based on the information that it receives from the Republic Agency for Statistics.

The system of the Central Bank of Bosnia and Herzegovina within the services 
recognizes the category of travel in which the sum of exports and imports was 
realized in a certain period. The disadvantage of this kind of system for manag-
ing information on exports and imports of tourist services is that there is no ex-
act category that summarizes only tourist journeys. In this way, the category of 
travel includes the inflow and outflow of funds from all forms of travel, and not 
only tourist travel (it also includes hospital treatment, student travel, business, 
etc.). According to the estimates of the Central Bank of BiH, in 2018 there was 
a service surplus generated by tourism (travel category) of as much as 46.71%.

The importance of tourism for the balance of payments in Bosnia and Herze-
govina can be seen best by looking at the structure of the balance of payments 
by activities, comparing revenues from foreign tourists (travel-invisible exports) 
with revenues from exports of goods. The composition of the balance of pay-
ments in BiH for the period 2010-2019 is presented below.

http://www.ae.ef.unibl.org/
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As the global economic crisis progresses, travel revenues have been growing 
since 2010, as it can be seen from the chart. The share of revenues from travel 
of foreign tourists to Bosnia and Herzegovina in total revenues from services in 
2019 was 50.36%, while the share of revenues from travel in total exports in the 
same year was 10.07%. Imports based on this category are actually an outflow 
of funds that arises from the travel of BiH citizens abroad (liabilities of the tour-
ist balance). These trips are increased by an increase in living standards, easier 
travel conditions (payment in installments) or the abolition of the visa regime.

The data from the chart can serve as a parameter for monitoring the tourist bal-
ance, but they cannot be accepted as 100% accurate data. To obtain more precise 
data, more frequent research and the involvement of all factors of the tourist 
system are needed.

In order to analyze the impact of tourism revenues on the structure of the current 
account of the balance of payments in Bosnia and Herzegovina, based on the 
data from the chart above, a correlation-regression analysis was performed for 
the period from 2010 to 2019. Correlation analysis provides information on the 
degree and direction of association of variables, while linear regression equation 
provides insight into the form of the relationship between the observed depend-
ent and independent variable.

For the purposes of this analysis, the variable export-travel (travel income), was 
taken as an independent predictor, and the following were defined as dependent: 
balance of payments deficit, import of goods and transport income. The results 
of the analysis are presented in the following chart. Three linear regression ana-
lyzes were performed by comparing the travel income as an independent vari-
able with the stated dependent variables.

Table 4. Results of correlation-regression analysis for independent variable: travel, 
and dependent variables: balance of payments deficit, imports of goods and transport 
revenues for the period 2010-2019. 

Dependent 
variable

Time 
period

Number of 
observations- 

N

Linear regression analysis

Constant
Section

Slope
coefficient

Coefficient of 
determination 

R2

Correlation 
Coefficient r

Balance of 
payments 
deficit

2010-2019 10 2671.4 - 0,804 0,50 0,70

Import 
goods 2010-2019 10 9130.296 4.595 0,85 0,92
Transport 
revenues 2010-2019 10 91.732 0,39215 0,96 0,98

Source: Authors’ calculation in Excel based on Table 3.
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The negative sign of the slope for the variable balance of payments deficit indi-
cates that an increase in travel income by 1 million BAM leads to a decrease in 
the current account deficit by 0.804 million BAM. The correlation coefficient r 
indicates a medium-strong, direct linear relationship between the phenomena. 
The coefficient of determination for the balance of payments deficit variable is 
0.50, which indicates that the regression-correlation analysis between independ-
ent variable travel income and dependent variable balance of payments deficit 
is not reliable.

Therefore, two more independent variables, import of goods and transport rev-
enues, were included in the analysis, in order to notice the relationship and the 
impact of travel revenues on the given variables. The results of the analysis are 
presented in Table 4 with scatter plots.

y = -0,9512x + 2831,4
R² = 0,4755
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Graph 3. Revenues from travel correlated with the balance of payments deficit 2010-2019.
Source: Authors’ processing in Excel based on data from Table 3.

An increase in travel income by 1 million BAM in the observed period would 
lead to a reduction in the balance of payments deficit by 0.95 million BAM.
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Graph 4. Revenues from travel in correlation with the import of goods for the period 

2010-2019. Source: Authors’ processing in Excel based on data from Table 3.

Increase in travel income in the period 2010-2019 for 1 million BAM would lead 
to increase in imports of goods by 4.59 million BAM. 

This conclusion suggests that tourism also has negative effects on the economy 
because it increases commodity import dependence.
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Graph 5. Revenues from travel correlated with the growth of revenues from 

transportation 2010-2019. Source: Authors’ processing in Excel based on data from Table 3.
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The regression equation points to the fact that if travel revenues increase by 1 mil-
lion BAM, there would be an increase in transport revenues by 0.392 million BAM.

As a general conclusion of this analysis, it can be stated that the impact of tour-
ism through travel revenues on the current account of the balance of payments is 
great and therefore tourism should be given higher priority.

The contribution of tourism to the gross domestic product  
in Bosnia and Herzegovina

According to the report of the World Tourism and Travel Council for 2018, Bosnia and 
Herzegovina has more than half of the international tourist arrivals, thus contributing 
almost 10% of the total contribution to the gross domestic product (WTTC, 2019, p.2). 
Tourism in BiH directly generates about 2.7% of GDP, which directly contributes to 
activities that provide services of a tourist nature such as catering, hospitality, transporta-
tion, sports, entertainment and recreation. The contribution through tickets to national 
parks or museums is also significant, although such a contribution usually serves to sup-
plement the own revenues of the mentioned institutions. BiH has weaker substructural 
capacities that are necessary for the development of business tourism (so-called MICE 
tourism), which is why it generates only 29% of business arrivals (WTTC, 2019, p.2). 
Indirect contributions of tourism to the economy of BiH are reflected in the generation of 
other industries such as construction, agriculture and industry, and in 2018 this contribu-
tion amounted to about 8% of GDP. 

Although it cannot be determined exactly, special importance is given to the 
induced contribution, which implies jobs supported by the consumption of em-
ployees directly or indirectly in tourism. Such data indicatively indicate neces-
sary changes in the economic policy of BiH and more serious understanding of 
the tourism sector if we want to get closer to the regional average.

Table 5. The contribution of tourism in Bosnia and Herzegovina in US $ and the share 
of tourism in GDP, 2010-2018.

Period Value
(billionUS $)

Change
% 

Total share of
tourism in GDP %

2018 2.0 11.58 % 10.2
2017 1.8 17.00 % 9.6
2016 1.5 6.96 % 8.7
2015 1.4 -7.33 % 8.5
2014 1.5 2.92 % 8.1
2013 1.5 7.70 % 7.8
2012 1.4 -15.02 % 7.7
2011 1.6 5.41 % 8.6

Source: https://knoema.com/atlas/Bosnia-and-Herzegovina/topics/Tourism/Travel-and-Tourism-
Total-Contribution-to-GDP/Contribution-of-travel-and-tourism-to-GDP
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In addition to indicators related to the contribution of tourism to GDP, it is im-
portant to mention that tourism globally generates about 35% of total world ex-
port activity, while in Bosnia and Herzegovina tourism as an “invisible export” 
contributed about 12-13% of total exports in 2018 and 2019 (Central Bank of 
B-H).

Investments in the tourism sector in Bosnia and Herzegovina

Investment activity in the tourism sector in Bosnia and Herzegovina is carried 
out mostly in the form of foreign direct investment, with the dominance of inves-
tors from Arab countries, especially Kuwait, Saudi Arabia and the United Arab 
Emirates. The market and legal framework in Bosnia and Herzegovina are still 
not sufficiently trained for international cooperation through forms of public-
private partnership or concessions, which would not permanently transfer the 
ownership of tourist goods into the hands of investors. Unfortunately, in BiH, 
for the most part, there is investment with permanent ownership of investors. 
There are a number of advantages that BiH has, which increase the chances of 
attracting investors from the tourism sector: BiH is at the crossroads of important 
regional corridors (Croatia, Montenegro and Serbia), it has a large number of old 
hotels awaiting restoration (over 290 hotels which once belonged to Bosnia and 
Herzegovina are located on the territory of the former Yugoslavia) and the own-
ership transformation, fast-growing tourist destinations, untouched nature and 
landscapes, price-competitive labor, foreign investors are protected from nation-
alization, expropriation, requisition, low tax rates (the lowest in the region), etc.

However, there are certainly limiting factors for attracting foreign investment, 
which are primarily reflected in poor staff training, poor transport links, outdated 
infrastructure, unstable political situation, etc. In the period 1994-2017, only 1% 
of total investments in Bosnia and Herzegovina referred to the tourism sector. 
The specificity of investments in the tourism sector in BiH is monitored accord-
ing to the data of the Central Bank through the categories of accommodation and 
activities of preparation and serving of food and beverages. Investments in the 
accommodation category are significantly higher, although in the last few years 
these investments have been on a downward path, and foreign direct investment 
in food and beverage preparation and serving activities is on the rise. The follow-
ing chart provides an overview of the situation for the period 2013-2018. 
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Graph 6. Foreign direct investment in tourism in BiH, 2013-2018. Million BAM.
Source: Authors’ processing according to the data of the Central Bank of BiH, http://statistics.
cbbh.ba/Panorama/novaview/SimpleLogin_sr_html.aspx.

CONCLUSION
The tourism market of BiH is still not fully regulated and synchronized, but 
based on the analysis presented in this paper it can be concluded that tourism 
modestly generates basic economic indicators in Bosnia and Herzegovina. With 
the general development of the economy and strengthening of the entire eco-
nomic structure, the tourism industry will also be indirectly affirmed.

The condition for tourism to have greater effects on the economy is its competi-
tiveness, and the data from the WTTC (2019) showing that BiH ranks 105th (out 
of 140) are not very encouraging. By strengthening the comparative advantages 
and tourist valorization of the existing natural and anthropogenic resources, it 
can significantly contribute to attracting tourists, but also foreign investors. By 
recognizing and placing on the official lists all the goods that BiH has at its 
disposal, economic and non-economic functions are achieved, in the form of 
multiplication and conversion. Harmonization of the labor market with Euro-
pean standards will protect workers in the tourism sector who have extremely 
low incomes compared to other branches. Attracting investors, along with smart 
ownership transformations, will enable tourism to receive infrastructural sup-
port, and not just substructural solutions. The analysis in this paper showed that 
tourism is a branch that generates positive changes in the current account of the 
balance of payments with a high degree of correlation with transportation rev-
enues. The growth of revenues from tourism reduces the balance of payments 
deficit because these revenues make up a large share of service revenues. Dur-
ing the observed period, tourism also initiated a slightly higher import of goods, 
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which is understandable because the BiH market does not have enough of its 
own potential.

The contribution of tourism to GDP of only 2.7%, small investments in the tour-
ism sector of 1% for many years and employment of about 5% in relation to the 
total number are data that need to be improved. For these reasons BiH needs 
a strategic commitment to tourism in order to realize indirectly tourist ideas 
through other sectors.
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ЕФЕКТИ ТУРИСТИЧКОГ РАЗВОЈА НА ЕКОНОМИЈУ 
БОСНЕ И ХЕРЦЕГОВИНЕ

1 Андријана Мркаић Атељевић, Висока школа за туризам и хотелијерство,  
Требиње, Босна и Херцеговина

2 Срђа Поповић, Факултет за медитеранске пословне студије, Тиват, Црна Гора

САЖЕТАК 
Босна и Херцеговина као бивша југословенска држава, у свом развојном 
путу фокус ставља на јачање општих економских и социјалних парамета-
ра, док је туризам као грана стављен у други план. Међутим, промјене у 
глобалним трендовима и све масовније кретање туриста према Балкану, 
условиле су и брже укључивање Босне и Херцеговине на туристичко тр-
жиште. Ипак, упркос расту туристичких долазака, утицај туризма на еко-
номску слику Босне и Херцеговине није на високом нивоу. Овај рад помоћу 
регресионо-корелационе анализе показује да туристички развој утиче на 
смањење платнобилансног дефицита у Босни и Херцеговини јер туризам 
као дио услуга знатно генерише приливе на текући рачун платног биланса. 
Доказано је да раст прилива по основу путовања доводи до повећања при-
лива по основу превоза, а истовремено доводи и до повећања увоза робe, 
што нам показује да постоји и негативан ефекат туризма у смислу повећања 
робне увозне зависности. Осим тога, у раду је анализиран и утицај туризма 
на бруто домаћи производ, инвестиције и запосленост.
Кључне ријечи: 
Босна и Херцеговина, туризам, економски развој.
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