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FOREWORD
Dear readers,
it is our great pleasure to present the new issue of Journal of Accounting
and Management. Over the past six years our Journal has been a platform for
researchers and professionals for sharing results of new research and practice in
a wide variety of topics in the field of accounting and management
The Journal contains the selected papers presented at the International
Scientific and Professional Conference Accounting and Management organized
by the Association „Croatian Accountant“ and the RRiF College of Financial
Management, Zagreb, as well as the original papers submitted directly to the
Journal.
All the papers have been blindly peer-reviewed, requiring the acceptance
by two independent reviewers to be published in this Journal.
The Journal is on a completely open-access basis and is available for use to
scholars, professionals and students.
We thank all the authors, co-authors and reviewers for their effort and
willingness to share their knowledge and especially the readers and users of our
Journal and we invite and welcome new submissions of articles

Editor-in-Chief
Đurđica Jurić, PhD, College Professor
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ABSTRACT

The paper examines systemic risks affecting the financial stability in a small
open economy. Its concrete expression in terms of examining relevant financial
stability risks of Croatia represents the subject of the research. The objective of this
paper is to expand the knowledge on systemic risk levels which might affect the financial stability of Croatia. As such, a scope of various financial stability risks for the
national economy and key sectors is being defined including the state, households,
companies and the banking sector. The international comparison focuses on the
position of Croatia in the European Union in terms of observed risks. Research findings contained in the answers to posed research questions expand the knowledge on systemic risk levels relevant for the financial stability of Croatia and indicate
the need for further research in this area. This particularly concerns the need to examine the connection between potential as well as already materialized risks and
applied economic policies and the regulation of a single national economy.

Keywords: financial stability; Croatian economy; international comparisons;
systemic risk indicators

1. INTRODUCTION
Potential financial stability risks of a respective national economy are
not easily identified. Apart from various financial system-related risks that may
affect the financial stability of a national economy, numerous risks to which in1

Branko Krnić; RISKS TO FINANCIAL STABILITY...
Journal of Accounting and Management 2016, vol.: 06; no.: 02; page 1 - 24

dividual sectors are exposed are also relevant including the government, retail
and non-financial corporate sectors. Changes in the global environment can
also significantly affect financial stability as witnessed in the period as of the
emergence of the 2007 financial crisis.
Scientific research and publications issued by central banks on financial
system stability risks show the non-existence of an integral financial stability
risk identification and measuring model. Various scoreboards are being applied, although still featuring limited possibilities for recognizing all relevant
factors of systemic risk generation, accumulation and materialization. There is
a significant insufficiency of all necessary information in international institution databases on a global level which may serve as a basis for gaining insight
into the relevance of individual systemic risks for the financial stability of a
particular national economy by means of a comparative analysis.
This paper examines systemic risks affecting financial stability in a small
open economy. Its concrete expression in terms of examining Croatia’s relevant
financial stability risks represents the subject of the research. The objective of
this paper is to expand the knowledge on systemic risk levels which might affect the financial stability of Croatia. As such, the international comparison of
selected indicators is carried out and the level of key systemic risks determining the financial stability of Croatia examined.
In order to achieve the set objective of the research, the following research
questions are raised: 1. What is the position of Croatia in the European Union
according to financial stability risk indicators set for the entire national economy and the government sector? 2. What is the position of Croatia in the European Union according to financial stability risk indicators set for the corporate
and retail sectors? 3. What is the position of Croatia in the European Union
according to financial stability risk indicators set for the banking sector? What
is the correlation between the level of economic development expressed by
GDP per capita and the rate of economic activities expressed in growth rates
and other financial stability risk indicators?
The theoretical framework in Chapter 2 follows this introduction. Data
sources and research methodologies are defined in Chapter 3. Chapter 4 examines and shows the international position of Croatia according to financial
stability risk indicators for national economies and the government sector as
well as the international comparison of selected indicators for the corporate,
retail and banking sectors, respectively. The correlation between the level of
economic development and the rate of economic activities on one side and
other financial stability risk indicators has been researched and shown. This
chapter discusses said findings in comparison with the results of the existing
research. Chapter 5 reports the Conclusion.
2
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2. THEORETICAL FRAMEWORK
The expectation of modern financial systems operating in line with the
efficient market hypothesis has been seriously questioned as of the emergence
of the 2007 global financial and economic crisis. The inherent instability of the
financial system thesis (Minsky, 1992, 2008), according to which the financial
markets do not optimize automatically, are not stable, and do not always
produce the optimal resourse allocation, has become relevant. The period of
creating the asset bubble during the loan supported exonomic expansion has
been replaced by a period of credit squeeze and asset price deflation i.e. the
financial and economic crisis. These experiences have encouraged widespread
discussions on financial stability risk accumulation in the past several years.
The importance of new macro financial concepts in the macro risk management has become relevant (more on said concepts in Gray and Malone, 2008).
There are various definitions of financial stability (more in Schinasi, 2004).
Starting from the Deutsche Bundesbank (2003) definition according to which
financial stability describes the condition in which the financial system efficiently carries out its key economic functions (resourse allocation, risk management, payment system operation) even under shocks, stressful situations
and deep structural changes, this paper assumes such condition as optimal for
the operation of all financial system components. Theoretical considerations
often emphasize that financial stability can contribute to the macroeconomic
stability, even be its key condition. However, one must not forget the existence
of the financial and real economy interaction. The development of financial
institutions and the market can have a positive effect on the overall economic
efficiency, the economic growth and social development while the financial
system deformations may also lead to aggravating the condition of the economic real sector. On the other hand, the financial sector cannot be maintained stable in the national economy which real sector is burdened by various macroeconomic imbalances (discussed in Gertler (1988), Pagano (1993),
Levine (1997, 2004) and Demirgüç-Kunt and Levine (2008)).
The starting point of the financial and real sector interrelation analysis in
Hartmann et al. (2007) is the conceptual framework of the financial system
shown in Picture 1. The first tier thereof consists of slow-changing financial
system elements which are seen as fundamentals by market participants. According to empirical literature, the quality of such fundamentals is of great
importance for the efficiency of the financial system and its contribution to the
economic development and growth.

3
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Picture 1: The conceptual framework of the financial system
FUNDAMENTALS OF THE FINANCIAL SYSTEM

Legal system,
financial
regulation and
corporate
governance

Monetary
institutions

Financial
structure

Market
infrastructures

Other
conditioning
features

Financial integration
Financial development/ modernisation

PERFORMANCE OF THE FINANCIAL SYSTEM
Financial
stability

Financial
efficiency

PERFORMANCE OF THE ECONOMY
E conomic
efficiency
E conomic
growth

E conomic
stability

Price stability

Source: Hartmann et al. (2007: 12) adjusted.

The second tier discusses the outcomes/results of the financial systems
i.e. how well they carry out their functions or what their performances are
whereby the importance of two basic categories is observed: efficiency and
stability. The third tier regards the performance of the economy as a whole.
It takes standard economic categories into consideration: economic efficiency, economic growth, economic stability and price stability. Financial system
performances are affected by first tier fundamentals (connected with financial
development) and third tier interrelation i.e. the performance of the economy
as a whole.
The above suggests that the comprehensive understanding of financial
stability factors and risks requires a significant implementation of the interdisciplinary approach. Apart from the above, the risk arising from the financial
4
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system must be supplemented by the macroeconomic environment risks on
the level of the national economy as well as globally.
Hartmann et al. (2007: 16) defined several indicator groups for measuring the efficiency of financial systems regarding the size of capital markets
and the financial structure, financial innovations and market completeness,
transparency and information, corporate governance, legal system, financial
regulation, supervision and stability, competition, openness and financial integration, economic freedom, political and socio-economic factors. Such a
definition of a scope encompassed by indicator groups points by itself to the
complexity of measuring the efficiency of financial systems as well as assessing
their stability.
The literature primarily discusses financial stability research in individual
sectors of national economies in terms of the effect made by some systemic
risks. Composite indices formed from various macroeconomic, financial and
other indicators are also used. The overview of the most often used financial
stability measures based on integrated research papers written by individual
authors and reports made by respective central banks was given in Gadanecz
and Jayaram (2009).
Individual research studies and examinations carried out by international
institutions connected with monitoring the financial market conditions use
the monetary conditions index and financial conditions index (see e.g. the use
of financial conditions index in Mayes and Viren, 2001). The monetary conditions index (MCI) is a synthetic indicator of monetary restriction in the economy based on several key variables, primarily the interest and exchange rates,
respectively. The financial conditions index (FCI) is a measure encompassing a
wider scope than the MCI as it also includes financial conditions restriction
indicators with which the economic entities are faced, and which are affected
by, but need not be set by the monetary policy (IMF, 2004).
There are two relevant components of the European Semester present in
observing the imbalances and risks of national economis in EU member states:
the Excessive Deficit Procedure - EDP) and the Macroeconomic Imbalances
Procedure - MIP). The MIP is based on a defined scoreboard. When the performance analysis of an EU member state finds the reference value of a respective
indicator higher than set, the European Commission initiates the conduct of
the In-Depth Review – the IDR of its economy to identify excessive macroeconomic imbalances (Krnić, 2015a). The majority of macroeconomic imbalances
and risks indicators for national economies points to various aspects of financial stability.
The International Monetary Fund, the European Commission, the World
Bank, as well as central banks have developed various indicator systems of
5
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which some are used for monitoring financial stability. Publications issued by
central banks on the financial stability of respective national economies provide an insight into various scoreboards. The effect of systemic risks on financial stability is analyzed in Croatia in a separate issue of the Croatian National
Bank (such as e.g. CNB (2016)).
Risks of Croatia’s financial stability have been researched by the author
from various aspects and by implementing various methodologies. The identification of disproportions in the level and the rate of change of financial results
and the economic condition of companies and banks in Krnić (2013) reveals
that the poor performance of the Croatian economy represents a source of risk
for financial stability. This can also be concluded from observing the scope of
corporate performance indicators in Croatia during a multi-year period, including the analysis of their financial stability, liquidity, leverage, asset turnover
ratio, short-term debt collection and profitability. Apart from the above, the
indicators of the value adjustment of partially collectible and nonperforming
bank loans for debt granted to companies have also been given as evidence.
The research of potential causes for the emergence of macroeconomic imbalances in Croatia and their effect on macroeconomic stability presented in
Krnić and Radošević (2014) and based on the monetary and real trends indicators finds that the imbalance between the financial and real economy represents a key factor of the poor performance of the Croatian economy. Therefore,
a wider scope of change is proposed in order to achieve the macroeconomic
stability and set up the economic model which will facilitate the economic
growth and the development of the national economy on a sustainable basis.
Krnić (2015a) researches the financial aspect of imbalances and risks of the
Croatian economy and the Croatian position in the European Union according
to MIP basic and additional indicators as well as according to set reference values. The MIP indicator improvement is also proposed.
Dumičić (2015), taking the example of Croatia, constructs two composite
indices reflecting systemic risk accumulation and materialization processes. This,
it is emphasized, contributes to creating the basis for making decisions on the
use of the macroprudential policy and the construction of an efficient framework for the prevention and mitigation of crisis situations and for strengthening
the system resilience. It also directs attention to factors affecting the process of
systemic risk accumulation and prompts preventive behaviour.
The financial stability research studies, which overview was given in Gadanecz and Jayaram (2009) and partly in Dumičić (2015), show that most papers focused on scoreboard construction which may, based on their high frequency, help central banks to efficiently recognize systemic risk accumulation
and conduct various corrective activities in the macroprudential regulation
6
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and policy. Intended to reduce systemic risks, the goal also aims at increasing the transparency in public relations. However, the overview of the existing papers shows the lack of an integral research which uses financial stability
risk indicators for recognizing the level of systemic risks in a specific national
economy based on the comparison with other countries. If the financial stability-relevant economic performance of a national economy is researched in
a comparative analysis i.e. in the international comparison, it can be used for
identifying the areas in which a specific economy lags behind. This creates the
basis for considering financial stability risks of a specific national economy in
further research in terms of their correlation with the applied economic policy
and regulation as well as other conditions and restrictions from which they
arose. Such a focused research of the financial stability risk level in individual
national economies in the context of integral international comparisons is still
missing. This has served as a motivation for conducting such a research on the
example of Croatia and in line with the objective defined in the introduction.

3. RESEARCH DATA AND METHODOLOGY
The definition of the research methodology starts from the non-existence
of a single scoreboard and the method of its implementation in the existing
research of financial stability (provided in Gadanecz and Jayaram, 2009 and
partly in Dumičić, 2015). Various individual indicators are used as well as differently formed composite indices. The majority of the existing financial stability-related papers written by individual authors and the reports compiled by
central banks has been focused on creating indicators which will enable the
monitoring and timely identification of the financial system vulnerability in
case of individual national economies. Therefore, special attention is placed on
the frequency of use and signal options of financial stability measures as well
as their inclusion in composite indices.
The selection of indicators in this paper, however, has primarily been adjusted to the research objective i.e. the identification of the systemic risk level
in Croatia in comparison with EU member states. The purpose is to gain insight
into systemic risk levels compared to risks in other national economies and to
disclose the connection between such risks, the level of economic development and the rate of economic activity. In order to achieve said purpose, various national economy and key sector operation-related indicators has been
selected. They mostly follow the scope set by existing research studies but
discuss it in terms of international comparisons and include deliberations on
the economic and financial performance specific for Croatia i.e. some indicators which have so far mostly been neglected or observed in a different scope.
This primarily regards the indicators which reflect specific long-term issues of
7
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the Croatian economy such as the unemployment as well as the employment
rate, loan interest rates, and expressed macroeconomic imbalances. With that
in mind, the scope defined in this paper has encompassed not only the indicators included in the author’s research and central bank reports but also some
MIP indicators as well as indicators which were suggested in Krnić (2015a) for
improving the MIP indicator system.
While defining the financial stability risk scoreboard herein, a significant
restriction arouse in the form of unavailability of some data in international institutions databases. Indicators developed by the International Monetary Fund
(Financial Soundness Indicators) and the World Bank (World Development Indicators) are still not fully available for all countries. This fact has somewhat reduced a potentially more comprehensive scoreboard applied to international
comparisons.
Financial stability risk indicators have been created for national economies
and the government sector expressing a level of economic development by
GDP per capita, as well as financial stability risk indicators for corporate and
retail sectors, and financial stability risk indicators for the banking sector. The
form of data expressing as well as its source was given for each indicator. This
served as a basis for processing a defined scoreboard.
Data processing used basic measures of descriptive statistics: average,
minimum and maximum values, standard deviation, median, quartiles i.e. Qtl1
and Qtl3, and rank. The correlation matrix explored the correlation between
a level of economic development expressed in GDP per capita and a rate of
economic growth on one side and other financial stability risk indicators on
the other.
The scoreboard interpretation for Croatia is conducted in comparison
with EU member states (EU-28) and countries with comparable features herein
called EU-8. Countries with comparable features are characterized by a similar
transition process and a level of economic development measured by GDP per
capita, which is significantly lower than in EU developed countries. The scope
of observed countries could have been even wider by including countries possessing the same characteristics such as Latvia and Lithuania. However, these
two have not been included as it was assessed that a selected group of countries was reflecting differences between developed and less developed EU
member states in a sufficient manner. The EU-8 included the following countries: Bulgaria, the Czech Republic, Croatia, Hungary, Poland, Romania, Slovakia and Slovenia.
EU member states have sometimes herein been referred to by Eurostat abbreviations: BE–Belgium, BG–Bulgaria, CZ–Czech Republic, DK–Denmark, DE–
Germany, EE–Estonia, IE- Ireland, EL–Greece, ES–Spain, FR–France, HR–Croatia,
8
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IT-Italy, CY–Cyprus, LV-Latvia, LT- Lithuania, LU–Luxembourg, HU–Hungary,
MT–Malta, NL–Netherlands, AT-Austria, PL–Poland, PT–Portugal, RO–Romania,
SI-Slovenia, SK–Slovakia, FI-Finland, SE–Sweden, UK–Great Britain.

4. FINANCIAL STABILITY RISK INDICATORS
4.1. FINANCIAL STABILITY RISK INDICATORS FOR NATIONAL
ECONOMIES AND THE GOVERNMENT SECTOR
Table 1 below shows financial stability risk indicators for national economies and the government sector.
Table 1: Financial stability risk indicators for national economies and the government sector with the indicator of the level of economic development
Indicator
Source of data
A01 – GDP per capita*; PPS: EU-28 = 100; for 2014
Eurostat
A02 – GDP, annual growth rates; for the period 2007 until 2014
Eurostat
A03 – HICP – inflation rate, average annual rate of change in %; for the
Eurostat
period 2007 until 2014
A04 – Net foreign debt in % of GDP for 2014
Eurostat
A05 – Current account balance of the balance of payment in % of GDP, a
Eurostat
three-year average stated in 2014
A06 – A share in world export, five-year percentage change stated in 2014
Eurostat
A07 – Unemployment rate, a three-year average stated in 2014
Eurostat
A08 – CDS (Credit default swap) spread for government securities (5 year)
Deutsche Bank
in base points
A09 – Public debt in % of GDP for 2014
Eurostat
A10 – A share of public debt in GDP, change (increase/decrease) in % in the
Eurostat
period 2005 – 2014
A11 – A share of public debt in GDP, members with a share ≥ 50%, change
Eurostat
in % in the period 2005 – 2014
A12 – Total expenses of general government in % of GDP in 2014
Eurostat
A13 – Net loans (+)debt (–) consolidated general government in % of GDP
Eurostat
in 2014
A14 – Bank loans to general government in % of total retail bank loans in
IMF (FSI)
2015
A15 – Long-term interest rate spread and Bund (in base points) in 2014
EC, Country Report
*

Included in the scope as an indicator of the level of economic development

Source: Author

Results of descriptive statistics for indicators from Table 1 are shown
in Table 2.
9
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Table 2 provides the answer to the first research question by setting Croatia’s position in the EU according to financial stability risk indicators defined for
national economies and the government sector as well as according to the indicator of a level of economic development expressed in GDP per capita. Croatia is ranked 26th of 28 EU member states according to GDP per capita in 2014,
and 26th according to the average annual GDP growth rate in the period 2007
– 2014. Its -0.7 rate makes Croatia the only country in the EU-8 scope which
recorded a negative average rate of economic growth in the observed period.
Croatia’s share of net foreign debt in GDP is twice as high than the 27 EU
countries average, which is also higher than in all EU-8 countries. With its 69%
share of net foreign debt in GDP, Croatia has crossed the upper limit of foreign
debt set in Reinhart et al. (2003) for developing countries at 50%. A quarter of
EU member states records a negative share of net foreign debt in GDP of -6.7%
and more, while Croatia falls in the group of 25% of EU member states which
share exceeds 55.4%.
With a five-year percentage change of share in the world export of -17.8%,
i.e. three times higher than the reference value set under MIP (-6%), there are
only two EU member states which rank lower than Croatia according to said
indicator.
Table 2: Financial stability risk indicators for national economies and the government sector in EU member states with the indicator of the level of
economic development
A01
A02
A03
A04
A05
A06
A07
A08
A09
A10
A11
A12
A13
A14
A15

Average
Min
97,8
47,0
0,8
-3,2
2,5
0,8
-75,9 -2204,6
1,2
-4,9
-5,6
-26,7
10,8
5,2
83,3
19,0
73,6
10,4
85,6
-6,8
73,9
-2,6
46,3
34,8
-3,0
-8,9
4,0
0,1
145,4
0

Max
266,0
3,6
4,8
132,3
10,9
35,3
26,2
269,0
178,6
311,9
311,9
58,3
1,5
15,7
364,6

* Number of ranked EU member states

10

Stdev Median
40,9
84,5
1,3
0,9
1,0
2,1
435,6
31,4
3,6
0,8
14,8
-10,9
5,2
9,6
68,5
63,0
37,1
71,6
84,2
55,2
75,7
48,3
6,5
45,4
2,4
-2,9
3,9
2,7
112,9
120,4

Qtl1
73,5
-0,1
1,8
-6,7
-1,4
-15,5
6,9
29,0
43,3
21,3
23,3
42,1
-4,7
1,3
41,4

Qtl3
122,0
1,6
2,8
55,4
2,7
5,0
12,9
116,5
98,4
131,2
109,1
51,6
-1,6
6,2
238,8

HR
59,0
-0,7
2,5
69,0
0,5
-17,8
16,9
269,0
85,1
109,1
109,1
48,2
-5,6
15,7
288,8

Rank
26
26
9
5
16
26
3
1
10
10
5
13
23
1
3

*
28
28
28
27
28
28
28
24
28
28
19
28
28
25
17
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Annual growth rates of some countries in some years for A02 have been
marked as preliminary or estimated in the source of data on the date of access
(24 March 2016). A04 for HR refers to Q2/2015. As the UK data was not available, the EU-27 data was analyzed. A08 is shown without data for CY, EL, LU and
MT. The A14 data was taken from Europe Latest Available Data (FSI) for various
quarters 2015. Data for FI, FR and SE was not available. A15 calculations were
made only on the basis of data for 17 countries.
Source: Eurostat, Deutsche Bank, IMF (FSI), EC Country Report and author’s calculations
The average three-year unemployment rate in Croatia is the third highest
rate in EU-28. The reference value of this indicator within the MIP is set at 10%,
the EU-28 median is 9.6%, and the unemployment rate in Croatia is 16.9%. Croatia has one of the smallest workforce in the European Union and at the same
time belongs to the countries with the highest unemployment rate.
All EU-8 countries have a lower risk level (according to the CDS spread), a
lower percentage of public debt in GDP, and a lower percentage of the consolidated general government net debt in GDP, except for Bulgaria. Croatia’s
insurance premium against the credit risk for government bonds is four times
higher than the observed EU 24 countries median. This does not affect only the
price of sovereign debt but also the interest rates for corporate and retail loans.
Its 85.1% of public debt in GDP in 2014 ranked Croatia 10th in EU-28 having the highest EU-8 percentage. It recorded twice the increase of the public
debt percentage in GDP in the period from 2005 until 2014 (by 109.1%) compared to the EU-28 median (55.2%). This difference becomes even more visible if EU-28 countries with a share lower than 50% are excluded from median
calculations. Compared to the 60% MIP reference value, Croatia shows a significant inner macroeconomic imbalance under said indicator. This imbalance
becomes even more expressed under the fiscal sustainability risk criterion set
in Baldacci et al. (2011) at 42.8% of GDP for the so-called emerging market
economies. The accelerated growth of the general government debt in the observed period represents a significant source of Croatia’s financial stability risk.
According to 2015 data (CNB, 2016), public debt denominated in foreign currency represents 78.5% of total public debt, which is significantly higher than
the limit set under the fiscal sustainability risk indicator, which was set for the
countries with similar characteristics as Croatia at 40.3% (Baldacci et al. (2011).
Public debt size and structure affects the level of interest costs for its servicing
as well as impacts the economic liquidity, investment activities and the rate of
economic trends.
Out of 25 EU countries with available comparable data, Croatia has the
highest share of bank loans granted to general government in the overall loans
11
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to residents. In the environment of increased risk of granting private sector
loans and their repayment, the banking sector compensates for the lack of
loans by significantly funding the state.

4.2. FINANCIAL STABILITY RISK INDICATORS FOR CORPORATE AND
RETAIL SECTORS
Table 3 shows financial stability risk indicators for corporate and retail sectors.
Table 3: Financial stability risk indicators for corporate and retail sectors
Indicators
B01 – Gross profit earned by non-financial companies in value added in %
in 2014
B02 – Rate of investment in fixed asset in % of gross added value in 2014
B03 – ROE (net profit and equity ratio) in % in 2014
B04 – Gross available household income per capita in PPS in 2014
B05 – Private sector debt, consolidated, in % of GDP in 2014
B06 – A share of private sector debt in GDP, consolidated, increase/decrease
in %, 2005 – 2014
B07 – Private sector debt, unconsolidated, in % of GDP in 2014
B08 – A share of private sector debt in GDP, unconsolidated, increase/
decrease in %, 2005 - 2014
B09 – Bank interest rates for company loans under 1 year in December/2015
B10 – Bank interest rates for company loans from 1-5 years in December/2015
B11 – Bank interest rates for company loans above 5 years in Decemebr/2015
B12 – Bank interest rates for housing loans in the retail sector above 5 years
in December /2015
B13 – A share of loans to non-financial companies in total bank loans in %
in 2015
B14 – A share of retail loans (other domestic sectors) in total bank loans in
% in 2015
B15 – Price index of housing real estates, a three-year percentage change
stated in 2014

Source of data
Eurostat
Eurostat
Eurostat
Eurostat
Eurostat
Eurostat
Eurostat
Eurostat
ECB
ECB
ECB
ECB
IMF (FSI)
IMF (FSI)
Eurostat

Source: Author

Results of descriptive statistics for indicators from Table 3 are
shown in Table 4.
Table 4 provides the answer to the second research question by setting
Croatia’s position in the EU according to financial stability risk indicators defined for corporate and retail sectors. According to available comparable data,
Croatia is ranked 26th among 27 EU member states by a share of gross profit
in added value of non-financial companies i.e. it has the lowest share among
EU-8 countries with comparable characteristics. According to 2014 data, ROE
12
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in non-financial companies in Croatia is four times lower than the EU-28 median calculated for 24 EU member states. In terms of current and potential entrepreneurs in Croatia, this represents a significant limitation.
Table 4:

Financial stability risk indicators for corporate and retail sectors in EU
member states

Indicator Average
B01
B02
B03
B04
B05
B06
B07
B08
B09
B10
B11
B12
B13
B14
B15
*

44,9
22,2
19,5
18077,4
148,9
29,8
167,4
32,0
3,5
3,3
3,3
3,1
28,5
35,0
0,1

Min

Max

29,4
60,7
10,5
28,7
-15,9
64,1
9152,0 27191,0
52,5
348,3
-14,0
84,6
56,7
402,7
-11,6
87,4
1,5
10,6
1,6
5,5
1,6
5,9
1,2
6,5
3,3
53,5
5,1
55,7
-27,1
35,0

Stdev

Median

Qtl1

Qtl3

HR

8,0
42,9
40,1
51,0
29,7
4,5
23,1
19,3
26,1
26,0
16,3
15,3
12,7
22,1
3,7
4878,7 16537,0 14222,3 22846,8 12339,0
74,1
128,8
97,3
183,4
120,8
24,3
27,8
9,0
51,4
51,2
81,6
144,6
109,2
214,6
142,1
23,8
30,1
10,7
52,9
53,5
1,8
3,0
2,3
4,2
5,4
1,1
3,2
2,3
4,1
5,3
1,0
2,9
2,5
3,8
4,4
1,3
2,9
2,1
3,8
5,5
12,2
32,3
18,3
36,4
33,8
11,5
33,5
27,0
44,9
46,4
13,5
0,3
-8,9
8,9
-17,7

Rank

*

26
7
22
22
17
8
15
7
4
2
5
3
10
4
26

27
25
24
24
28
28
28
28
28
28
28
28
24
25
28

Number of ranked EU member states

B01 has no data for LU. Data for BG is taken from 2013. B02 has no data for
BG, LU and MT. B03 has no data for BG, LU, MT and RO. B04 has no data for BG,
LU, MT and NL. The comparability of B09, B10, B11and B12 can be reduced due
to differences in loan currency (in euro or denominated in domestic currency)
and the method of interest rate reporting (AAR/NDER), i.e. average or effective
rates. The 2015 data for B13 and B14 is partly from various quarters, data for BG
refers to 2014. Data is not available for FI, FR and SE for B13 and B14, and for ES
for B13. A part of B15 is temporary or estimated.
Source: ECB, Eurostat, IMF (FSI) and author’s calculations
According to the gross available household income per capita, Croatia is
ranked 22nd among 24 EU countries. The shown level of gross available household income per capita limits domestic demand and the capability of a household to repay its obligations. Among EU-8 countries with comparable characteristics only Bulgaria has a higher share of consolidated private sector debt
in GDP than Croatia, which was twice increased in the period from 2005 until
2014 compared to the EU-28 average. However, Croatia has an exceptionally
high pecentage of overall debt in GDP if the general government and private
sector debts are observed jointly.
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Despite their significant decrease compared to 1990s, bank interest rates
for corporate and retail loans are still, in all observed categories, above the
EU-28 median, which makes them among the highest in all EU-8 countries
with comparable characteristics (which confirms the findings in Krnić, 2015b).
Along with Bulgaria, and some loan categories in Romania and Hungary, these
are the highest rates in the EU-8 scope. Apart from the above, a debt structure
of non-financial companies and households according to currency and the
possibility of interest rate change still indicates their high exposure to the currency and interest rate risk. Interest rates in Croatia also reflect a still relatively
high premium for the country risk (CNB, 2016).
A share of loans granted to non-financial companies in total bank loans in
2015 is at an average level calculated on the basis of data for 25 EU countries.
However, according to a percentage of retail loans granted, Croatia is ranked
4th among 25 EU member states. Some EU-8 countries such as Poland and Slovakia have a higher percentage than Croatia. Due to accumulating significant
risks in doing business with the corporate sector, banks in Croatia focused on
stronger retail lending for a long period. Despite a changed structure of loan
allocation in past several years, accelerated growth was achieved with large
companies which primarily used said loans for foreign debt repayment.
According to CNB data (2016), a multi-year debt repayment trend by nonfinancial companies and households from bank loans continued in Croatia in
2015. Financial results recorded by non-financial companies in 2014 contributed in part to said debt repayment in light of a partial funding from own retained profits. The growth of public debt indicates that companies partly use
foreign funding sources which price is more favourable than loans in Croatia,
while banks consider lending to the state more profitable under current circumstances (CNB, 2016).
Croatia is also one of the countries with the highest decrease of housing
property according to a three-year average change in price index. This indicator is usually observed together with the stock market index (here omitted).
Their decrease actually reflects a deflation of previously emerged price bubbles. In view of no significant change in demand, real estate prices have continued to decrease (CNB, 2016).
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4.3. FINANCIAL STABILITY RISK INDICATORS – BANKING SECTOR
Table 5 shows financial stability risk indicators for the banking sector
Table 5: Financial stability risk indicators for the banking sector
Indicators
Source of data
C01 – Banking sector asset and GDP ratio in 2014
ECB, EC
C02 – A share of banking sector asset in total financial sector asset in % in
ECB, CNB
2014
C03 – A share of foreign ownership in the banking sector in % of total asset EC, Country Report
in 2014
C04 – Deposit and loan ratio in banks in % in 2015
IMF (FSI)
C05 – Asset share of top 5 banks in total asset in % in 2014
ECB
C06 - A share of bad loans in total borrowings in % in 2015
IMF (FSI)
C07 – A share of bad loans in GDP in % in 2014
IMF
C08 – Interest spread in total income in % in 2015
IMF (FSI)
C09 – Noninterest expenses in total income in % in 2015
IMF (FSI)
C10 – Regulatory capital to risk weighted asset in % in 2015
IMF (FSI)
C11 – Equity/asset ratio in % in 2015
IMF (FSI)
C12 – Staff cost/noninterest cost ratio in % in 2015
IMF (FSI)
C13 – Difference between reference active and passive interest rates (base
IMF (FSI)
points) in 2015
C14 – Liquid asset in total asset in % in 2015
IMF (FSI)
C15 – Liquid asset/short-term liabilities ratio in % in 2015
IMF (FSI)
C16 – A share of foreign currency loans in total loans in % in 2015
IMF (FSI)
C17 – A share of foreign currency liabilities in total liabilities in % in 2015
IMF (FSI)
C18 – A share of foreign currency net open position in equity in % in 2015
IMF (FSI)
C19 – ROA in % in 2015
IMF (FSI)
C20 – ROE in %in 2015
IMF (FSI)

Source: Author

Results of descriptive statistics for Table 5 indicators are given in Table 6.
Table 6 provides the answer to the third research question by setting Croatia’s position in the EU according to financial stability risk indicators defined for
the banking sector. The banking sector in Croatia has the highest share of foreign ownership in the percentage of total assets (90.1%) among 18 EU member states, which is the lowest in the banking sectors of developed countries.
For example, this share amounts to 6.9% in the Netherlands, 8.5% in Sweden,
8.5% in France, 12.7% in Italy, and 11.7% in Germany. Apart from the above,
the banking sector in Croatia has the largest concentration of all such sectors
in EU-8 countries. However, only concentration measures are not sufficient for
estimating the real competition in respective banking sectors. Sophisticated
methods as well as a direct testing of economic variables are needed (more in
15
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Krnić and Radošević, 2014). However, competition in this sector is important as
it contributes to reducing interest rates and bank service prices as well as to a
more efficient loan allocation. It also contributes to strengthening the position
of Croatian companies on the global market.
Table 6: Financial stability risk indicators for the banking sector of EU member states
Indicator Average
C01
3,3
C02
63,1
C03
36,5
C04
100,2
C05
61,0
C06
10,2
C07
9,9
C08
59,2
C09
62,1
C10
18,6
C11
8,6
C12
47,4
C13
301,5
C14
27,9
C15
72,0
C16
25,7
C17
27,4
C18
12,7
C19
0,8
C20
6,8

Min
0,6
19,8
6,9
31,4
32,0
1,0
0,9
17,1
42,1
11,2
5,6
24,4
2,8
9,8
17,5
1,2
3,0
-11,9
-1,8
-22,4

Max
19,6
92,3
90,1
157,0
94,1
45,6
48,0
90,9
94,4
28,0
14,0
73,9
603,7
56,1
178,5
71,4
65,3
74,9
4,4
24,1

Stdev Median
3,7
2,7
20,0
71,2
26,0
32,5
27,5
94,9
17,0
59,9
10,3
5,7
12,0
5,5
16,0
58,7
12,9
60,7
3,8
18,1
2,5
7,6
10,5
47,5
140,8
299,8
10,5
26,4
47,7
51,7
20,0
24,5
25,3
25,3
16,7
1,2
1,1
0,7
8,0
7,2

Qtl1
1,1
52,5
11,2
85,1
47,8
3,9
2,7
49,7
50,9
16,4
6,7
40,9
196,6
20,0
36,8
9,7
10,4
0,3
0,3
3,8

Qtl3
3,8
73,4
65,7
116,0
71,9
13,9
11,9
68,7
67,2
21,0
6,7
54,5
355,4
34,2
94,0
36,3
39,8
4,5
1,1
10,9

HR
1,3
72,8
90,1
90,4
72,3
16,3
8,1
64,5
94,4
21,0
12,7
24,4
494,4
34,2
51,7
71,4
65,3
12,5
-1,1
-7,8

Rank
17,5
7,5
1
12
7
5
9
9
1
7
3
22
3
5,5
12
1
1
3
25
27

*
25
20
18
21
28
25
23
24
24
27
24
22
18
22
23
19
18
20
26
28

* Number of ranked EU member states

C01 has no data for CZ, DK and PL. C02 has no data for BG, CZ, DK, HU, PL, RO,
SE and UK. C03 has no data for CY, CZ, DK, EL, LV, LT, LU, MT, PL, SK. C04 data comes
from various quarters 2015 or late 2015. BG data is from late 2014. Data for FI, FR,
HU, IE, NL, SI and SE is missing. C06 has no data for FI, DE and LU. C07 has no data
for CZ, DE, PL, SE and UK. C08 and C09 data is from various quarters 2015 or late
2015. BG data is from late 2014. Data for FI, FR, DE and SE is missing. C10, C11 and
C12 data is from various quarters 2015 or late 2015. BG data is from late 2014. C10
calculations exclude FI data, C11 has no data for FI, HU, SI and SE, C12 has no data
for FI, FR, DE, HU, SI and SE. C13 data is from various quarters 2015 or late 2015.The
calculation does not include data for BG, FI, FR, HU, IE, LU, NL, SI, SE and UK. C14,
C15, C16 and C17 data is from various quarters 2015 or late 2015. BG data is from
late 2014. C14 calculations do not include FI, FR, IE, LT, LU and ES data, C15 has no
data for FI, IE, LT, LU and ES, C16 is without data for BE, CZ, FI, FR, HU, IE, LT, SI and
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SE, and C17 without BE, CZ, EE, FI, FR, HU, IE, LT, SI and SE data. C18 data is from
various quarters 2015 or late 2015. The calculation excludes data for BG, EE, FI, FR,
LU, NL, PT and ES. C19 data is from various quarters 2015 or late 2015. BG data is
from late 2014. Calculations do not include FI and DE data. C20 data is from various quarters 2015 or late 2015. BG, DE, FI and SE data is from 2014.
Source: ECB, EC (Country Report), CNB, IMF (FSI) and author’s calculations
The Croatian banking sector (along with the banking sector of Bulgaria)
stated the biggest percentage of bad loans in total 2015 loans. Banks in Croatia also stated the highest share of noninterest expenses in 2015 compared to
the overall income in EU-8. At the same time, despite value adjustments and
bad loan provisions and thanks to the capital increase conducted before the
financial and economic crisis, banks in Croatia, if observed across the sector,
are still stating the highest percentage of regulatory capital in risk-weighted
assets than all EU-8 banking sectors. The cost of staff in percentage of noninterest expenses is the lowest in 22 EU countries with available data. However,
one must take into consideration that the banking sector in Croatia also shows
a high level of noninterest expenses in 2015.
The currency structure of received deposits and granted loans by the
banking sector shows a very high level of euroization of Croatian economy.
The currency exposure does not result only from foreign currency loans or
deposits but also from HRK loans and deposits with a currency clause. This is
why here observed foreign currency receivables and liabilities indicators also
include receivables and liabilities in domestic currency with a currency clause.
Among all EU countries with related indicators available from said sources, the
banking sector in Croatia also shows the highest pecentage of foreign currency loans in total loans, the highest pecentage of foreign currency liabilities
in total liabilities and the highest pecentage of the foreign currency net open
position in equity. Non-exporting companies or companies which are not net
exporters and populations that earns income only in HRK are significantly
more exposed to the currency risk. The currency structure and the sector exposure to the currency risk means that even a relatively small change of HRK
currency rate towards its depreciation affects the banking balance sheet asset
due to non-perfoming loans granted to companies and the retail sector which
are inadequately hedged against currency risk. This is why the maintenance of
a relatively stable exchange rate has remained a permanent lever in the preservation of Croatia’s macroeconomic stability.
In terms of financial stability, in the bank-centric systems such as the Croatian one, it is necessary to achieve an adequate level of bank profitability in
order to maintain their capitalization at the level which ensures the system
resilience to shocks and the materialization of various risks. From the time the
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crisis emerged in 2008, bank profitability decreased significantly in EU member states. According to observed 2015 data, the banking sector in Croatia
achieved negative returns on equity and assets i.e. the worst in EU-8, which
was the result of large conducted value adjustments due to bad loans, the cost
of Swiss francs denominated loan conversions as well as negative effects of the
private sector repayment process.

4.4. THE CORRELATION BETWEEN THE LEVEL OF ECONOMIC
DEVELOPMENT AND THE RATE OF ECONOMIC GROWTH WITH
OTHER FINANCIAL STABILITY RISK INDICATORS
In order to gain insight into the correlation between a level of economic
development expressed in GDP per capita and the rate of economic growth
with other financial stability risk indicators, the correlations between said indicators were calculated. However, out of a total of 50 indicators which were
compared in this paper in international terms, 21 indicator was included in the
correlation matrix in Table 7 i.e. only those indicators with available data for all
28 EU member states. The objective was to gain an initial insight into correlation coefficients of such complete indicators and thus indicate the possibility
to research all relevant financial stability indicators upon achieving complete
data availability. The relevance of the Pearson linear correlation coefficient for
all coefficients from 0.5 up would then be conducted in order to achieve the
reliability of research findings.
Table 7: The correlation matrix of the correlation between the level of economic development and the rate of economic growth with other financial stability risk indicators
1
2
3
4
5
6
7
8
9
10
11
12
13
14

18

1
1
0,1
o,4
0,5
0,1
0,4
0,1
0,3
0,2
0,4
0,6
0,1
0,7
0,0

2

3

4

5

6

7

8

9

1
0,2
0,1
0,5
0,6
0,7
0,0
0,5
0,3
0,2
0,2
0,1
0,3

1
0,3
0,7
0,1
0,5
0,2
0,5
0,2
0,5
0,1
0,5
0,0

1
0,1
0,4
0,2
0,1
0,1
0,5
0,2
0,2
0,2
0,2

1
0,1
0,6
0,3
0,7
0,4
0,4
0,2
0,4
0,1

1
0,6
0,2
0,0
0,5
0,0
0,2
0,1
0,1

1
0,1
0,4
0,6
0,2
0,2
0,1
0,1

1
0,5
0,0
0,2
0,2
0,2
0,1

1
0,2
0,2
0,2
0,3
0,2

10 11 12 13 14 15 16 17 18 19 20 21

1
0,2 1
0,1 0,0 1
0,1 1,0 0,0 1
0,0 0,0 0,9 0,1

1
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15
16
17
18
19
20
21

0,5
0,6
0,5
0,3
0,3
0,4
0,1

0,2
0,1
0,0
0,1
0,4
0,2
0,7

0,3
0,4
0,4
0,2
0,2
0,1
0,3

0,3
0,4
0,4
0,0
0,1
0,1
0,2

0,2
0,2
0,1
0,1
0,4
0,1
0,4

0,1
0,2
0,1
0,1
0,6
0,3
0,6

0,0
0,1
0,0
0,1
0,6
0,0
0,7

0,1
0,0
0,1
0,3
0,1
0,1
0,1

0,3
0,4
0,3
0,1
0,2
0,0
0,3

0,1
0,3
0,4
0,2
0,5
0,0
0,4

0,0
0,2
0,1
0,1
0,0
0,1
0,1

0,2
0,3
0,3
0,3
0,3
0,1
0,1

0,1
0,3
0,1
0,1
0,1
0,1
0,0

0,1
0,2
0,2
0,3
0,3
0,0
0,1

1
0,7
0,5
0,1
0,1
0,4
0,1

1
0,8
0,5
0,1
0,3
0,1

1
0,7
0,1
0,0
0,2

1
0,2 1
0,2 0,1 1
0,2 0,7 0,1

1

Negative coefficients are underlined. Coefficients are rounded to one decimal.

Indicators arranged by ordinal numbers in the matrix:
1
A
0
1

2
A
0
2

3
A
0
3

4
A
0
5

5
A
0
6

6
A
0
7

7
A
0
9

8
A
1
0

9
A
1
2

10 11 12 13 14 15 16 17 18 19 20 21
A B B B B B B B B B C C
1 0 0 0 0 0 1 1 1 1 0 2
3 5 6 7 8 9 0 1 2 5 5 0

Source: Author’s calculation from the indicators for EU member states according to data stated
in Tables 1, 3 and 5

The reply to the fourth research questions given in Table 7 establishes the
correlation between the level of economic development expressed in GDP per
capita and the rate of economic growth with other financial stability risk indicators for EU member states. There is a medium-strong positive correlation between the GDP level per capita and the current account balance in the balance of
payment in percentage of GDP, consolidated and unconsolidated private sector
debt in percentage of GDP, and a medium strong negative correlation with bank
interest rates on corporate loans under 1 year, from 1 to 5 years, and above 5
years. Furthermore, annual GDP growth rates for the period from 2007 until 2014
have a medium strong positive correlation with a five-year percentage change
of the world export share and the return on banking sector equity as well as a
medium strong negative correction with a three-year average unemployment
rate, public debt in percentage of GDP and overall expenses of general government in percentage of GDP. Average annual inflation rates from 2007 until 2014
have a medium strong positive correlation with a five-year average change of
percentage in the world export and a medium strong negative correlation with
public debt in percentage of GDP, overall expenses of general government in
percentage of GDP and consolidated and unconsolidated private sector debt in
percentage of GDP. Other correlations are visible from Table 7. Obtained results
mostly confirm theoretical and empirical expectations as well as a substantial
part of the research findings from Krnić (2015a). The finding which indicates a
medium strong positive correlation between average annual inflation rates in
the observed period and the five-year percentage change of the world export
share is one of few which may indicate the need for further analysis.
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Despite conducting the correlation research on a reduced sample of 21
indicator due to data unavailability, the correlation matrix results lead to significant conclusions which may contribute to understanding the interdependence in accumulating and materializing specific financial stability risks. This
can contribute to recognizing necessary changes in the regulation, economic
policy and financial management at macro level. Obtained results also indicate
the need to complete data in international institutions databases so as to provide the possibility for conducting such research with all relevant indicators for
all EU-28 countries.

5. CONCLUSION
The purpose of this research was to widen knowledge on risk levels
which may affect the financial stability of Croatia as a small and open
economy. With that in mind, the financial stability scoreboard was created for the national economy and the government sector, corporate
and retail sector, and the banking sector. The international comparison
of defined indicators within EU countries was conducted as well as the
research into the correlation between the level of economic development and the rate of economic growth with other financial stability risk
indicators. It served as a basis for research findings which were given as
answers to set research questions.
Some weaknesses were found during the research including incomplete databases of international institutions for conducting such comparisons. It limited the reliability of comparisons according to specific
indicators. Despite the above, the Croatia’s position in the EU, by most
indicators, was set to reflect the true state of affairs by applying reliability. Due to unavailability of data for all EU member states, the correlation
of risk indicators with the level of economic development and the rate
of economic growth was conducted on a reduced sample. The results of
the correlation matrix lead to significant conclusions on the correlation
of observed variables which may significantly contribute to understanding the interdependence in accumulating and materializing individual
financial stability risks and defining required changes in financial management at macro level, regulation and the economic policy.
As relevant economic literature contains almost no original research papers on financial stability in a wider international comparison, and especially with a scoreboard and the method od indicator
20
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processing as it was implemented herein, the scientific contribution of
this paper is confirmed in the scope in which obtained findings expand
the existing knowledge on financial stability risks. With that in mind,
it is estimated that this research findings may contribute to a better
understanding of real issues of a small and open economy in terms of
systemic risk impact on financial stability as well as encourage various further reserach. The research into the correlation between potential and already materialized risks of respective national economy
and applied economic policies and regulations would be of particular
importance. As the paper was focused on the research of quantitative
indicators and primarily on their interpretation in terms of achieved
levels and the rate of change, further research would find it useful to
determine Croatia’s departure from the EU-28 and EU-8 medians in the
context of their potential causing factors.
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RIZICI FINANCIJSKE STABILNOSTI HRVATSKE U MEĐUNARODNOJ
USPOREDBI
SAŽETAK RADA:

Istraživanje sistemskih rizika koji utječu na financijsku stabilnost u maloj otvorenoj ekonomiji istraživački je problem ovog rada. Njegova konkretizacija u smislu
istraživanja relevantnih rizika financijske stabilnosti Hrvatske predmet su istraživanja. Cilj je rada proširiti spoznaje o razinama sistemskih rizika koji mogu utjecati
na financijsku stabilnost Hrvatske. U tu se svrhu definira obuhvat različitih pokazatelja rizika financijske stabilnosti za nacionalnu ekonomiju i ključne sektore, kao
što su: država, kućanstva, poduzeća i bankovni sektor. U međunarodnoj usporedbi
istražuje se pozicija Hrvatske u Europskoj uniji s aspekta razine razmatranih rizika.
Nalazi istraživanja sadržani u odgovorima na postavljena istraživačka pitanja proširuju spoznaje o razinama sistemskih rizika relevantnih za financijsku stabilnost
Hrvatske i upućuju na potrebu daljnjih istraživanja na ovom području. To se osobito odnosi na potrebu istraživanja povezanosti potencijalnih i već materijaliziranih
rizika s primijenjenim ekonomskim politikama i regulacijom u pojedinoj nacionalnoj ekonomiji.

Ključne riječi: financijska stabilnost; hrvatska ekonomija; međunarodne usporedbe, pokazatelji sistemskih rizika
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ABSTRACT

The paper survey the existing literature on the relative impacts of public and
private investment on economic growth – in both developed and developing
economies, highlighting the theoretical and empirical evidence. The review finds
mixed and in some cases conflicting evidence on the relative contribution of public and private investment to economic growth owing to several factors which
include; methodological approach adopted, characteristics of sample country chosen, proxy variables used, and the chosen sample period. While both public and
private investment is generally found to be important to the economies’ growth
process, on balance, there is greater empirical support for a private investmentled economy. This review differs fundamentally from the previous studies in that it
disentangles investment into public and private components and focuses on their
relative impacts on economic growth. The previous reviews have not made such
a distinction and have been focusing on the effect of only public investment on
economic growth.
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1. INTRODUCTION
While there is a general consensus among economists and policy makers
that investment is crucial to economic progress, there is still no agreement
about the relative importance of public and private investment components
to economic growth. Knowledge about the component of investment that accelerates economic performance faster has an important policy implication in
setting out the appropriate economic system that can best grow the economy.
This means that it is not just the total investment that matters to the policy
makers, but also how it is split between public investment (gross fixed capital
formation by the central government, state enterprises and statutory instrument) and private investment (gross fixed capital formation undertaken by the
private sector).
Although studies on the impact of investment on economic growth are extensive, most of these studies have focused on only public investment component or its subcomponents (see for example: Aschauer, 1989a; Munnell, 1990;
Cullison, 1993; Wylie, 1996; Devarajan et al., 1996; Rafael et al., 1998; Ramirez
and Nazmi, 2003; Pereira and Andraz, 2005; Roache, 2007). For the scanty empirical studies that have considered the relative importance of both public
and private investment on economic growth, conflicting arguments and results have been reported (Crowder and Himarios, 1997; Khan and Kumar, 1997;
Nazmi and Ramirez, 1997; Odedokun, 1997; Yang, 2006). The existing empirical studies on the subject matter shows that various studies have focused on
different study periods, data sets, investment proxies, country and country
groupings, as well as econometric methodological approaches in examining
the relative importance of the roles played by public and private investment in
the economic growth process – leading to a bag of mixed empirical results. The
inconclusive nature of the results has made it difficult to provide policy recommendations that can be prescribed uniformly to all economies.
Against this backdrop, this study aims to provide a comprehensive review
of the existing literature on the relative impacts of both public and private investment on economic growth. Naturally, the review highlights both the theoretical framework and empirical evidence on the subject matter. The study’s
main contribution lies in disentangling investment into its public and private
components, and the examination of the relative importance of each component on economic growth. This addresses the shortfalls of most previous studies on the subject matter that focused on the effect of only public investment
component to economic growth (see Sturm et al., 1996; Romps and De Haan,
2005; Pereira and Andraz, 2013). Since the literature on both public and private investment and economic growth is limited, a good part of the literature
reviewed in this paper is based on the empirical studies that focused only on
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public investment and economic growth. This review has, however, gone a step
further by adding the impact of private investment as well to the discussion.
The rest of the paper is organised as follows: section 2 reviews briefly the
theoretical literature on the relative impact of public and private investment
on economic growth, while section 3 reviews the empirical literature on the
relative impacts of public and private investment on economic growth. Section 4 provides some concluding remarks.

2. PUBLIC AND PRIVATE INVESTMENT AND ECONOMIC
GROWTH: A THEORETICAL FRAMEWORK
The debate on the relative importance of public and private investment
in the economic growth process has generally been centred on two somewhat distinct but related questions: (i) what is the differential impact of a unit
amount spent on public and private investment on economic growth?; and
(ii) does public investment expenditure substitute or complement private investment in the economic growth process? This entails that the relative impact of public and private investment on economic growth depends much on
whether public investment crowds out or crowds in private investment in the
economic growth process.
Public investment spending can facilitate new private capital formation
and hence spur economic growth through its impact on private sector economic activity (Eberts and Fogarty, 1987; Merriman, 1990; Berndt and Hanson, 1992; Wang, 2005). Public investment in infrastructural projects such as
in education, power generation and transmission, airports, highways, roads,
water supply and sewerage systems often increases the marginal productivity
of private capital. The availability of these core infrastructures reduces the cost
facing private sector firms. This arrangement creates an enabling environment
for higher new private sector capital formation and output growth.
The catalytic effect of infrastructure public investment spending on private sector capital formation can alternatively be taken in terms of cost adjustment, as postulated by Turnovsky (1996). The presence of a well-developed
public infrastructure would reduce the private firms’ business start-up cost. For
example, the presence of a railway network can reduce the transport cost of
heavy equipment that may be needed to set up a new factory. The private firm
can continue to draw from this advantage beyond factory setting by lowering
its marginal unit production cost through the rail transportation of bulky raw
materials and output, for instance. As argued by Cohen and Paul (2004), this
reduction in unit production cost and the resultant enhanced marginal productivity of private capital can be substantial in large economies.
27

Garikai Makuyana et.al.; PUBLIC AND PRIVATE INVESTMENT...
Journal of Accounting and Management 2016, vol.: 06; no.: 02; page 25 - 42

Public investment can also stand in the growth path of private investment
and retards economic growth rates when: (i) it is debt-financed; (ii) it produces
goods and services that compete with the private sector; and (iii) it is focused in
industries that are highly subsidized and yet inefficient (Devarajan et al., 1996).
The hypothesis on crowding out effect underscores the case for the privatisation of state enterprises in such sectors and the creation of a market economy.
When the increase in public sector investment is financed by borrowing
from the external and internal financial markets, it can ultimately reduce the
level of private sector capital formation (Khan and Kumar, 1997). The public
investment debt financing can stifle private investment growth through three
channels. These are: (i) debt servicing that would follow may involve future tax
increases that may reduce the expected return on new private capital; (ii) debt
servicing would also crowd out the investible resources that could be made
available to the new private sector bankable projects; and lastly, (iii) as Serven
and Solimano (1993) pointed out, debt servicing in the future presents uncertainty to the private sector about policies that may be implemented to raise
finances – this would dampen new capital formation. Thus, debt financed public investment increases the cost of capital and reduces the expected after-tax
rate of return on private capital. This slows down the new private sector capital
growth rate and the economic growth rate.
According to Khan and Kumar (1997), public investment can also crowd
out private investment when it produces goods and services that compete
with the private sector. This is especially so when the State actively participates
in commercial sector projects where the private sector is known to be more
efficient and has a higher and increasing marginal productivity than its counterpart. This economic arrangement would choke private investment growth
through its displacement in the product market (Khan and Kumar, 1997).
Related to the State participation in commercial sectors, is when it undertakes projects in industries where it is subsidized and inefficient. The perennial
losses that are usually a characteristic of such projects entail that the State
would continue to offer subsidies to keep them afloat. This diverts investible
resources away from economic activities that are more efficient and productive and resultantly retard economic growth (Nazmi and Ramirez, 1997).
On balance, while there is no clear-cut theoretical relationship between
public and private investment and economic growth, the net effect of the two
components of investment on economic growth remains an empirical question. If on one hand, the substitution effect of public investment on private
investment outweighs the complementarity effect, economic growth rate will
retard. However, on the other hand, if the complementarity effect is greater
than the substitution effect, economic growth rate will accelerate.
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3. PUBLIC AND PRIVATE INVESTMENT AND ECONOMIC
GROWTH: AN EMPIRICAL REVIEW
3.1. EMPIRICAL EVIDENCE AT THE DEVELOPED COUNTRIES’ LEVEL
This section reviews empirical evidence on the impact of public and private investment on economic growth, with a specific focus on the developed
economies. It is, however, important to note that the overwhelming majority
of the empirical studies were conducted at the USA and European countries
level. Hence, this review has followed the same approach.
The pioneering empirical study on the impact of public and private investment on economic growth can be traced to the works of Aschauer (1989a,
1989b). In the empirical study, Aschauer (1989a) examined the impact of public investment in non-military infrastructure on productivity and GDP growth
in the USA during the period 1949 to 1985. Using an aggregate production
function approach, he found that economic public infrastructure has a significant positive impact on productivity and economic growth with a coefficient
of 0.4. He also reported the complementarity between public and private capital which suggested that public investment enhanced the contribution of private investment to economic growth. The conclusion that can be made from
Aschauer’s (1989a, 1989b) empirical studies is that public investment played a
very significant role in the USA economy for the period 1949 to 1985. Aschauer’s empirical findings were later confirmed by Munnell (1990, 1992), who also
reported that the aggregate output increased by 1.4% for every 10% rise in
economic infrastructure public investment for the US economy.
Although the empirical findings by Aschauer (1989a, 1989b) and later
Munnell (1990, 1992) were theoretically consistent, the magnitudes of the impact of public investment on economic growth were taken with high doubt by
many economists (Jorgenson, 1991; Tatom, 1991; Gramlich, 1994). Subsequent
empirical studies challenged the Aschauer’s findings basing on the inherent
econometric problems that gave rise to high elasticities (see Tatom, 1991; Eisner, 1991; Aaron, 1990; Finn, 1993).
The first econometric problem arose from the non-stationarity of the
data used. The sample period used by the earlier studies on the USA economy
spanned from the 1950s to the early 1980s. During this period, public capital, private investment and output co-moved, which complicates the causality of both public and private investment and economic growth (Romps and
De Haan, 2005; Pereira and Andraz, 2013). Studies that followed corrected on
this non-stationarity problem by using the first difference data and reported
elasticities which were lower than earlier reported. For example, Aaron (1990)
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reported output elasticity of 0.09 while Finn (1993) found 0.16 with respect to
public capital.
Other studies, after correcting for the non-stationarity problem, reported
no significant elasticity estimates of national output with respect to public investment (Tatom, 1991; Hulten and Schwab, 1991a, 1991b; Harmatuck, 1996).
The use of the first differenced series was, however, also contested on empirical ground in that it gives rise to implausible elasticities of output with respect
to public and private investment (Evans and Karras, 1994; Sturm and De Haan,
1995).
Other empirical studies pointed out the problem of misspecification in the
earlier studies that arose due to the omission of some important variables. In
this regard, several studies re-estimated Aschauer’s production function model with other variables added that included energy prices (Ram and Ramsey,
1989), exchange rate yen/dollar (Aaron, 1990) and a dummy variable for oil
stock (Hulten and Schwab,1991a;1991b). In this spirit, the empirical literature
finally evolved to the use of both translog cost function and translog profit
functions and the resultant reported elasticities of output with respect to public capital were significantly lower than earlier reported (see Lynde and Richmond, 1991, 1993; Lynde, 1992; Vijverberg et al., 1997).
A third problem with Aschauer’s and Munnell’s work and other earlier studies was the direction of causality between output and capital. The earlier studies could not rule out the possibility that the causality may run from growth
to capital, that is, high income generating demand for public and private projects. Subsequent empirical studies that sought to address the problem of the
reverse causality estimated a four variable vector autoregressive (VAR) model
with public capital, private capital, labour and capital as all endogenous variables (Cullison, 1993; McMillin and Smyth, 1994; Batina, 1998; Crowder and
Himarios, 1997; Pereira, 2000, 2001a, 2001b). These studies in general, indeed
reported that output influences both public and private investment; and that
public capital compliments private capital in the long run.
In particular, Pereira (2000) reported that public investment crowded in
private investment in the long run, and its impact on output was significant at
7.8% rate of return – the estimate that was smaller by at least threefold than
earlier reported by Aschauer (1989a). After disaggregating public investment
into various components, Pereira (2000) concluded that all types of public
capital crowded in private investment. While all types of public investment
were positively significant in explaining economic growth, core infrastructure
investment in gas and electricity facilities, transport system, water supply and
sewerage systems was found to have higher marginal returns.
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However, there are other subsequent follow-up empirical studies that support in general the importance of public investment or its various components
to output. For example, Fisher (1997), after a review of 15 regional studies for
the period 1985 to 1995, concluded that the significance of highway facilities
to economic growth was noted in 10 studies which were mostly based on the
USA.
Mittnik and Newman (2001) estimated the dynamic effect of public investment on economic growth in VAR framework focusing on the six industrialized economies, including the U.S.A. They concluded that public investment is
important to economic growth and that the decrease in its spending could be
harmful to growth.
Later in 2006, Yang (2006) undertook a comparative empirical study on
the relationship between public and private investment on economic growth
for the USA and Japan. Using the Generalized Method of Moments (GMM) for
the Japanese economic data and the Ordinary Least Squares (OLS) for the USA
data, both public and private investment were found to be important to the
Japanese economic growth process. However, for the USA economy, private
investment contributed more to economic growth than does public investment. Though the time period used was different for the USA economy, the
reported empirical results were in contrast to the Aschauer (1989a) findings.
There are other numerous studies based on non-USA economies that
assessed the impact of public and private investment on economic growth.
Denny and Guiomard (1997), after specifying the Cobb Douglas and an autoregressive function for the data running from 1951 to 1994 of the Ireland
economy, reported a significant transport capital coefficient of 0.92 to output.
Such a high elasticity was, nevertheless doubted on econometric grounds that
the model could have been mis-specified.
For the Netherlands economy, Sturm et al. (1999) assessed the impact of
economic infrastructure public investment to economic growth for the period
1853 to 1953. The VAR Granger causality test was employed and they reported
the significance of public infrastructure to economic growth. After decomposing public infrastructure as basic (such as drainage, roads, harbours and railroads) and complementary (such as electricity, gas, water supply), they concluded that the core infrastructure has a long positive impact on economic
growth while the complementary public infrastructure has a short-term positive impact. Surprisingly, they reported no relationship between public infrastructure and machinery, meaning that there was no indirect impact of public
investment through private investment on economic growth.
Later, Lighthart (2000) for the Portuguese economy studied the impact of
public capital on growth using annual data running from 1965 to 1995 in the
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general production function approach. Output elasticity with respect to public
investment of 0.20 was reported. The output elasticity with respect to private
investment was higher at 0.37 and to labour was the highest at 0.67.
Aubyn and Afonso (2008) assessed the macroeconomic returns of public
and private investment using the VAR framework for a sample of European
countries, plus Japan, Canada and the United States. Their empirical results
showed that while both public and private investment positively affect output
for the economies reviewed, the complementarity effect of public investment
on private investment varied across countries. Table 1 provides the summary of
the empirical studies on public and private investment and economic growth
that are based on developed economies.
Table 1: Empirical studies based on developed economies
Region/Country
and sample
period
Aaron (1990)
USA
1951-1985
Aschauer (1989a) USA
1949-1985
Aubyn and Afonso Sample of European
(2008)
countries plus Japan,
Canada and USA
Batina (1998)
USA
1948-1993
Author (s)

Model
Specification
Cobb Douglas
Cobb Douglas
Vector
Autoregressive
(VAR)
Cobb Douglas

Crowder and
Himarios (1997)

USA
1947-1989

Cullison (1993)

USA
1961-1991

Evans and Karras
(1994)
Lighthart (2000)

USA
1970-1986
Portugal
1965-1995
USA
1958-1988
USA
1958-1989

Cobb Douglas

USA
1958-1989
7 OECD countries
1963-1988

Translog profit
function
Cobb Douglas

Lynde (1992)
Lynde and
Richmond
(1991)
Lynde and
Richmond (1993)
Munnell (1990)
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Vector Error
Correction
Model(VECM)
VAR

Cobb Douglas
Cobb Douglas
Translog cost
function

Conclusion
Public capital had a positive
impact on output.
Public investment is beneficial to
economic growth process.
Both public and private
investments are crucial to growth.
Output growth responded
differently to the various proxies
of public and private investment.
Public capital is more important
to economic growth than private
investment.
Public investment in education is
more important to growth than in
physical capital.
Public capital exerts negative
impact on output.
Public capital had positive and
significant impact on output.
Profit increases with respect to
public capital increases.
Public investment important in
cost saving and it complements
private capital.
Public capital significant to
output growth and productivity.
Public investment in core
infrastructure is crucial to growth
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Region/Country
and sample
period
Pereira (2001a)
USA
34 observations
Pereira (2001b)
11 countries
1960-1990
Ram and Ramsey USA
(1989)
1949-1985
Sturm et al., (1996) Netherlands
1853-1913
Tatom (1991)
USA
1949-1989
Vijverberg et al.,
USA
(1997)
1958-1989
Author (s)

Yang (2006)

USA
Japan
1957-1997

Model
Specification
VAR
VAR
Cobb Douglas
VAR
Cobb Douglas
Cobb Douglas
Cobb Douglas

Conclusion
Public investment stimulates
private investment and growth.
Public investment spurs private
sector output.
Total public capital is significant to
output.
Public investment is significantly
important to output growth.
Public capital not important to
economic growth.
The results were inconclusive
owing to the presence of
multicollinearity.
Public and private investments
are equally important for the
Japanese economy while private
investment contributes more to
growth than public investment
for the U.S.A economy.

3.2. EMPIRICAL EVIDENCE AT DEVELOPING COUNTRIES LEVEL
Empirical studies on the impact of public and private investment on economic growth based on the developing economies have been brought to the
limelight by the work of Khan and Reinhart (1989). They used a typical neoclassical production function and separated aggregate investment into private
and public components for a cross section sample of 24 developing economies. The empirical results reported overwhelmingly supported the importance of private investment more than public investment in the developing
economies growth process. This echoed the call for developing economies to
restrict public investment to the core economic infrastructural activities and
the promotion of private investment as the engine of economic growth in a
market economy. Khan and Reinhart’s empirical results were also confirmed
by other earlier studies that followed which included, Serven and Solimano
(1989), Coutinho and Gallo (1991) and Ramirez (1996).
Later, Khan and Kumar (1997) questioned the robustness of the empirical
conclusions of the earlier studies on the grounds that they used a small sample
of developing countries and a limited time period. The authors re-examined
the relative contribution of public and private investment to economic growth
with an expanded sample of 95 developing economies over the period 1970
to 1990. Their empirical results confirmed the earlier findings that while both
33

Garikai Makuyana et.al.; PUBLIC AND PRIVATE INVESTMENT...
Journal of Accounting and Management 2016, vol.: 06; no.: 02; page 25 - 42

public and private investments are important to the growth process, private
investment exerts a higher impact than its counterpart to economic growth.
Taking account of the analysis of the rate of return, they found out that private
investment had higher returns than public investment, which had increased
over time. This implied that during the sample period, public investment promoted private investment growth. Ghura (1997) also reported the same empirical evidence that while both components of investment are crucial, it is
private investment that has accelerated economic growth more than public
investment for the Cameroonian economy.
In the same year, Odedokun (1997) examined the relative effects of public and private investment on economic efficiency and growth for developing
countries for an equivalent sample period as is in Khan and Kumar (1997), but
from a smaller sample of 48 economies. He employed a modified production
function framework and reported that infrastructural public investment promotes private investment. The crowding in effect of public investment was
more pronounced in the long run than in the short run. In contrast, non-infrastructural public investment was found to stifle private investment growth and
economic growth. The crowding out of public investment was also reported by
Nazmi and Ramirez (1997) for the Mexican economy.
Ghali (1998) applied the dynamic vector error correction mechanism to
assess the relative impact of public and private capital formation on the Tunisian economic growth. Using the annual data of 1963 to 1993 in a modified
production function approach, he reported that in the short run public investment negatively affects private investment and has no impact on economic
growth. In the long run, public investment was found to negatively affect both
private investment and economic growth. The crowding-out effect of public
investment came as no surprise to the Tunisian economy since its expansion
was driven by inefficient and heavily subsidized State-owned enterprises in
manufacturing, agriculture, banking and financial services and energy. It also
crowded out private investment through its internal debt financing mechanism (Ghali, 1998). The empirical results have a simple policy implication that
in order to accelerate economic growth in Tunisia, public investment has to be
rationalized.
For the Gambian economy, Beddies (1999) examined the variables that influenced economic growth for the sample period 1964 to 1998. Using the production function approach that typifies the increasing returns to scale of the
endogenous growth, private investment was found to exert a large and significant impact on economic growth. Increases in public investment were equally
reported to be important in boosting output for the Gambian economy.
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Mallick (2002) investigated the determinants of long term growth over the
period 1950 to 1995 for the Indian economy. Using the VAR framework, the
author found that while both public and private investment were statistically
significant in contributing to economic growth, public investment was more
important in promoting private investment growth.
Ramirez and Nazmi (2003) investigated the impact of public investment
on economic growth over the period 1983 to 1993 for the nine major Latin
American economies. They reported that both public and private investments
are important in contributing to economic growth. In agreement with the endogenous growth theory, public investment in healthcare and education was
found to stimulate private capital formation and accelerate economic growth.
For the selected highly indebted poor countries (HIPCs), Belloc and Vertova (2004) assessed empirically the impact of private and public investment on
economic growth in a dynamic econometric procedure. The authors reported
that public investment had a positive significant impact on economic growth
and that it also promotes private investment. Their results implied that while
both public and private investment is significant to the economic growth of
HIPCs, public investment was more important during the sample period. The
empirical results can be justified in the context of the infrastructure gap that
the HIPCs still have to fill in order to catch up with the developed economies.
A year later, Erden and Holcombe (2005) assessed the relationship that
exists between public and private investment in the economic growth of developing countries. From the sample period of 1980 to 1997, the authors reported that public investment complements private investment in the growth
process. More precisely, a 10% increase in public investment was associated
with a 2% growth in private investment.
Bèdia (2007) for the Còte d’ lvoire economy assessed the relative effect
of public and private investment over the period 1969 to 2001. The empirical
study was based on the modified Cobb Douglas production function in the autoregressive distributed lag (ARDL) error correction mechanism. The empirical
results showed that private investment spurred economic growth more than
public investment in the short run, while in the long run, the opposite was
reported. The empirical evidence implied that while both types of investment
are important to the growth of the Còte d’ lvoire economy, the efficiency of
public investment in the short run and private investment in the long run can
be improved.
A year later, Samake (2008) in the Benin economic setting, examined the
relationship between public and private investment and economic growth. In
a VAR framework with data spanning from 1965 to 2005, the author reported
that both public and private investment were important in the Beninian eco35
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nomic growth process. Evidence of public investment crowding in effect on
private investment was also reported.
Sahoo et al. (2010) investigated the role of infrastructure in promoting
GDP growth using the Chinese economy data from 1975 to 2007. They reported that in general both public and private investment have played crucial roles
in shaping the recent Chinese high economic growth rates. More specifically,
the high growth rates have been driven by the State enabled high physical
core infrastructure investment. This entailed that public investment played the
crucial complementary role in the Chinese economic growth process during
the review period.
Two years later, Phetsavong and Ichihashi (2012) examined the impact of
public and private investment on economic growth for the sample of 15 developing Asian economies. Using the panel data from 1984 to 2009, private
domestic investment had the higher contribution to economic growth than
public investment. The empirical evidence also showed that low public investment promoted private investment, but when it exceeded a certain threshold,
it had a crowding-out effect.
Hague (2013) examined the effect of public and private investment on
economic growth for the Bangladesh economy. Both public and private investments were reported to be significant in the short run and long run. The empirical results implied that public and private investment impacted positively
on the Bangladesh economy. Overall, private investment was reported to be
more significant than public investment in the economic growth process. Table 2 gives a summary of empirical studies on public and private investment
and economic growth that are based on developing countries.
Table 2: Empirical studies based on developing countries
Author (s)
Beddies (1999)
Bèdia (2007)

Region/Country
and sample
period
Gambia
1964 to 1998
Còte d’lvoire
1969-2011

Belloc and Vertova Selected HIPC
(2004)
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Model
Specification
Cobb Douglas
Cobb Douglas

Cobb Douglas

Conclusion
The impact on growth of private
investment is more than public
investment.
Public investment contributed
more to economic growth than
private investment in the long
run.
Public investment is more
important than private
investment in growth process.
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Author (s)
Coutinho and
Gallo (1991)
Erden and
Holcombe (2005)
Ghali (1998)
Ghura (1997)
Hague (2013)

Region/Country
and sample
period
33 developing
economies
1970-1988
Sample of
developing
economies
1980-1997
Tunisia
1963-1993
Cameroon
1963-1996
Bangladesh
1972-2011

Khan and Kumar
(1997)

95 developing
countries
1970-1990
Khan and Reinhart 24 developing
(1989)
economies

Model
Specification
Cobb Douglas

Private investment spurs growth
more than public investment.

Standard
investment
model

Public investment complements
private investment.

VECM

Public investment retards
economic growth.
Private investment plays more
significant role in growth process
than public investment.
Private investment is more
important than public investment
in growth.
Private investment accelerates
growth more than public
investment.
Private investment is more
efficient in growth process than
public investment.
Public investment is more
important to growth than private
investment.
Both public and private
investment has identical impacts
on economic growth while
public investment stifles private
investment.
Non- infrastructural public
investment stifles private
investment.
While both public and private
investments exert positive
significant impact on growth, a
complementarity relationship
was reported.
Both public and private
investments are important to
growth.
Both public and private
investments are important with
public investment playing a
complementary role in growth.
Private investment is superior to
growth than public investment.

Cobb Douglas
Cobb Douglas
Cobb Douglas
Neoclassical
production
function
VAR

Mallick (2002)

India
1950-1993

Nazmi and
Ramirez (1997)

Mexico

Modified
neoclassical
production
function

Odedokun 1997

48 developing
countries

Ramirez (1996)

Mexico and Chile
1940-1992

Modified
production
function
Linear growth
Model

Ramirez and
Nazmi (2003)

9 major Latin
Cobb Douglas
American economies
1983-1993
Sahoo et al., (2010) China
Cobb Douglas
1975-2007
Serven and
Salimano (1989)

Cross-section
of developing
economies

Conclusion

Private
investment
models
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4. CONCLUSION
In this paper, we have reviewed the theoretical and empirical literature on
the relative importance of public and private investment on economic growth
for developed and developing countries. The review finds mixed and in some
cases conflicting evidence on the relative importance of the roles played by
the components of investment in the growth process. Nevertheless, there are
some clear general observations worth mentioning, which are: (i) in developed countries, public investment is important to economic growth; particularly when focused in basic infrastructures that stimulate private investment.
(ii) in developing countries, both public and private investment are important
to economic growth. However, a great number of empirical studies suggest
that private investment is more important than public investment in economic
growth for developing countries. It is important to note that the relative contribution to economic growth of public and private investment varied across
countries owing to the methodological approach adopted, the characteristics
of sample countries chosen, the proxy variables used to measure public and
private investment, and data and sample period chosen, among other factors.
While both components of investment are crucial to economic growth, on balance, this study finds support for the private-investment-led-growth to dominate for both developed and developing countries.
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JAVNE I PRIVATNE INVESTICIJE I EKONOMSKI RAST: PREGLED
SAŽETAK RADA:

Rad proučava dostupnu literature o relativnom utjecaju javnih i privatnih investicija na ekonomski rast u razvijenim zemljama kao i u zemljama u
razvoju s naglaskom na teorijske i empirijske dokaze. U radu se pokazuju različiti i u nekim slučajevima sukobljeni dokazi relativnog doprinosa javnih i privatnih investicija ekonomskom rastu pod utjecajem nekoliko različitih faktora koji uključuju: metodološki pristup, karakteristike uzorka- zemalja koje su
proučavane, korištene proxy varijable u mjerenjima te proučavano razdoblje.
Iako su i javne i privatne investicije važne za ekonomski rast veća je empirijska podrška za private investicije. Ovaj pregled razlikuje se od prethodnih studija u tome
što investicije razlaže na javne i privatne komponente te se fokusira na njihov relativni utjecaj na ekonomski rast dok su se prijašnji pregledi fokusirali isključivo na
utjecaj javnih investicija na ekonomski rast.

Ključne riječi: javne investicije; private investicije; ekonomski rast
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ABSTRACT

That the company knew what the price of production some product or service,
it is necessary to apply adequate method of calculating the cost price. Accordingly,
the method of calculating the cost price, and it covers the cost, will affect the accuracy of the information provided and terefore the decisions that are made based
on it. This paper assumes that the method of calculating the cost price incurred and
develop under the influence of current business conditions. This will show when
incurred the first method of calculating cost price and what are the business conditions imposed by the need of a given calculation, and to have developed. Why
are they under certain business conditions apply just these methods? How did that
affect cost price? How is the cost price calculated in present conditions? What trends are expected in the future? This paper will try to answer these and similar questions.

Keywords: cost price; calculation; costs; business conditions

1. EMERGENCE OF CALCULATION OF A COST PRICE
Although the importance of cost price may be linked to the occurrence
of the man’s need to create, the importance of calculating the cost price arises only by the emergence of the industrial revolution which caused radical
changes as regards conditions of business performance of that period. Given
changes required adapting to new conditions in order to meet a new goal
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related to production of goods and services. In other words, the then manufacturers adapted their production to meet the market’s needs, therefore the
information about how much does a product or service cost was of importance for making business decisions and win the market. The emergence of
business conditions dictated by the Industrial Revolution caused changes in
the accounting system, as well as techniques for the calculation of cost price.
Until the emergence of the Industrial Revolution, the production occurred
in primitive households and everything which was produced was designed
for the needs of the producers themselves and their families, as well as the
needs of the slaveholders or feudalists. Therefore, production and consumption came down to the household and the purpose of the production itself
was the usage. Trade existed, but it was insignificant compared with the production which was taking place for personal use of farmers. During the above
agricultural production period, which took place within households and exclusively for the purposes of the producers themselves, the slave holders or feudalists, there was no need for accounting records, except for the above given
calculation. The transition from simple accounting records to the double entry
accounting system may be noted in the 14thcentury when trade flourished by
the development of Italian cities. Given accounting system ocurred as a result
of credit sale of products and services on which represented the grounds of
debtor-creditor relations then created. The double entry accounting system
meant that each transaction was recorded in two accounts and it was radically
different from the previously used accounting records. Therefore, the accounting before the Industrial Revolution mainly came down to external relations
records, i.e. transactions which were determined by the market.

The Industrial Revolution led to relocation of manufacturing, which
until then took place in households, to factories and facilities. In other
word, it has led to industrial production. Everything produced in single
households has been produced in factories since the Industrial Revolution. In this case, the production is not carried out for the needs of the
producer itself, but most of the manufactured products and services is
intended for sale, i.e. exchange. Relocation of production to factories resulted in separation of production from consumption and in greater exchange in relation to one that existed before the Industrial Revolution.
This means that consumers and manufacturers are separated, since the
manufacturer no longer produces for its own needs, but for the needs
of the market. On the other hand, the manufacturer buys products and
services produced by others for his own needs. Thus, the industrial revolution the first time led to a situation in which “everyone became almost
44
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totally dependent upon food, goods, or services produced by someone
else”1. In the new conditions, the purpose of production was no longer
the use, but the exchange, which means that the goal was to sell manufactured products and services. In addition to the fact that the only important thing for manufacturers was to produce more goods and services, the conditions created by the Industrial Revolution also imposed the
importance of calculating the cost price, i.e. calculating each product
and service costs for a manufacturer. This meant that it was necessary
to monitor through the accounting the costs incurred in the process of
creating goods.
By relocating production to factories, its purpose becomes satisfying market needs. Therefore, individual production which took place in
individual households, became a part of the production process managed by a factory owner. Enterpreneurs who became factory owners
during that period “linked processes in the new single-activity organizations because they beleivedthatgreater value could be achieved by
managing the processes in a centrally controlled organization than by
exchangingoutputs from the processes in the market”.2 In this way manufacturing plants developed in factories through which raw materials
turned into finished outputs, products or services. In that case, the output of one plant was the input for the other manufacturing plant while
getting the final outputs. Therefore, the exchange between manufacturing plants ocurred and within one single factory. With the ocurrence
of the internal exchange between plants, accounting not only records
external transactions, but also those ones taking place in the factory.
It could be said that all this resulted in the emergence of management accounting3 whose characteristic is that it is taking place within
companies for internal purposes of controlling operations and making business decisions. Thomas Johnson and Robert Kaplan in their
bookRelevance Lost: The Rise and Fall of Management Accounting (1987)
consider that management accounting first appeared in the US in the
19thcentury in single activity businesses such as textile making, iron and
1

Id. - p. 58

2

Johnson, H. Thomas; Kaplan, S. Robert (1987) Relevance Lost: The Rise and Fall of Management Accounting,
Harvard Business School Press - p. 19
Management accounting is also known as internal accounting or cost accounting. It follows operating
costs incurred in the process of creation of products and services and connects them to final outputs,
while enabling determining of the cost price of each product and service.
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steel manufacturing, railroading and in retail companies.Hence, in the
early 19thcentury the owners of the then companies demostrated the
need to control performance of single manufacturing processes.
In this period, all external exchanges with suppliers and consumers were
monitored through more developed accounting methods, while internal exchange within the companies themselves were monitored through a newly
developed method of management accounting.

2. CHARACTERISTICS OF THE METHODOLOGY OF
CALCULATION OF A COST PRICE IN 19THCENTURY
New accounting techniques which enabled determination of the cost
price of products and services were tailored to companies’ needs. For companies’ owners it was important to determine the cost price in order to be able
to control the conversion of raw materials into finished products and services,
thus reaching the goal to produce more with lower manufacturing costs. Bearing this in mind, the former accounting system was adapted to a given goal.
This system was used to determine the direct labor costs and general, i.e. overhead costs, in order to determine the price at which semi-products pass from
one manufacturing process to another.
Johnson and Kaplan’s research showed that, among the earliest records of
controlling costs and determining the cost price were the records of textile factories which integrated more manufacturing processes and which were established in New England in the early 19thcentury.4 Factories’ accounting system
of that period was kept on two levels. One level represented general books of
original entries and books of secondary entries kept in the home office, while
the second level included factory books of original entries and books of secondary entries kept in manufacturing plants.
Factory journals kept records of current assets, current liabilities, as well as
of all operating costs. These journals also included two accounts which were
called cost accounts.5Those cost accounts included all direct and indirect production costs incurred in the production areas within the factory. These cost
accounts follow production costs of final two-level effects. Thus, one cost account is debited for production costs incurred in connection with production
4

5

According to Johnson and Kaplan, the first records come from Boston Manufacturing Company in
Waltham. It was the first mechanized textiles company which connected all manufacturing processes until
creating final product. Accounting records of this company from 1815 show that a very precise system of
management accounting was used at the time. The given accounting methods were adopted and used by
other textile factories which were founded in New England in 19th century.
Are these accounts precursor of operational accounting which was used to a large extension in giant companies which operated during 20th century?
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of unfinished goods, while the other is debited for the costs incurred in the
production of final goods. Both cost accounts provided information about
overall production costs, being debited by an appropriate share of raw materials, factory labor and factory overhead costs. Therefore, the production costs
consisted of costs of raw materials, cost of factory workers salaries and general
factory costs.
Regarding the general books kept in the home office, they include all the
accounts kept in factory books and records related to plants and equipment
(long-term assets), capital inventories, long-term liabilities, profit and loss.
Amounts on operating accounts, kept in records of general books at the company’s level, are identical to amounts on the same operating accounts kept
in factory books. Also, these books include costs which are not included in
operating factory books, and which relate to sales costs and non-production
cost. This means that the given costs were not included in the cost price of
final result, but were considered period costs and for their amount the final
result of operating of entire company was reduced for a certain accounting
period. Also, depreciation cost is recorded only through general books kept in
the home office and does not affect the amount of production cost recorded in
the factory books but it affects the overall result in the books kept at the level
of entire company.
Therefore, the accounting system used in companies during the 19th century provided for information regarding the cost price of produced goods and
services, employee productivity and enabled control of the receipt and use of
raw materials.

3. CHANGES INCURRED UNDER THE INFLUENCE OF MASS
PRODUCTION
Further economic development meant that small factory plants were replaced by big industries resulting in mass production. These industries developed the most after the second half of the 19thcentury, when the oil and its
derivatives started their use. Economic development and changes in business
also meant changes in the accounting systems, and therefore in the calculation of cost price.

End of the 19th and early 20thcentury was marked by the development of mass production, as a result of possibilities for mass exchange
(distribution). “Separation of production from consumption caused
forced “macrofibia” in all industrial societies”6, explained by Tofler as “in6

Tofler, Alvin (1983) Treći talas (I), Jugoslavija i Prosveta, Beograd - p. 75
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fatuation with bigness and growth”.7 The emphasis was on maximization, which meant the establishment of giant companies, large factories
with multiple production processes and multiple product lines. This also
meant the mass employment of workers who were needed in the production process.It was thought that this was the only way to achieve
the profit maximization. So it was deemed that, if the large production
series in manufacturing plants might affect the reduction in cost price of
products, increasing the volume of production would lead to significant
savings, and thus to higher profits.
Therefore it was the period in which it was believed that the efficiency may
only be achieved by mass production. Robert Kaplan in his paper The Evolution
of Management Accounting (1984)points out that mass production enterprises
formed in the 1880s for the manufacture of tobacco products, matches, detergents, photographic film, and flour. Most important was the emergence of
the metal-making and fabricating industry.Many authors link the need for calculating the cost price with this period which was characterized by the emergence of large-scale industry and mass production. However, as already shown
in this paper, the roots of calculating the cost price incurred a century earlier.
The accounting system, which was founded in the early 20thcentury, carried out the calculation of the cost price by distributing costs on cost centers,
and after that on the final effects, products or services.Namely, it is necessary
to determine the cost centers which caused certain costs and allocate adequate amounts of these costs to given centres. Thereafter, the allocation was
made to relevant products or services, allocating costs related to cost centers
to final effects due to which they incurred, thus determining the cost price of
each product or service.
When determining the cost price, i.e. cost allocation to final effects, it is of
a great importance to determine which costs and in which amount are allocated to final effects. In this case, the cost of materials (raw materials) and direct
costs of salaries a lot easier linked to final effects than is the case with indirect
costs. This is because when delivering raw materials from the warehouse into
production it may be determined how much of the raw material is issued for
a specific product. Also, in a similar manner, it can be determined how much
work the worker spent on the creation of a certain product.
Differing from direct costs, the problem occurs when allocating indirect
(general) production costs. The problem of these costs is that with them it is
impossible to recognize what amount of incurred costs relates to production
of a certain result. It is necessary to find a manner in which general productions
7

Id.
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costs, allocated to cost places, will be accocated to final results due to which
they were incurred. Concerned manners are recognized as keys to allocation of
general production costs to final results, which may be: number of production
units, number of hours of machine running and number of working hours of
employees. Also, direct materal costs and direct operational costs may be used
as keys of allocation. Based on the given keys the rates of allocation of general
costs are determined, as a percent based on which general costs are attached
to final product or service.
Theory and practice show that, in this period, the cost price of goods and
services accounted for the costs related only to production. Other operating
expenses were considered costs of the period and did not burden the final
effects, but total company revenues were reduced for their amount thus affecting the profit for the given period. The methodology of calculation which
emerged in small plants in the early 19th century, when the calculation only
included costs of plants, while administrative expenses (home office) were neglected by calculation concerned.

4. IMPACT OF CONTEMPORARY CONDITIONS OF BUSINESS
OPERATIONS TO THE METHOD OF CALCULATION OF A COST
PRICE
Calculation of a cost price used during the 20th century did not have any
changes during the given period, and thus it could not respond to modern
operating conditions. Considering the above, a critic of the given calculation
of a cost price arises during the 80s of the 20th century. As many authors considered this accounting system of calculation of a price cost antiquated and
less important in the modern economy, they called it traditional calculation
system. This calculation system of a cost price was adjusted to production industries of large scope, which are becoming less important in modern operation conditions.
It is believed that the abandonment of the Industrial Revolution period
and the emergence of contemporary business conditions may be linked to
the last two decades of the 20thcentury8. This period was characterized by
the emergence of computers and information technology development, i.e.
emergence of information society which means a huge increase in the amount
8

Toffler, in his book The Third Wave (1983) considers that the decision which was made in 1960 by Monroe
Rathbone, a chemical engineer, can be a symbol to the end of industrial era. Rathbone was a director a
large corporation Exxon and at the time he decided to reduce levies this company paid to countries which
manufactured oil. Later this decision was adopted by other leading oil companies, after which an urgent
counciling took place in Baghdad (committee of governments of oil exporters was formed). Thirteen years
later (1973) the October war between Egypt and Israel started and the worldwide oil supply stopped,
which shook the entire economy of industrial society.
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of mutually exchanged information. Thus, Toffler (1983) states that in this

period the civilization was experiencing a third wave of changes which
caused transition from the industrial age society to information age society. In this period means and opportunities for exchange of information emerged, which made that the mass information media (e.g., mail,
fax or telegraph), dominating the industrial era, seemed rather primitive.
The rise of the information society and easier and faster access to
large amounts of information have contributed to the fact that territorial distance between individuals, and therefore the companies, is insignificant. As it is impossible to limit the exchange of information, so
the new information society contributes to disappearance of borders
and business operations in global terms. Given the easy availability of
the global market, companies are starting to operate in a highly competitive market. Bearing this in mind, companies are starting to fight for
the market and to adapt to operations dictated by global conditions. “In
countries where outside world influences strongly affect the domestic
economy, old economic theories do not hold up.”9
Since traditional calculation systems of a price cost could not respond completely to the new operating conditions, it was necessary to find alternative systems. This is due to tranditional systems corresponding to stable and peaceful
operating conditions, the reason they were mostly internally directed. Condisering the mentioned disadvantages of traditional systems, great effors were put to
create a calculation system which will provide “more organic” allocation of costs
to final products and services or which will more precisely determine their price
cost. One of the most widespread alternatives to traditional calculation system
was the calculation system based on activities (Activity Based Costing).
ABC Based Costing starts from the assumption that costs incurred in production of products and services are caused by various activities which are
performed in the given company. Basically, ABC system is based on traditional
calculation system of a price cost. Namely, in this system the incurred costs are
allocated to objects, and then final products or services. Difference is that with
ABC system cost objects are basis of activity. This moder calculation system
enables more precise and adequate allocation of costs to cost objects in two
stages. In the first stage of allocation, resource costs are allocated to activities,
according to application of principle of resource cost driver. In the second allocation stage, activity costs are allocated to final products and services, according to principle of activity cost driver. So, in the first stage the question is:
9

Ohmae, Kenichi (2007) Nova globalna pozornica, izazovi i prilike u svijetu bez granica, MATE, Zagreb - p. xxi
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which activity caused resource cost, while in the second allocation stage the
question is: which products and services caused the incurred activity cost.

For this calculation system of a price cost it is characteristic to, as
opposed to traditional system, take into account costs incurred in all
stages of life of products and services and not only in the production
stage. The given system starts from assumption that all activites of one
company exist to enable production and sale of products and services
for which the company operates.10 Also, this system is characterized by
the principle that it is necessary to attach the general operating costs to
cost objects as precise as possible, in this case base activities.
The most significant lack of implementation of this system of calculation
are high costs of its implementation. This is because the system consists of a
large number of activities that need to be done in order to collect and process a huge amount of information. Also, the resistance of employees against
its implementation may be emphasized as a lack of an activity based costing
(ABC) system. Namely, the application of this system for employees might
mean greater control of certain activities, but also change in company’s priorities, which causes fear of layoffs.
Regardless of advantages and disadvantages of this system of calculation, it is evident that the relevant system has led to significant changes in the
method of calculating the cost price which existed for almost the entire two
centuries, as well as to adjustment of the calculation concerned to contemporary conditions.

CONCLUSION
The paper shows that the methods of calculating the cost price emerge
and develop under the influence of the current business condition. That is,
methodology has been changing with the change of manner of business organization in companies and adjusted to given changes. The very change of
the manner of calculation of a price cost affected its amount. That is, different
methodologies of calculation during their development provided different information on how much some product or service costs the manufacturer.
10

However, there are authors who consider that with the ABC system it is necessary to differentiate between activities which create added value and those which do not. In that case, when calculating a price cost,
resource costs are attached only to activities which create value, so only at the end costs of such activities
are included in a price cost oof final products and services. It could be said that this problem is similar to
the problem which existed in traditional calculation systems with authors who considered that only production costs are included in the price cost. Most probably, the problem is in the approach to accounting
systems, if they are “organic” or not, that is if they implement activities from the life of companies in a
logical manner.
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This paper demonstrates modern operating conditions and how in
such conditions a price cost is calculated. However, there is a dilemma
on what we should expect in the future. What will be the further development of methodology of calculation of a price cost? Existing trends
of global changes affect the changes in the manner of production of
products and services. These changes have as a result direct inclusion
of buyers in the production process for the first time. They demand
products and services according to their needs i.e. place their orders.
Does this mean that mass production will be replaced by custom made
production? Will traditional system of mass production be completely
gone? In which direction methodology of calculation of a price cost will
go? Will the calculation system of a price cost JIT (Just In Time) be more
often used with change in the manner of production of products and
services?11
Does this mean that it the future there will be more radical changes in accounting calculation systems of a price cost? Will there be a new revolution in
accounting and will freeing of imposed frameworks and rules occur? Will accounting be “more organic” in the future?

11

This manner of calculation especially measures costs of a number of individual processes carried out
during each activity and, also, it is established on measurement of time which is needed for each process.
Given calculation system of a price cost can be changed in production which should respond to individual
orders of buyers. In this production suppy of exact quantity of raw materials required for production of the
quantity of products and services required by buyers is carried out.
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UTICAJ USLOVA POSLOVANJA NA NAČIN OBRAČUNA CIJENE
KOŠTANJA
SAŽETAK RADA:

Da bi kompanija znala koliko je košta stvaranje nekog proizvoda ili usluge, neophodno je da primjeni adekvatan metod obračuna cijene koštanja. Shodno tome,
način obračuna cijene koštanja, odnosno njime obuhvaćeni troškovi, će uticati na
preciznost date informacije, a samim tim i na odluke koje se donose na osnovu
nje. U ovom radu se polazi od pretpostavke da metodi obračuna cijene koštanja
nastaju i razvijaju se pod uticajem aktuelnih uslova poslovanja. Tako će se radom
pokazati kada su nastali prvi metodi obračuna cijene koštanja i koji su to uslovi poslovanja nametnuli potrebu datog obračuna, te kako su se dalje razvijali. Zašto su
se u određenim uslovima poslovanja primjenjivali baš ti metodi? Kako je to uticalo
na cijenu koštanja? Na koji način se cijena koštanja obračunava u savremenim uslovima? Kakvi trendovi se očekuju u budućnosti? Radom će se pokušati dati odgovor
na ova i slična pitanja.

Ključne riječi: cijena koštanja; obračun; troškovi; uslovi poslovanja.
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ABSTRACT:

This paper advances the view that risks identified, managed and reported by
South Africa’s higher education institutions would provide a picture as to how those charged with overseeing South Africa’s higher education institutions, in consultation with all relevant stakeholders, formulate potential events that could impact
their operations. As such, the main aim of this paper was to explore the nature of
risks identified, managed and disclosed by South Africa’s higher education institutions through the process that applies the content analysis methodology.
Obtained results indicate that in all analysed categories, there was less than
50% disclosure of information relating to the risks identified and managed by
South Africa’s public higher education institutions. Due to the fact that most higher
education institutions indicated that they only disclosed their top risks in the annual reports/ integrated reports, it is conceivable that some of these risks were identified and were being managed by the higher education institution concerned.
However, because they were not prioritised as top risks, they did not appear in the
annual/ integrated reports. If this assumption holds, the manner in which risks are
identified, including scenarios that are considered to get to potential risks is questionable. This is because risk is a long term concept, therefore; risks for instance,
that relate to revenue growth and streams should already, in the period that was
reviewed had been viewed as significant in light of the ongoing campaigns that
seek to eliminate university fees in South Africa.

Keywords: Annual Reports (ARs); Content Analysis (CAs); Integrated Reports
(IRs); Risks (Rs)
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I. INTRODUCTION
South Africa’s higher education institutions are facing major challenges,
amongst others; on the operational side for instance, a demand for free education which has been termed by most commentators in South Africa as ‘the
fees must fall campaign’ as well as fewer availability of spaces to admit recently
matriculated candidates. On the academic side, there are demands for the ‘decolonisation’ of curriculum, the aging cohorts of academics, particularly professors, as well as the demand for the increased representation of academics
from other sectors of the society.
The main issue that has been topical though and that has received a significant media coverage and public attention is the demand by university students for free education. The mainstream media outlets have reported that
this demand, in most universities, was accompanied by violent protest, leading to the destruction of property.
The cost associated with the destruction of university property for those
universities that are impacted by violent protest was recently revealed during
the questions and answers session in South Africa’s national assembly (parliament). During this parliamentary session, the Minister of Higher Education and
Training revealed that, at the time of responding, there were fourteen universities that had been impacted by protest. Accordingly, these universities had
incurred damages to property costing more than R300 million (Dispatch-Live,
2016). In US Dollar terms, this is equivalent to ~USD$ 20 million at the current
exchange rate which is around ZAR15/USD$1.
Since the protests contextualised in the paragraph above revolved around
the ‘fees must fall campaign’, this paragraph would put the damage to university property in context of student funding, particularly the university student
funding in South Africa. Student funding in the form of loans from the national government is provided by the National Student Financial Aid Scheme
(NSFAS). According to the Minister of Higher Education and Training’s budget
vote in parliament, the NSFAS budget from the Department of Higher Education and Training was R4.1 billion for university study loans for the fiscal year
2015/16 (RSA, 2016). The budget for this period was selected as it corresponds
with the year of protests and the destruction of university properties. In US
Dollar terms, this is equivalent to ~USD$ 273 million at the current exchange
rate which is around ZAR15/USD$1.
The R300 million damages to property as a result (or partly) of ‘the fees
must fall campaign’ is approximately 7.3% of the total NSFAS budget from the
Department of Higher Education and Training for university study loans. This
could interpreted as that the damages caused by protesters demanding free/
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accessible education could have contributed approximately 7.3% to the student funding.
Clearly, occurrences of events such as this is costly in both financial terms
as outlined above, but also, it causes the disturbances on the academic program of affected universities. For instance, in some cases, the mainstream media reported that the damages to property had resulted into the rescheduling
of examinations which impacted on the timing of the degree/ diploma completion to those students that were writing their final examinations (Business
Day, 2015; ENCA, 2015; SABC, 2015; SUN, 2015 & News24, 2015).
The challenges mentioned above and possible many others facing this important sector have resulted in what would appear as a gap (misunderstanding) between government, university councils, university management and
students. It has left many more unanswered questions. The misunderstanding
between these stakeholders becomes clear, for instance; in one of the meetings that the Minister of Higher Education and Training held with the student
leaders (Student Representative Councils - SRCs) in-order to deal with the student demands. In this meeting, News24 (2016) reported that half of the students leaders walked out of this meeting complaining that there was no progress in these discussions.
Risk is defined by ISO 31000 as ‘the effect of uncertainty to the objectives’
(SABS, 2009). To prevent the undesirable effect on the university objectives,
management and council would have to formulate and mitigate scenarios that
they are of the view that they are a threat. The ongoing protest are a manifestation of a threat realizing. The question is thus, was the threat ever conceived
and if it was conceived what measures were put to address it. To address this
question, it was deemed important to review risks identified, managed and
reported by South Africa’s higher education institutions. This paper is of the
view that an exercise of this nature would provide a picture as to how those
charged with overseeing South Africa’s higher education institutions, in consultation with all relevant stakeholders, formulated and analysed a variety of
scenarios and put measures in place to promote appropriate responses to the
perceived risk.

II. OBJECTIVES, SCOPE AND DELINIATION
This study explores risks identified, managed and reported by South Africa’s higher education institutions in order to determine whether scenarios
in the form of risks have been developed and assessed by those in charge of
higher education institutions in South Africa. The exploration exercise was conducted through the process of content analysing the information disclosed as
top risks by South African universities and universities of technology in their
annual/ integrated reports.
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The main limitation of this study is that the focus was placed on public
funded universities and universities of technology in South Africa. The decision to limit this study to the publicly funded universities and universities of
technology is grounded on the fact that the recent challenges engulfing this
sector has been concentrated on these institutions. By nature, private universities are for profit making and it wouldn’t be expected that students may call
for the scraping of fees. Other publicly funded higher education institutions,
known as technical vocational education training colleges (TVETs) were not
considered and they present an opportunity for future research as they could
soon face the similar challenges.
As of 2016, there were twenty five universities and universities of technology in South Africa. It was noted during the preliminary work that two universities were new and they did not have annual/ integrated reports at all. In
analysing and interpreting the results of this study, it must be noted that there
were nineteen annual/ integrated reports that were analysed. The reason for
nineteen annual/ integrated reports is due to the fact that four other universities and universities of technology did not have their annual reports at the
time of the assessment.
The remainder of this paper is structured in the following manner: a note
on existing literature in the broader subject of risk management in South Africa’s higher education landscape is provided. This is followed by a discussion
that takes into account a view or guideline for risks in a higher education environment. A discussion involving a method used to extract relevant data in the
annual/ integrated report is the provided and finally, a section presenting the
research results and an analysis and interpretation of the findings is presented
and then the conclusion follows.

III. A NOTE ON EXISTING LITERATURE IN THE BROADER
SUBJECT OF RISKS IN SOUTH AFRICA’S HIGHER EDUCATION
LANDSCAPE
On reviewing the existing literature, it is clear that the body of knowledge
is slowly developing in the broader subject of corporate governance in South
Africa’s higher education institutions (see Hall, Symes, and Luescher, 2002;
Marx, 2007 & Barac, Marx and Moloi, 2011). Having indicated that the body of
knowledge was slowly developing in the broader subject of corporate governance in South Africa’s higher education institutions, the researcher could
not establish any other literature on risks identified, managed and reported by
South Africa’s higher education. There is, however; work that is in the broader
risk literature in the South African context. This work examined the governance of risks in South Africa’s higher education institutions (Moloi, 2016a).
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Paragraphs above point to a lack of research work on risks in South Africa’s
higher education landscape. This dictated that this study becomes a study of
exploratory nature i.e. hence the stated objective that the study seeks to explore risks identified, managed and reported by South Africa’s higher education institutions. This was done in-order to determine how those charged with
overseeing South Africa’s higher education institutions, in consultation with all
relevant stakeholders, formulate and analyse a variety of scenarios so that they
can simulate a variety of potential events (risks) that could impact their operations and respond appropriately.

IV. RISKS IN HIGHER EDUCATION: A VIEW FROM DELLOITE
In its opening paragraph on the Risk Intelligence Map, Deloitte (2012)
states that institutions thrive by making risks but falter when risk is managed
ineffectively. This argument is similar to the one made in the paper entitled
“Key mechanisms of risk management in South Africa’s National Government Departments: the Public Sector Risk Management Framework and the King III benchmark”, where Moloi (2016b) argued that any uncertainties that could hinder
the organisation’s objectives should be identified, mitigated/ controlled and
monitored as the success of the organisations hinges on effective management of this process.
Having indicated the sentiments around effective risk management, it is
argued that risks cannot be managed (whether effectively or ineffectively) if
they have not been properly identified. Further, even if risks were to be identified, if they do not relate to the organisations objectives (improperly identified
risks), the process is unlikely to yield the desired result for the organisation and
the event will in all likelihood materialise in any case. Other arguments further follows that even if proper risks (in this case threats) were to be identified,
should adequate resources not be allocated to formulate the mitigation/s so
that the unwanted events are dealt with at source or as a compensation, there
is a likelihood that the event would still materialise.
It is postulated here that in battling with realities outlined and stated in
the paragraph above, Deloitte (2012) sought to develop a Risk Intelligence
Map so that it could provide a framework and guidance for categorising risks
in higher education institutions. Based on the Risk Intelligence Map, higher
education risks can be divided into six categories, namely:
1) Planning and Strategy Risks,
2) Governance Risks,
3) Administration Risks,
4) Academic Risks,
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5) Research Risks, and
6) Students, Alumni and Community Risks.
In Table 1 below, detailed categories and sub-categories of these risks are
provided.
Table 1

Categories

Subcategories

Deloitte’s categories and sub-categories of risks in higher education
institutions
Students,
Alumni and
Community
Risks

Planning and Governance Administration Academic
Strategy Risks Risks
Risks
Risks

Research
Risks

*Strategy

*Research *Student
Affairs

*Revenue
Growth and
Streams

*Institutional *Registration
Governance and Enrolment
Effectiveness
*University
Facilities

*External
Factors

*Finance
management

*Campus
Developments

*Human
Resources
*Procurement
*Information
Technology

*Student
Facilities
*Faculty
Management

*Alumni
Affairs

*Curriculum

*Community
Affairs

*Continuing
Education
*Educational
Excellence
*Colleges

*Legal

Source: Table created on the information obtained from Deloitte’s Risk Intelligence Map

To have a benchmark and a guideline with regards to the risk that should
be identified, managed and reported by higher education institutions, categories and sub-categories as proposed by Deloitte’s Risk Intelligence map and
tabulated in Table 1 above are to be used as statements that will be part of the
disclosure measurement index.
The statements enclosed in the disclosure measurement index will be
used to determine whether the higher education institution that is being analysed has either made publicly available in its annual report/ integrated report
(or not) the information relating to the category or sub-category. This will be
undertaken through the process of assessing the risks disclosed in the annual
report/ integrated report.
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V. METHODOLOGY
In order to determine whether those charged with overseeing and those
charged with managing South Africa’s higher education institutions, in consultation with all relevant stakeholders, had formulated and analysed a variety
of scenarios so that they could in a position to simulate a variety of potential
events (risks) that could impact their operations and respond appropriately,
the study followed a positivist paradigm through the application of the qualitative content analysis approach.
Positivist paradigm (also referred to as positivism) could be viewed as the
type of a research framework that ‘aims to observe objectively and measure
phenomena numerically and, therefore, is generally performed using unbiased, scientific, and quantitative means’ (Chua, 1986, cited from Raemaekers,
2014).
With regard to the content analysis Mayring (2000) views it as “an approach
of empirical, methodological controlled analysis of texts within their context
of communication, following content analytic rules and step by step models,
without rash quantification”.
For Patton (2002), qualitative content analysis refers to “any qualitative
data reduction and sense-making effort that takes a volume of qualitative material and attempts to identify core consistencies and meanings”.
In their definition of qualitative content analysis, Hsieh and Shannon
(2005) differ with Paton (2002) definition of qualitative content analysis. In
their definition, qualitative content analysis can be seen as “a research method
for the subjective interpretation of the content of text data through the systematic classification process of coding and identifying themes or patterns”
The difference in these definitions is that Paton (2002) advocates for “any
qualitative data reduction and sense-making effort”, whereas; Hsieh and Shannon (2005) are clear that the applications of content analysis should follow one
of three distinct approaches and that is:
1) Being conventional,
2) Being directed, and
3) Being summative (Hsieh and Shannon, 2005).
The difference between these three approaches is that in its conventional
format, the content analysis derives coding categories directly from the text
data that is being coded. Whereas, the directed approach differs from the
conventional format in a way that the analysis starts with a theory or relevant
research findings as guidance for initial codes. As for the summative content
analysis approach, Hsieh and Shannon (2005) advances the view that involves
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counting and comparisons, and in their view this is usually counting and comparison of keywords or content which is followed by the interpretation of the
underlying context.
For the purpose of this study, a disclosure measurement index was constructed using the risk categories and sub-categories proposed by the Deloitte’s Risk Intelligence Map (Deloitte, 2012). The information contained in the
constructed disclosure measurement index was used to content analyse and
determine the nature and extent of information disclosed as risks identified
and managed by individual higher education institutions in its annual report/
integrated report.
For Raemaekers (2014), the risk disclosure measurement index approach
that is used for the purpose of extracting information in the annual/integrated
reports could be categorised as a ‘mechanistic content analysis’. Accordingly,
mechanistic content analysis follows a process where a ‘dichotomous categorical index is used to score the completeness of information disclosed against a
specific guideline which allows a numerical score to be produced from which
conclusions can be drawn regarding disclosure practices, compliance with disclosure and a ranking between narratives’(Raemaekers, 2014).

VI. ANALYSIS AND INTERPRETATION OF FINDINGS
The results demonstrated below presents the aggregated research
findings obtained based on the analysis performed on the nineteen (19)
units observed.
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Table 2

Sub-categories

*Strategy

3

16

*Registration
Enrolment

*Revenue Growth and
Streams

7

12

*External Factors

6

13

*Campus Developments

4

15

*Institutional
Governance
Effectiveness

4

and

il

11

*Student Facilities

8

11

*Student Affairs

6

13

*University Facilities

9

10

*Faculty
Management

2

17

*Alumni Affairs

1

18

*Finance management

8

11

*Curriculum

1

18

*Community
Affairs

3

16

*Human Resources

7

12

*Continuing
Education

0

19

*Procurement

1

18

*Educational
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3

16
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11
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Consolidated results - risks identified, managed and disclosed by south
africa’s higher education institutions

14

Key
n = Number of annual reports/ integrated reports observed was 19
A vail = Information required for the category or sub-category is available in the annual reports/ integrated reports
N ot avail = Information required for the category or sub-category is not available in the annual reports/ integrated reports

Table II above demonstrate the results relating to the risk identified, managed and disclosed by higher education institutions in their annual reports/
integrated reports. Consistent reference on both annual/ integrated is due to
the fact that one institution had prepared an integrated report, whereas eighteen others that were analysed had prepared annual reports.
During the content analysis of information contained annual reports/ integrated reports of South Africa’s higher education institutions, the following
concerns were noted with regards to risks disclosures:
1) Four higher education institutions did not have a schedule demonstrating their risks at all in their annual/ integrated reports.
2) Six higher education institutions had a separate section dealing with
financial risks in their notes to the financial statements. The information classified as financial risks included interest rates, credit risk, forex, price risk, interest rate risk, liquidity risk, investment, slow global economy. In all these cases,
these institutions indicated how they had applied a hedging strategy (through
derivatives or insurance) against these risks. These institutions, however; did
not indicate how these risks were likely to impact on general university processes, posing a challenge on whether the process was truly integrated.
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3) Of the six higher education institutions that had a separate section dealing with financial risks in their notes to the financial statements, two of these
institution did have a schedule demonstrating other risks (‘non-financial risks’).
4) Six of higher education institutions indicated that the risks disclosed in
their annual reports/ integrated reports were either top risks, strategic risks,
high risks, significant risks etc.
5) With regards to linking the risk to the institution’s strategic objectives,
ranking risks for the purpose of prioritising and linking the mitigation action to
the risk; the following was observed:
Four institutions had not linked its risks to the strategic initiative,
Six institutions had not ranked risks in-order to prioritise them, and
Six institutions had not linked mitigation actions to identified risks or
causes of that risk.
Other institutions had linked the risk to the institution’s strategic objectives, ranked risks for the purpose of prioritising and linked the mitigation action to the risk or the cause of that risk, whereas others had done one of the
three or two of the three.
Figure 1 to Figure 4 below provide detailed analysis of categories and subcategories (risks) identified, managed and disclosed in their annual reports/
integrated reports.
Figure 1 Analysis of information relating to strategy and planning risks

With regards to the planning and strategy risk category, of the nineteen
higher education institutions that were analysed, it was found that three of
them had identified, managed and disclosed in their annual reports/ inte64
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grated reports the risk to their strategy. Further, seven higher education institutions identified, managed and disclosed risk relating to financial sustainability (revenue growth and streams), six identified, managed and disclosed
information relating to risk of external factors and four institutions identified,
managed and disclosed information relating to risk on campus developments.
The identification, management and disclosures of risks in the strategy and
planning category by higher education institutions was not even close to 50%.
Due to the fact that the information analysed in this paper was based on the
annual reports/ integrated reports, there is a possibility that these risks had
been identified within the institutions but were not part of the top risks that
were made part of external reporting. If this assumption holds, it is concerning,
in light of campaigns to scrap higher education fees that risks such as revenue
growth and streams are not seen as very high/high/ significant.
Figure 2 Analysis of information relating to administration risks

Once more, it was observed that the identification, management and disclosures of risks in the administration category by higher education institutions was not even close to 50%. Eight higher education institutions indicated
through disclosures in the annual reports/ integrated reports that they had
identified and managed risks relating to registration and enrolments. Similarly,
nine indicated that they had identified and managed risks relating to university facilities, eight indicated that they had identified and managed risks relat65
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ing to university finance management, seven indicated that they had identified and managed risks relating to human resources, one indicated that it had
identified and managed the risk relating to procurement, and eight and seven
higher education institutions respectively indicated that they had identified
and managed risks relating to Information technology and legal.
Figure 3 Analysis of information relating to academic risks

Figure 3 analyses the information relating to the academic risks category.
It could be argued that this relates to the core business of the higher education institutions and therefore, most institutions were expected to have improved risks disclosure in this category. As can be observed, and based on the
information obtained from the analysis of annual reports/ integrated reports,
of all categories that were analysed, there appears to be total failure to identify and manage risks sitting in this category. Five categories, namely; faculty
management, curriculum, continuing education, educational excellence and
colleges had poor risk disclosures. The improved risk disclosure was observed
in the student facilities category, however; it was less than 50% higher education institutions that identified, managed and disclosed the risks in these subcategories.
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Figure 4 Analysis of information relating to governance risks, research risks and
student, alumni and community risks

For the purpose of presentation of results, Figure 4 consolidated three
categories namely; governance risks, research risks and student, alumni and
community risks. Based on the information obtained from the analysis of annual reports/ integrated reports, of all categories that were analysed, there appears to be total failure to identify and manage risks sitting in this category
once again by higher education institutions. Four categories, namely; research,
student affairs, alumni affairs, and community affairs lacked disclosures. The
improved risk disclosure was observed in the institutional governance effectiveness sub-category, however; it was less than 50% higher education institutions that identified, managed and disclosed the risks in these sub-categories.
With as many councils that has had to be dissolved in the past few years
due to governance challenges, the role that universities assume in shaping
and leading community thoughts processes as well as the role of research in
identifying and unlocking opportunities which is crucial in improving economic growth, it was expected that annual reports/ integrated reports would
contain top risks in some of these categories.
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VII. CONCLUSION
This paper explored the nature of risks identified, managed and disclosed
by South Africa’s higher education institutions through the process of content
analysing the information disclosed as top risks by South African universities
and universities of technology in their annual/ integrated reports.
Obtained results indicate that in all analysed categories, there was less
than 50% disclosure of information relating to the risks identified and managed by higher education institutions. Due to the fact that most higher education institutions indicated that they only disclosed their top risks in the annual
reports/ integrated reports i.e. publicly, it is conceivable that some of these
risks could have been identified and that they were managed in the higher
education institution concerned.
The assumption here is that due to the fact that these risks were not prioritised as top risks, they did not appear in the publicly available information
(annual reports/ integrated reports). If this assumption is accepted as true, the
manner in which risks are identified, including scenarios that are considered to
get to potential risks should be questioned. This is because risk is a long term
concept and therefore, risks relating to revenue growth and streams should be
significant or part of the top risks, particularly in light of the campaigns that
seek to scrap university fees in South Africa.
The lack of information relating to the observed risks categories cast
doubt as to whether those charged with overseeing (governing) as well as
those charged with managing (executing strategy) South Africa’s higher education institutions have, in place a sound risk identification, management and
reporting processes. As argued in the paragraph above, some risks should already have been classified as top risks as pressure groups continue to raise this
subject. The fact that these risks are high in the agenda does not necessarily
mean that they will realise, but that there is potential that they may realise and
as such they are receiving attention.
Further, the process of integrating risks across all spheres in institutions
is of concern, for instance; it was noted that some institutions report financial
risks separately, specifically in the notes relating to the financial statements.
The lack of integration is clear when these higher education institutions fail
to demonstrate how these risks would impact the operations of the university concerned. The thinking seem to be ‘controls’ driven when dealing with
these risks i.e. with these financial exposures these institutions have sought
to highlight the hedging mechanisms they have put in place to control these
exposures. Highlighting the fact that there are controls in place in not entirely
unacceptable, however; processes are linked and therefore a disturbance in a
certain area is expected to have an implications somewhere in the value chain.
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ISTRAŽIVANJE IDENTIFICIRANIH RIZIKA U
RADU JUŽNOAFRIČKIH JAVNIH VISOKOŠKOLSKIH INSTITUCIJA
TE NAČIN UPRAVLJANJA I IZVJEŠTAVANJA.
SAŽETAK RADA:

Ovaj rad analizira način na koji se identificiraju rizici u visokoškolskom obrazovanje Južne Afrike te na koji se način njima upravlja i o njima izvješava. Glavni cilj
rada je istražiti prirodu identificiranih rizika u visokoškolskim obrazovnim ustanovama Južne Afrike koristeći metodu analize sadržaja javnih godišnjih izvješća.
Rezultati dobiveni analizom ukazuju da je u svim analiziranim kategorijama,
manje od 50% promatranih subjekata javnog visokoškolskog obrazovanja objavilo
informacije vezane uz identificiranje i upravljanje rizicima U izvješća su uključeni
samo rizici identificirani kao glavni. Može se pretpostaviti da su metode na temelju
kojih visoka učilišta identificiraju rizike upitne pogotovo iz razloga što je rizik potrebno pramatrati kao dugoročni koncept te se pretpostavlja da se rizici ne identificiraju i da se njima ne upravlja u skladu s globalnim standardima.

Ključne riječi: godišnje izvješće; analiza sadžaja; rizici; integrirana izvješća.
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ABSTRACT

Institutional investors have a fiduciary duty to manage the funds entrusted
to them by contributors without pursuing their own self-interest. Adhering to
the practice of sustainable and responsible investment is inconsistent with their
fiduciary duties of generating profitable returns to contributors because it limits
their choices of investment. In South Africa, the Code for Responsible Investing
recommends the integration of environmental, social and governance issues into
investment decisions by institutional investors. The study examines whether institutional investors in South Africa consider environmental, social and governance
issues when making their investment decisions has recommended by the Code for
Responsible Investing in South Africa. An explanatory qualitative content analysis
approach was used to identify from the annual integrated and sustainability reports of investee companies whether they conduct their business activities in a
sustainable manner. Findings reveal bias in the choice of investable companies by
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institutional investors because of the profit expectations of investors and the lack
of the standardised use of environmental, social and governance issues in investee
companies’ reports on sustainable business practices. An implication of this study is that, because of the large pool of funds available to institutional investors
in South Africa, consideration of environmental, social and governance criteria in
investing decisions by institutional investors can be used to influence improved
sustainable business practice in investee companies.

Keywords: sustainable and responsible investment; institutional investors;
investee companies; environmental issues; social issues and governance issues.

1. INTRODUCTION
Managers of businesses are not only concerned about the public’s
perception of their companies in terms of the quality of their products,
but need to address the sustainability concerns of both existing and
potential investors as well. In this regard, socially responsible investors
have a growing influence on companies to be socially responsible by
incorporating environmental, social and governance (ESG) considerations in their investment decisions (US SIF, 2014). Institutional investors, because of the huge funds available to them, are well positioned
to influence sustainable business practices in those companies they are
investing in when they consider ESG issues to make their investment
decisions. Sustainable and responsible investment (SRI) is an approach
whereby institutional investors consider financial objectives in conjunction with ESG issues to make investment decisions (Giamporcaro & Pretorius, 2012).
SRI has become an important factor to achieve long term business sustainability in developed economies. For example, a study of the Spanish SRI Market
by Escrig‐Olmedo et al. (2013) require that investors constantly identify with
SRI to drive sustainable business practices. There is a need for SRI investment
practices to be improved in South Africa (SA) to promote sustainable development (Herringer et al., 2009). Institutional investors, by virtue of their position
as trustees for multiple investors, have an embedded power to influence SRI
practice among companies with their investment choices by factoring ESG issues to make such decisions. The challenge, however, with institutional investors is the dilemma of making investing decisions to invest in highly profitable
companies that do not comply with ESG issues and investing in companies
that comply with ESG issues but yield lower returns. Although various sustain72
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able and responsible investment (SRI) studies have been carried out in SA,
none have focussed particularly on the investee companies of the institutional
investors but have rather looked at the state of SRI in SA, the drivers, barriers and enablers of SRI, key challenges and investment strategies as well as
the risk-adjusted performance of SRI funds (UNEP FI, 2007; Viviers et al., 2008a;
Viviers et al., 2008b; Herringer et al., 2009; Viviers et al., 2009; Giamporcaro &
Pretorius, 2012; Viviers, 2014). Hence, the objective of this study is to examine
whether institutional investors in South Africa consider ESG issues when making their investment decisions as recommended by the Code for Responsible
Investing in South Africa (CRISA).

1.1. RESEARCH QUESTIONS
In other to achieve the research objective above, the study considers the
research question below.
• Does consideration of environmental, social and governance issues by institutional investors influence social responsible investment decisions in
South Africa?
Resolving this research question will provide insight into what motivates
and influences institutional investors’ investment decision in South Africa. The
next section discusses the study framework.

2. STUDY FRAMEWORK
Both the agency and stakeholder theories are necessary to provide justification for the role of institutional investors as agents of the numerous investors for whom they are held in trust and to the larger stakeholder society
with different sustainability needs that need to be met. The principal-agency
theory (Guay, Doh & Sinclair, 2004) suggests that there is a contractual agency
relationship between agents (institutional investors) and trustees (individual
investors or shareholders of a mutual fund) that ensure that institutional investors are legally bound to act in the best interests of individual investors whose
funds are held in trust by mutual fund managers (Cheah, Jamali, Johnson &
Sung, 2011; Wen, 2009). This agency theory, in relation to sustainability practices, expects that institutional investors will invest the funds made available
by individual investors in companies that are sustainable and which give them
the desired expected returns. As such, a socially responsible investor requires
that his/her interests are invested in companies whose returns are financial
beneficial to the larger society.
There are many stakeholders in business whose needs must be satisfied
even though the different stakeholder groups have different views and expec73
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tations about the way and manner business organisations should carry out
their business activities (Deegan, 2002). These various groups also have diverse
capabilities to affect these organisations differently. Fund managers should
not only consider their shareholders but the interest of other stakeholders
as well when making investment decisions (Ruf, Muralidhar, Brown, Janney &
Paul, 2001; Stanaland et al., 2011). This is because the effects of business activities, including the negative effects such as environmental pollution, affect all
stakeholders. This is important because an organisation’s ability to generate
economic wealth for its shareholders depends on the mutual benefits shared
with its various stakeholders (Brower and Mahajan, 2013). It therefore follows
that the demands of the different stakeholders should be regarded as an unavoidable cost of doing business that the firm must incur (Ruf et al., 2001). It is
essential that institutional investors consider the effect of their investment decisions on the society. To this effect, Ruf et al. (2001:151) indicate that “consumers are aware of and support a company’s actions with respect to meeting its
social responsibility”. This means that a socially responsible individual investor
in a mutual fund will react positively to a business transaction in companies
that consider ESG issues in their operations.

2.1. CODE FOR RESPONSIBLE INVESTING IN SOUTH AFRICA (CRISA)
The Code for Responsible Investing in South Africa (CRISA) was launched
on the 19th July 2011 which made South Africa to be the second country after
the United Kingdom to formally encourage institutional investors to integrate
ESG issues into their investment decisions (STANLIB, 2012). The Code provides
guidance to institutional investors on how to implement investment analyses,
investment activities and how to exercise rights which support sound governance (IOD, 2011). CRISA aims to promote compliance with the provisions and
principles of the King III report on Corporate Governance as well as the United
Nations backed Principles for Responsible Investment (PRI) initiative by the investing community (STANLIB, 2012). The Code recommends the application of
five principles to support institutional investors such as pension and mutual
funds, and insurance companies in order to ensure a sustainable practice of
responsible investment. These five principles include; first, the incorporation
of ESG issues in investment analyses and investment activities as part of the
delivery of superior risk-adjusted returns to the ultimate beneficiaries. Second,
to demonstrate the acceptance of ownership responsibilities in its investment
arrangements and investment activities. Third, where appropriate, to consider
a collaborative approach to promote acceptance and implementation of the
principles of CRISA and other codes and standards applicable to institutional
investors. Fourth, to recognise the circumstances and relationships that hold
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a potential for conflicts of interest and these should proactively be managed
when they occur. Lastly, to be transparent about the content of their policies,
how the policies are implemented and how CRISA is applied to enable stakeholders to make informed assessments.

2.2. WHAT INFLUENCES INSTITUTIONAL INVESTORS’ INVESTMENT
DECISIONS?
Institutional investors are required to justify their investment decisions because these funds are held in trust in order to be seen as prudent investors and
to minimise reputational damage (Jansson et al., 2011b). There are different
factors that influence institutional investors’ investment decisions. Internally,
they are to consider the organisation’s investment policies and institutional
mission (Jansson et al., 2011b; Voorhes and Humphreys, 2011). Other factors
include their fiduciary duty and responsibility (Sandberg, 2011; Voorhes and
Humphreys, 2011); legal requirements (Sparkes & Cowton, 2004); demands of
their clients and the need to manage or reduce financial risks, and they are
also driven by their personal values (Voorhes & Humphreys, 2011). Asset managers (institutional investors) are monitored and rewarded on their ability to
maximise their beneficiaries’ financial returns because they operate in a competitive environment where advancement of career and salaries are virtually
subject to their ability to follow or beat indexes (Jansson and Biel, 2011a). This
trend has motivated institutional investors towards conventional investments.
However, concerns over the environmental impact on business activities have
made institutional investment companies to shift their focus towards investing
responsibly.
Although, institutional investors have a fiduciary duty to manage funds
entrusted to them without pursuing their own self-interest (Sandberg, 2011),
the practice of SRI has not been consistent with their fiduciary duties because
it limits their choices of investment (Jansson, Biel, Andersson and Gärling,
2011b). For instance, the public pension funds in Sweden have a guideline
that encourages fund managers to take environmental and ethical concerns
into account without relinquishing the vital goal of a high return on capital
(Sandberg, 2011). There are conflicts of expectation between beneficiaries (individual investors) and ethical guidelines which place the institutional investor in a dilemma. Hence, in consideration of ESG issues, institutional investors
face a decreasing number of investment choices that may result in a reduced
efficient portfolio diversification and a major setback of the screening process
(Viviers et al., 2009). This limitation can cause the rejection of potentially good
investments that could yield lesser returns for a given level of portfolio risk
(Jansson et al., 2011b).
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In a study of socially-conscious mutual funds over nineteen (19) years,
Blanchett (2010) reports that SRI funds tend to slightly underperform compared to non-SRI funds on a purely return basis by 17 basis points per year
but slightly outperform the latter on a risk-adjusted basis by 1 basis point per
year. Blanchet (2010) notes that “an investor must take a long-term perspective
towards SRI and that it may be difficult to apply the same type of investment
monitoring screens against style peers for SRI funds as for non- SRI funds”.
This view is also supported by Jansson et al. (2011b). Previous studies have
shown that there is no significant difference between the performance results
of SRI and non-SRI funds (Blanchett, 2010; Jansson et al., 2011b) because there
is “scepticism among fund managers about the financial performance of SRI”
(Jansson et al., 2011b:119). This situation makes fund managers to shy away
from investing in SRI because of the lower returns yield (Blanchett, 2010; Jansson et al., 2011b). This is similar to findings on institutional investors in South
Africa where previous researches identified insufficient institutional demand
as a key barrier to the growth of SRI in South Africa (Herringer et al., 2009;
Viviers et al., 2009; Giamporcaro and Pretorius, 2012).
There are ESG issues that have developed over the years as central factors
in measuring the sustainability and ethical impact of an investment in a company. ESG issues are qualitative and extra- financial in nature (Bassen & Kovacs,
2008). The integration of ESG issues refers to the application of precise ESG
factors into the investment process for decision making purposes (Voorhes
and Humphreys, 2011; Rytkönen and Louhiala-Salminen, 2014). They are part
of the criteria used by institutional investors in making portfolio investment
decisions. Due to the nature of their business activities, institutional investors
tend to have a large pool of funds with which they invest in diverse companies
thereby placing them as major players in world’s financial markets. If institutional investors conduct their investment decisions by considering ESG issues,
this will have a great influence on SRI and put pressure on companies to act in
a sustainably responsible manner (Sparkes & Cowton, 2004; Sandberg, 2011).
Other studies have shown a conflict between integrating ESG issues in
decision making by institutional investors and in performing their fiduciary
responsibility of maximising returns of beneficiaries (Sandberg, 2011; Jansson
et al., 2011b). Sandberg (2011) indicates that there is a controversy on whether
institutional investors are legally permitted to consider ESG issues in light of
their responsibilities. An omission of ESG issues on business valuations for investment decision purposes tends to rely on incomplete information, especially with regard to information on intangibles such as brand equity and risks
(Amaeshi & Grayson, 2009). In addition, Amaeshi and Grayson (2009) recognise
that investors are faced with certain impediments in integrating and main76
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streaming ESG issues into investment decisions. These impediments include
complexity and power relations, inadequate management systems, methodologies and approaches used, time horizon, mind-set and education, trust and
accountability as well as the quantification, comparability and quality of ESG
data.
There are identified barriers in incorporating ESG issues in investment decisions. These includes fiduciary responsibility of institutional investors; the
lack of a standard SRI definition; lack of evidence of improved risk-adjusted
returns of SRI portfolios; the long term nature of SRI versus the expected short
term performance; shortage of demand, lack of adequate information or
standards to evaluate ESG related performance; insufficient and inadequate
skills’ expertise, and too costly to implement (UNEP FI, 2007; Viviers et al.,
2008a; Herringer et al., 2009). The study by Rytkönen and Louhiala-Salminen
(2014) among institutional investors and asset managers found that “there is
no universal approach to integrating ESG issues into the investment process.”
They emphasised that the materiality of ESG issues to be considered should ascertain its relevance when including such into the investment process through
the engagement of reflective thinking when determining the materiality of
ESG factors. In highlighting bias in investment decisions, Rytkönen & LouhialaSalminen (2014) suggest that the idea behind the use of reflective thinking by
institutional investors is because ESG issues vary and depend on each individual target entity and the lack of set standards that are applicable to all companies in all industries. Figure 1 provides examples of specific ESG related issues.
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Figure 1: ESG Issues Classification Source: Yegnasubramanian (2008).

In another study by Jansson and Biel (2011a), it was reported that the market potential for SRI is being underestimated because most institutional investors place more emphasis on financial returns for their beneficiaries rather
than a consideration for the latter’s environmental and social concerns. In contrast, Amaeshi and Grayson (2009) argue that some market participants see
the necessity of incorporating ESG issues into their investment decisions as
new market or product prospects for business purposes. As such, global environmental concerns have made the consideration of ESG issues a necessity.
For instance, the Forum for Sustainable and Responsible Investment (US SIF)
2014 Report in the United States found that, of the total identified SRI assets of
$6.57 trillion, about $6.20 trillion is managed with ESG considerations clearly
integrated into the investment analysis and decision making of which about
$4.04 trillion was recognised as either owned or administered by institutional
investors. In addition, the EuroSIF report (2014:31) emphasises that “the impressive growth of SRI in Europe can be attributed to institutional investors”.
There is a reported growth experienced in the integration of ESG into investment decisions in almost all the countries analysed between the years 2011
and 2013 (EuroSIF Report, 2014).
Efforts have been made to encourage socially responsible investment
among institutional investors in different countries. For example, the Pension Trust Fund (Fonds de Reserve des Retraites or FRR) with a dedicated SRI
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policy was created by the French government to promote the integration of
ESG issues into their investment decision-making and portfolio management
through the adoption of responsible investment practices by mainstream investment managers (Crifo & Mottis, 2013). The United Nations Environmental
Programme Finance Initiative (UNEP FI) programme encourages investors to
invest in SRI by promoting the Principles for Responsible Investment (PRI) so
that institutional investors who become signatories to the PRI can apply sustainable principles in their investment decisions and other investment practices. This platform created an enabling environment through which communication on ESG issues can take place among institutional investors and its
practices are communicated between investors and managers of companies
(Gond & Piani, 2012) thereby promoting sustainability.
In South Africa, institutional investors are encouraged to voluntarily become signatories to the UN PRI initiative. The launch of the FTSE/JSE Socially
Responsible Investment (SRI) index in 2004; Amendments to Regulation 28 of
the Pension Funds Act (No. 24 of 1956) in 2011; and the Code of Responsible
Investment in South Africa (CRISA) in 2011 are some of the attempts to influence SRI.

3. METHODOLOGY
Institutional investors in South Africa (SA) are required to consider environmental, social and governance (ESG) issues when taking investment decisions by virtue of being signatories to the UN PRI and CRISA Code launched in
2011. Thus it has become necessary to examine whether this group of investors considers issues of ESG when making portfolio investments. Against this
backdrop, the study adopted an explanatory qualitative research method to
answer the research questions raised in order to address the research problem
of the study. This approach is considered appropriate for the study because
data relating to institutional investors in South Africa that are signatories to
the UN PRI can be found on their web site (www.unpri.org). The review covered
about 46 companies selected from eighteen (18) of the thirty two (32) South
African investment management signatory firms as at August 2015 representing about 56% of the sampled size. All the investee companies are listed on
the Johannesburg Stock Exchange (JSE). These companies operate in various
sectors such as the extractive, manufacturing, merchandising and service sectors in South Africa.
The sample from the UN PRI website provided reliable data due to its public accessibility. Also, the nature of the study calls for the use of data that can
be easily verified and are accessible to other researchers should the need arise.
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The study made use of qualitative content analysis to analyse the business activities of the investee companies.
The rationale for using a qualitative approach for this study was to examine and explain institutional investors’ investment decisions in relation to their
various portfolios through analysis of the investee companies to discover the
type of business activities conducted by them. A qualitative approach was the
most appropriate way to assess such influences of SRI on institutional investors’ portfolios. Analyses of these reports provided a better understanding of
whether institutional investors considered ESG issues before making investment decisions. A review of the companies’ sustainability and integrated reports with emphasis on ESG issues consideration was conducted. Findings
from the analysed reports are then explained in the discussion section. Focus is placed on the investee companies’ business practices in line with the
expected standards according to the principles of the United Nations-backed
Principles for Responsible Investment (PRI) and also the Codes for Responsible
Investment in South Africa. The use of an explanatory content analysis provided more insights with regards to the choice of portfolio investments by institutional investors in South Africa, thereby enabling inferences to be made on
whether environmental, social and governance (ESG) factors are considered in
their investment decision-making processes.
The variables used in the analysis include: environmental, social and governance issues. Although nineteen (19) of these institutional investors had
funds that were solely for investments in South African equities, data were
only available from eighteen (18) because one of them had its list of top 10
holdings per sector but not the list of investee companies which are the focus
of this study. Six (6) of the institutional investors did not have funds that were
solely for SA equity purposes, two (2) had investments in entities that were
not listed and therefore their information was not publicly available, one (1) is
a company that is into the manufacturing of environmental products and not
an institutional investor and information of the remaining four (4) were either
insufficient or not accessible. The top ten (10) equity holdings of investee companies of each of the 18 fund managers as at the latest available month end,
that is, March 2015 or June 2015 for the various funds were selected.

4. FINDINGS AND DISCUSSION
Findings reveal that institutional investors consider different factors such
as the firm’s investment policy, fiduciary responsibility and legal requirements.
The findings are consistent with the findings of other authors (Sandberg, 2011;
Jansson et al., 2011b). The practice of SRI is in its infancy in South Africa. There
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is clearly no indication that these institutional investors consider ESG issues
when making investment decisions. The bias in the choice of companies that
institutional investors can invest in posed a challenge to the particular issues
used in analysing business activities of investee companies because there is no
standardised set of ESG criteria.
Environmental Issues
There were indications that institutional investors in South Africa are investing in companies whose business activities have harmful effects on the environment. Findings reveal that the majority of the investee companies’ business activities have a negative impact on the environment. This is evident in
the case of Sasol Ltd (2014) whose business activities resulted in the release of
volatile organic compounds (VOC) emissions such as benzene, toluene, xylene,
ethyl benzene, 1.3-butadiene and acetaldehyde, and that of Steinhoff International Holdings Ltd (2014) whose business activities caused the release of
dust, hazardous chemicals and odour into the environment which can also affect the health of employees. Also, the business activities of companies in the
mining sector affect the environment negatively, for example, Anglo American
(2014a), a mining company, reported two environmental incidences that happened in Australia and South Africa during year 2014 which were hydrocarbon
spills that had a negative impact on the land.
Although it was found that majority of the negative environmental effects
can be attributed to energy usage which resulted in the release of carbon emissions; other damaging consequences were the competition for scarce water resources, paper consumption as well as the generation of hazardous and nonhazardous wastes that are disposed to landfills thereby causing more harm to
the environment. Notwithstanding the negative impacts, some of the companies in this study engaged in clean-up activities to reverse the impact of their
activities on the environment and the reduction of their carbon footprints. For
instance, one of the investee companies, Naspers Ltd (2014), encourages a paperless environment by engaging in business transactions through e-commerce
while another investee company, Mpact Ltd (2014), helps in the clean-up of the
environment through the collection of waste paper for recycling purposes (in
fact it claimed in its 2014 Sustainability Review Report that the company is one
of South Africa’s largest collectors of waste paper for recycling).
Social Issues
Social sustainability issues range from employees’ health and safety considerations to environmental impacts of the companies’ activities on communities where business activities are carried out and it effects the larger society
such as the damage done to sources of water for residents who are dependent
on that source for their water supply. For instance, water sources are being
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polluted by mining companies and this activity results in water shortages as
in the case of the acidic water discharge during the 2014 year under review
at Coal South Africa’s Landau mine, one of Anglo American Ltd (2014b) mine
locations, which had a high impact level of 4 and polluted a stream causing
some discolouration and metal precipitation for several kilometres.
Other findings showed that the majority of the investee companies
claimed to be making an effort towards the attainment of social sustainability concerns as they strive at improving these issues within the organisation.
These claims are made through their annual sustainability reports. It cannot be
ascertained through these reports that societal concerns are taken seriously.
This is unconnected to the fact that these business entities portray themselves
as being eco-friendly and sustainably-conscious to societal needs as supported by the study of Branco and Rodrigues (2006; 2008). Part of the claims made
by these companies in their annual sustainability reports is that they have
workplace health and safety measures in place. They made the public believe
that they invest in community projects and socio-economic development,
improve gender equality in their workforce, have respect for human rights issues in the organisations, support tuberculosis (TB) and HIV/AIDS awareness
campaigns, testing and provision of treatment for employees’ benefit, and also
health awareness campaigns to host communities. However, many of these
claims cannot be verified beyond what is contained in their published reports.
Despite reports that workplace health and safety measures were put in
place, and that they considered to have a ‘zero-harm policy’ as a priority, many
deaths of employees and/or contractors still occurred during the year under
review due to work related incidences. Examples of investee companies that
reported deaths for the year under review include Anglo American Plc (2014a)
and AngloGold Ashanti (2014) which reported six (6) deaths each, Glencore
(2014) reported sixteen (16) while SABMiller (2014) reported as many as twenty nine (29) deaths for the reviewed year. It seems that these companies reported these deaths and unpleasantness at the workplace because it has become common knowledge and public information.
With the knowledge that societal and environmental impacts of companies’ activities could be both positive and negative and since most companies
focus more on the positives in their integrated and sustainability reports, the
paper explored other avenues such as research articles, reports of the World
Packaging Organization (WPO, 2011) and World Health Organisation (WHO,
2004) to gather information related to negative societal impact of investee
companies’ business activities.
Firstly, some of the investee companies are into the packaging business
and consume valuable natural resource like trees to produce packaging ma82
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terials such as Mondi Group (2014) and Mpact Ltd (2014). However, some of
the institutional investors such as 27Four Investment Managers, Investec Asset Management, Kagiso Asset Management and Mergence Africa Investments
had invested in these companies despite their unsustainable business practices. Moreover, the disposal of used packaging materials into landfills, incinerators or the littering of highways, roads, waterways and seas which, as noted
by the World Packaging Organization (WPO, 2011) in its October 2011 report
titled “Position Paper Packaging – An Important Tool for A Sustainable Society”,
requires the use of more valuable resources which could have been channelled
for other purposes.
In addition, the consumption of tobacco and alcoholic products, by two of
the investee companies: British American Tobacco (2014) and SABMiller (2014);
often results in tobacco and alcohol abuse as these products tend to become
addictive. The WHO (2004) states that “alcohol use is related to a wide range of
physical, mental and social harms” and such social effects could include family
or workplace problems and public disorder. Besides, the harmful consumption of alcohol still remains a great concern to governments and the society
at large. Although, the British American Tobacco (2014), as part of its efforts
to reduce the effect of harmful tobacco products on the society, in its 2014
Annual Report reported that one of its most significant sustainability areas is
harm reduction through its commitment towards researching, developing and
promoting a range of nicotine products which will give adult consumers the
opportunity to choose from less dangerous alternatives compared to regular
cigarettes which the company hopes will benefit public health. In spite of this
campaign, the number of tobacco-related cancer cases is on the increase.
While it may be said that people living within the host communities of
mining companies or mines benefit from such ventures in terms of employment and income generation, there are unresolved challenges within these
communities as a result of the mining activities with “the most pressing of
these problems being the polluting of water sources with mercury, cyanide
and dusts, mine-pits, and the cracking and collapsing of buildings” (Kitula,
2006). Other problems include land degradation, environmental pollution and
harm to livestock and wildlife biodiversity. This is in addition to the socio-cultural impact mentioned by Kitula (2006) that include child labour, accidents,
theft, displacements and its resulting unemployment, health risks being faced
by mine workers from different factors such as inhalation of mercury fumes
and dust, poor safety conditions and the risk of death while working.
Moreover, the location of mines within a community often results in the
influx of migrants in search of jobs thereby increasing competition with local residents. This was acknowledged by the mining companies in their vari83
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ous reports, for example, Anglo American Platinum (2014) acknowledged that
“South Africa’s mining industry has historically relied on migrant labour from
other South African provinces and neighbouring countries”, while other mining companies such as AngloGold Ashanti Ltd (2014), Anglo American (2014a)
and Lonmin (2015) noted that the socio-economic challenges facing the communities in which they are located include migrant labour and its associated
negative consequences such as inadequate housing and the problem of migrant employees having second families. They state that as business entities
they have to seek for possible solutions through the provision of better housing units for employees and giving of assistance towards employees’ financial
wellbeing (AngloGold Ashanti Ltd, 2014; Anglo American Plc, 2014; and Lonmin Plc, 2014). These social issues are similar to the findings of Kitula (2006)
who found that such influx of migrants increases the rate of prostitution, banditry occurrences, indigenous lifestyle changes as well as increases in competition for natural resources among residents of such communities.
Governance Issues
Compliant with the principles of King III report is a listing requirement of all
companies listed on the JSE. An analysis of the investee companies’ integrated
reports showed that the majority of the investee companies complied with
the principles enshrined in the King III report on an apply-or-explain basis as
provided for in the report. However, some of the investee companies indicated
that they complied with the UK Corporate Governance Code as they have their
primary listing in the United Kingdom. These companies are Anglo American
Plc (2014), Old Mutual Plc (2014), British American Tobacco Plc (2014), Glencore Plc (2014), Lonmin Plc (2015) and SABMiller Plc (2014). Others stated that
they complied with both the principles in the King III report as well as the UK
Corporate Governance Code since they are dual listed for example the Mondi Group (2014) and Investec Plc (2014). Furthermore, two of the companies
Compagnie Financiere Richmont SA (2015) and Reinet Investments SCA (2015)
complied with the Swiss Code of Best Practice for Corporate Governance and
the Luxembourg Law respectively, while BHP Billiton Plc (2014) stated that the
group adopted “the better of the prevailing governance standards in Australia,
United Kingdom and the United States” (BHP Billiton, 2014:26).
Also, the various investee companies’ reports showed how the different
boards were structured which were either unitary or decentralised management structures. The board succession plans put in place by the various entities for going concern purposes with a policy regarding the retirement and
rotation of directors to ensure that no director served on the board for longer
than necessary, the independence of auditors, board compensation disclosures as well as the fact that bribery and corruption issues were not tolerated
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by the companies. According to the reports, none of the latter was reported
during the review period. It can therefore be stated that most of the governance issues were complied with by the investee companies.
Limitation of the study
The study’s use of only the top ten (10) equity holdings of the 18 fund
managers as at the latest available month end during the study, that is, March
2015 or June 2015 were selected. This limitation in the number of companies
reviewed may not allow for generalisation of findings. Moreover, statistical
analysis could not be performed because there are no readily available quantifiable data relating to the objective of the study.

5. CONCLUSIONS
This paper examined whether institutional investors in South Africa consider ESG issues when making their investment decisions as recommended by
the Code for Responsible Investing in South Africa (CRISA). It is evident that
institutional investors are yet to apply ESG issues when considering investment decisions. Reasons may be attributed to the fact that these institutional
investors were not mandated to apply these criteria. It appears that a greater
consideration was given to higher returns at the expense of ESG issues. Less
attention is given to social issues such as the health and family related issues
at the mines. The implication of the findings in this study indicates that while
institutional investors are committed to being signatories to the UN PRI, they
failed to apply environmental and social issues in reality. This shows that companies are still paying lip service to environmental and social issues in South
Africa. Governance issues have a positive outlook because of the King III code
of Governance that is complied with because it is a requirement for being listed on the JSE. It appears that in terms of regulations and compliance, much
need to be done in the area of enforcement of environmental and social issues on institutional investors when making investment decisions. The institutional investors can be more influential to enforce SRI since they control a
large amount of funds to achieve improved sustainable practices when ESG
issues are strictly applied when making investment decisions. Further studies
are encouraged into how to extend the application of ESG issues in investment
decisions beyond the current level of voluntary requirements among South
African institutional investors.
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UTJEČU LI OKOLIŠNI, DRUŠTVENI I UPRAVLJAČKI ČIMBENICI NA
DRUŠTVENO ODGOVORNE ULAGAČKE ODLUKE INSTITUCIONALNIH
INVESTITORA U JUŽNOJ AFRICI
SAŽETAK RADA:

Institucionalni investitori imaju fiducijarnu dužnost povjerenim sredstvima
upravljati ne vodeći se osobnom koristi. Održivo i odgovorno investiranje u suprotnosti je sa fiducijarnom dužnošću stvaranja profita ulagačima jer ograničava mogućnost investiranja. U Južnoj Africi Kodeks za odgovorno investiranje preporuča
integraciju okolišnih, društvenih i upravljačkih čimbenika u odluke institucionalnih
investitora o investicijama. Rad ispituje vode li se institucionalni investitori u Južnoj
Africi preporukama Kodeksa za odgovorno investiranje. Kvalitativna analiza sadržaja izvještaja o održivosti investicijskih kompanija koristi se za istraživanje vode
li svoje poslovne aktivnosti na održivi način. Rezultati pokazuju pristranost institucionalnih investitora u odabiru tvrtki za investiranje zbog očekivanja ulagača za
profitom i manjka standardiziranih okolišnih, društvenih i ulagačkih procedura u
poslovnoj praksi.
Ova studija pokazuje da, zbog dostupnosti velike količine sredstava institucionalnim investitorima u Južnoj Africi, uzimanje u obzir okolišnih, društvenih i
upravljačkih kriterija u odlukama o investiranju može koristiti kako bi se utjecalo
na poboljšanje održive poslovne prakse u kompanijama u koje se investira.

Ključne riječi: odgovorno i održivo investiranje; institucionalno investiranje;
kompanije za investiranje; okolišni čimbenici; društveni
čimbenici; upravljački čimbenici.

89

Journal of Accounting and Management 2016, vol.: 06; no.: 02; page 91 - 102

Professional paper
UDC: 657.3
Paper received: 30/04/2016
Paper accepted: 12/05/2016

CARS IN COMPANY’S ASSETS
Jasna Vuk, MSEc
RRiF College of Financial Management, Zagreb, Hrvatska
Email: jasna@rrif.hr

ABSTRACT

Upon performing its business activities a company may use the cars owned by
the company or the cars leased according to the agreement on financial lease. The
taxation and the accounting treatment of a company’s car depends on the way it
has been purchased and the fact whether such a car is to be used for the transportation of employees, board members or for performing a business activity. In terms
of taxation, the cars used for the personal transportation of employees and board
members have a less favourable tax position according to the VAT Act and the Profit
Tax Act, compared to the cars used for performing a business activity.

Keywords: cars; assets; financial lease; taxation; value added tax.

1. INTRODUCTION
Entrepreneurs (companies) often use their own cars for business purposes,
which are recorded as a part of the company’s fixed assets. Such cars are either
owned by the particular entrepreneur (as an economic or a legal owner) or are
just possessed by them (personal cars purchased through the financial lease).
A car is a motor vehicle used for transporation of persons, which has the
maximum of 8 seats plus a driver’s seat. 1 According to the Book of Regulations
on Technical Conditions of Vehicles in Road Traffic2 cars are classified in the M1
Vehicle Category. A company may also use the vehicles which belong to the N1
Vehicle Category3, which comprises the motor vehicles used for transporta91
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tion of freight of up to 3,500 kilo mass. In terms of taxation, such vehicles have
a more favourable tax position under the specific conditions. According to the
provisions of the Value Added Tax Act3 (Art.4.,Par.2) transporation vehicles are
road motor vehicles of the engine capacity of more than 48 cm3 or of the engine power of more than 7.2 kW. A new car is a vehicle which fulfils the above
state conditions for road motor vehicles, including the fact that it was delivered in the period of up to six months since its first use and has not done more
than 6,000 km. Only one of the above stated conditions should be fulfilled,1 2
in order to classify a certain vehicle as the new one, i.e. it is not necessary to
fulfil both conditions. The vehicle which does not fulfil any of the above stated
conditions is regarded as a used vehicle.
Before purchasing a car, an entrepreneur should take into consideration
all the possibilities and choose the one which is the most favourable one in
terms of prices and taxation. The tax position of a purchased car deprends on
whether the car has been bought in a foreign country or in Croatia and whether such a car is new or already used, as well as for which purpose it is going to
be used.

2. CARS AS A PART OF COMPANY’S FIXED ASSETS
The cars purchased for the purpose of performing business activities are
recorded as fixed tangible assets. Such cars may be used for transportation of
employees and the board members or for performing of the specific activities,
such as rentals, provision of services, transportation of persons and goods etc.
Each group is treated differently in terms of taxation and accounting.

2.1. CARS USED FOR TRANSPORTATION OF EMPLOYEES AND
BOARD MEMBERS
The cars purchased for the purpose of transportation of employees and
the board members do not subject to the pre-tax deduction. According to the
Art. 61, Par. 1 of the VAT Act3 the tax payer is not allowed to deduct a pre-tax upon
the purchase of cars and other means for personal transportation, including the
purchase of all goods and services regarding such goods. The vehicles, the purchase of which does not subject to the pre-tax deduction according to the Art.
61, Par.1 of the VAT Act, include the motor vehicles stated in the Customs Tariff
under the tariff mark 8703 which are primarily constructed for transportation
of persons (except the vehicles stated in the Customs Tariff under the tariff
1

Act on Safety of Road Traffic (Official Gazette no.67/08-64/15)
Official Gazette no. 51/10-83/15
3 Art.2, Par. 1 of the Rulebook on Technical Conditions of Vehicles in Road Traffic
2
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mark 8702), including a station wagon, a van, a race car and a pick-up vehicle,
which are not classified under the tariff mark 9704 of the Customs Tariff. Accordingly, the VAT amount calculated upon the purchase of the car is to be
included into its purchase price.
Whereas the purchase of a new car subjects to the VAT payment, the purchase of the used car in some cases subjects to the payment of the tax on the
purchase of the used car of 5%. According to the Art.26, Par.1 of the Act on the
Special Tax on Motor Vehicles2 legal and physical persons with the headquarters or the resi-

dence in the Republic of Croatia are obliged to pay a special tax on the purchase of used motor vehicles
in the Republic of Croatia, if such a purchase does not subject to the VAT taxation or the inheritance and
gift taxation according to the specific regulations.

When cars are purchased from the other EU country or the third country
(import) directly from the supplier or the car dealer in the Republic of Croatia,
such a purchase subjects to the payment of the special tax on motor vehicles
according to the Art. 5., Par. 1 of the Act on the Special Tax on Motor Vehicles,
depending on the value of the vehicle, the type of fuel and the CO2 emission.
The purchase of both, the new and the used cars from abroad, subjects to the
payment of the compensation for disposal of waste vehicles. The special tax on
motor vehicles and the compensation for disposal of waste vehicles are paid
according to the calculated customs duties. The compensation for identification i.e. homologation of the vehicle is to be paid for all the types of vehicles.
The following table shows all the tax and other liabilities which arise upon
the purchase of new or used cars from abroad:
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Table 1.

Liabilities upon purchase of new and used cars from abroad 4
Seller
•
•
•
•
•

The tax payer from the other EU country
who applies the regular taxation procedure
(purchase of a new or a used car)

•
•
•
•
•

The tax payer from the other EU country who
applies a special margin taxation procedure
(purchase of the used car from a dealer2)

•
•
•
•
•
•

The citizen or the small tax payer from the
other EU country (purchase of the used car)

•
•
•
•

Import of a new or used car

•
•
•

4

Liabilities of the buyer in the Republic of
Croatia
to calculate 25% VAT
to record VAT liability in the VAT Form
to record the purchase in the PDV-S Form
to record the purchase in the Stjecanje NPS
Form (for new cars, only)
to submit the invoice or other document to
the Tax Administration, which approves it
by putting the seal on it and notifies on the
liability of recording the purchase in the corresponding forms
to pay a special tax on motor vehicles according to the calculation of the authorized
customs office
to pay the compensation for disposal of
waste vehicles
to pay the compensation for homologation
of the vehicle
no VAT liabilities in the Republic of Croatia
the purchase is not recorded in the PDV or
PDV-S Form
to pay a special tax on motor vehicles according to the calculation of the authorized
customs office
to pay the compensation for disposal of
waste vehicles
compensation for homologation of vehicle
no VAT liabilities in the Republic of Croatia
the purchase is not recorded in the PDV or
PDV-S Form
to pay 5% of the tax on purchase of used
cars according to the ruling by the Tax Administration
to pay a special tax on motor vehicles according to the calculation of the authorized
customs office
to pay the compensation for disposal of
waste vehicles
compensation for homologation of vehicle
to pay VAT and customs duties (if determined) according to the ruling of the customs office)
to pay a special tax on motor vehicles according to the calculation of the authorized
customs office
to pay the compensation for disposal of
waste vehicles
compensation for homologation of vehicle

Art.136, Par. 3 of the Rulebook on Value Added Tax (Official Gazette no. 79/13 -130/15), hereinafter called
the Rulebook on VAT
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In view of the data presented in the Table 1 it can be concluded that the
lowest tax on the purchased used cars in the Republic of Croatia is the tax determined by the special procedure of the margin taxation. Such vehicles have
the most favourable price if the company has purchased them for the purpose
of a personal transportation.
Example 1 – Purchase of the used car from a dealer in the other EU country
The Company A (d.o.o.) has purchased from the dealer in Hungaria a used
car invoiced to the amount of 5,100.00 EUR. The amount in HRK is determined
according to the foreign exchange rate – 1 EUR=7.562 HRK (38,556.20 HRK).
The Customs Administration has issued the ruling on the calculated special tax
on motor vehicles to the amount of 6,670.00 HRK. The vehicle weighs 842 kg.
The compensation for homologation of the vehicle to the amount of 625.00
HRK has been paid.
Calculation of the compensation for disposal of waste vehicles:
(832 kg – 75 kg – 40 kg) x 0.60 HRK = 717 kg x 0.60 HRK = 430.20 HRK
Purchase price of the car = 38.566.20 HRK + 6,670.00 HRK + 430.20 HRK +
625.00 HRK = 46,291.40 HRK
Recording:
No.

DESCRIPTION

Account

1.

Investing into car
Suppliers from goods from EU
For invoice of car suppliers
Investing into car
Liability for special tax on motor vehicles
For calculation of special tax on motor vehicles
Investing into car
Transaction account
For payment of compensation for disposal of waste vehicles
Investing into car
Transaction account
For payment of compensation for homologation of vehicle
Investing into car
For putting car into operation
Liability for special tax on motor vehicles
Transaction account
For payment of special tax on motor vehicles

03730
2210

2.
3.
4.
5.
6.

03730
24490

Amount
Debit
Credit
38,566.20
38,566.20
(5.100 EUR)
6,670.00
6.670,00

03730
1000

430.20

03730
1000

625.00

03200
03730
24490
1000

46,291.40
6,670.00

430.20
625.00
46,291.40
6,670.00

As it has been shown in the above stated Example, the liability for the VAT
payment does not arise in the Republic of Croatia due to the fact that it has
been calculated by the dealer from the realized margin.
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If an entrepreneur wants to purchase a car for personal transportation in
the Republic of Croatia, all the liabilities which arise upon the purchase of a
new or used car should be taken into consideration.
Table 2. shows all the liabilities which arise upon the purchase of a new or
used car in the Republic of Croatia.
Table 2.: Tax liabilities of the buyer of a car for personal transportation in the
Republic of Croatia
Type of
vehicle

Used cars

New car

Dealer

Tax liabilities

Motor vehicle
dealer
(e.g. car dealer)

1. VAT calculated on purchase price
2. Special tax on motor vehicles
3. VAT and special tax on motor vehicles presented in invoice issued by dealer
1. VAT calculated on purchase
price
Dealer with used Vehicle, not registered in the
2. Special tax on motor vehicles
motor vehicles Republic of Croatia (purchase
according to ruling of Cus(applies regular from EU or third country)
toms Administration
taxation procedure)
Vehicle, registered in the Repub- VAT calculated on purchase
lic of Croatia
price
1. calculates VAT from realized margin
Dealer
2. if margin not realized è VAT is not calculated,neither 5% tax on
purchase of used motor vehicles
VAT calculation on purchase price if a pre-tax was used upon purchase of vehicle to the full amount or partially (vehicles purchased
before 1.3.2012)
Tax payers who
sell their fixed
assets

Sales of vehicles purchased after 1.3.2012, for which was not possible to use a pre-tax:
• VAT free delivery
• 5 % tax on purchase of used car according to ruling of Tax Administration
Sales of vehicle purchased from citizen, small tax payer or dealer è
VAT calculation on purchase price
• no VAT calculation
• 5 % tax on purchase of used car according to ruling of Tax Administration

Small tax payer
Citizen or any
other person
who is not a tax
payer
Leasing company sells the
• calculates VAT on purchase price
vehicle after
• not repaid part of special tax on motor vehicles èis recorded as a
cancellation of
transferable item
contract on lease
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The analysis of the tax burden upon purchase of the used car in the Republic of Croatia has shown that the purchase of a used car from the dealer
subjects to the lowest tax burden due to the fact that VAT is calculated from
the realized margin, only.
Due to the more favourable model of financing, entrepreneurs often decide to purchase cars through financial leasing. According to the Art.5.Par.2 of
the Leasing Act2 financial leasing represents a legal deal in which the leasee during the period of
use of the leased object pays to the leasor a compensation which comprises the total amount of the

value of the leased object, bears the costs of the amortization of the leased object and has the option
to buy and thus come into possession of such a leased object at the specific price, which is at the moment of the exercised option lower than its real value, whereas the risks and the benefits relation to
the possession of the leased object are transferred to the lease in their larger part. When a vehicle
is purchased on financial leasing, the leasor delivers the vehicle and the entrepreneur records
fixed tangible assets and long-term liabilities in their business records. In the case of the financial
leasing, an entrepreneur does not have the right to the recognized pre-tax based on the received
invoice since the vehicle has been leased for the purpose of personal transportation.

2.2. CARS PURCHASED FOR THE PURPOSE OF PERFORMING
BUSINESS ACTIVITIES
In view of the VAT Act, the cars purchased by a company for performing
their business activities have a better tax position compared to the tax position of the cars used for personal transportation of employees and the board
members. According to the Art. 1 of the VAT Act, the pre-tax can be deducted
if cars and other means of personal transportation have been purchased for
the purpose of training drivers, drive testing, provision of services, transportation of passengers and goods, transportation of the diseased persons, rentals
or further sales. The cars purchased with the purpose of performing business
activities subject to the payment of the special tax on motor vehicles depending on their value and CO2 emission. The base for the calculation of the special
tax is determined in percentages on the purchase price with the included VAT.
In the case of the purchased new car in the Republic of Croatia, which is
to be used for performing of the specific kinds of business activities, the same
rules are applied as those5applied on the cars for personal transportation. The
only difference is the fact that the company has the right to the pre-tax to the
full amount upon purchase of the car used for performing business activities,
which is then not included in the purchase price.

5

A dealer is, according to the Art. 95, Par. 1 of the VAT Act, a tax payer who within its business activities buys
or imports used goods for further sales
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Example 2. – Purchase of the new car to be used for performing business activities
The Company B (d.o.o.) has purchased a new car from the car dealer in the
Republic of Croatia. The purchased car is to be used for rentals, which is the
core business activity of the Company. The received invoice totals 260,680.31
HRK (value of the car 191,325.00 HRK + 25%VAT amounting to 47,831.25 HRK +
special tax on motor vehicles of 21,524.06 HRK).
Cost of car purchase: 212,849.06 HRK = 191,325.00 HRK + 21,524.06 HRK
Recording:
No.
1.

2.

DESCRIPTION
Investing into car
Pre-tax – 25 %
Supplier
For purchase of car
Car
Investing into car
For putting car into operation

Account
0373
140012
2202
032001
0373

Amount
Debit
Credit
212,849.06
47,831.25
260,680.31
212,849.06

212,849.06

A tax payer may determine specific accounts for cars in the Ledger. Such
accounts will record the cars used for performing business activities (for rentals, in this case) and thus are different from the accounts which record the cars
used for transportation of employees or the board members, which have a
special tax position.
Due to the fact that the purchase of the car to be used for performing
business activities subjects to the deduction of the pre-tax, it is recommended
to purchase a car for which the VAT has been calculated on the total amount.
Accordingly, it is not cost-effective to purchase a car from a car dealer because
they have calculated the VAT from the realized margin and the VAT amount
cannot be recorded on the issued invoice, which means it cannot be used as a
pre-tax by the company.

3. CARS AS PART OF COMPANY’S SHORT-TERM ASSETS
The cars purchased for the purpose of further sales (commodity) or will
be used as test vehicles are to be entered in a company’s business records as
short-term assets. Due to the fact that such vehicles are not to be used for
transportation of employees or the board members, their purchase subjects to
the deduction of the pre-tax. In terms of taxation, such vehicles are not classified as cars. However, such vehicles should only be used for the purpose for
which they have been purchased, in order to keep their tax status, not for performing business activities.
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Example 3. – Purchase of used car from other tax payer from EU
The Company BV (d.o.o.), which has a valid VAT ID number, has purchased
a used car from the tax payer in Germany for the purpose of testing. The supplier has applied the regular taxation procedure (it is stated on the invoice that
it is a free delivery). The received invoice amounts to 10,000.00 EUR. The tax
base for the VAT calculation is determined on the basis of the middle exchange
rate of the CNB on the date of the invoice (1 EUR=7.598 HRK) and amounts to
75,980.00 HRK. The VAT amounts to 18,995.00 HRK. The Customs Administration has sent the ruling on the payment of the special tax on motor vehicles to
the amount of 3,200.00 HRK, including the ruling on the payment of the compensation for disposal of waste vehicles amounting to 825.00 HRK (paid from
the transaction account).
Recording:
No.
1.
2.
3.
4.
5.

DESCRIPTION
Purchase price of test vehicle
Suppliers of goods from EU
For invoice of supplier of test vehicle
Pre-tax from purchased goods from EU – 25 %
VAT liability for purchase from EU – 25 %
For calculation of VAT on purchase from EU
Special tax on motor vehicles
Liability for special tax on motor vehicles
For calculation of special tax on motor vehicles
Other purchase costs
Transaction account
For compensation for disposal of waste vehicles
Freight vehicle
Calculation of purchase – cost of purchase
For purchase of freight vehicle

Account
650
2210

Amount
Debit
Credit
75,980.00
75,980.00

14022
24022

18,995.00

653
24490

3,200.00

6519
1000

825.00

6602
659

80,005.00

18,995.00
3,200.00
825.00
80,005.00

In order to secure the proper use of freight vehicles and to prevent a possible misuse, companies are obliged to keep the records on the use of freight
vehicles according to the provisions of the Act on the Special Tax on Motor
Vehicles and the Ordinance on the Special Tax on Motor Vehicles.

4. CONCLUSION
The assets of a company comprise the cars used for personal transportation and the cars used for performing business activities, which are specifically
determined by the provisions of the VAT Act. If a car has been purchased for
personal transportation and the VAT has been calculated upon the purchase,
the VAT cannot be deducted as a pre-tax and is included in the purchase price
99

Jasna Vuk; CARS IN COMPANY’S ASSETS
Journal of Accounting and Management 2016, vol.: 06; no.: 02; page 91 - 102

of the car. The purchase price includes a special tax on motor vehicles paid
upon the purchase of the car which was not previously registered in the Republic of Croatia. If the purchase of a car does not subject to the VAT calculation, this should be reported to the authorized office of the Tax Administration
in order to pay 5% tax on purchase of motor vehicles. The purchase of the cars
to be used for performing business activities, such as rentals or transportation
of passengers subjects to the deduction of the pre-tax if it has been calculated
on the invoice.
Upon making a decision on the purchase of a car an entrepreneur should
take into consideration all the potential costs and decide on the purchase of
the car which is the most favourable one in terms of taxation and cost-effectiveness.
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OSOBNI AUTOMOBILI U IMOVINI PODUZETNIKA
SAŽETAK RADA:

Poduzetnik za potrebe svog poslovanja koristi osobne automobile koji mogu
biti u njegovu vlasništvu ili ih koristi po osnovi ugovora o financijskom leasingu.
Ovisno o tome od koga se vozilo nabavlja te je li riječ o vozilu koje će se koristiti za
potrebe osobnog prijevoza zaposlenika i članova uprave ili za obavljanje djelatnosti, razlikujemo porezni i računovodstveni položaj osobnih automobila. Osobni
automobili koji se koriste za osobni prijevoz zaposlenika i članova uprave imaju
nepovoljniji porezni položaj s motrišta Zakona o porezu na dodanu vrijednost i
Zakona o porezu na dobit u odnosu na vozila koja se koriste za obavljanje pojedinih djelatnosti.

Ključne riječi: osobni automobili; imovina; financijski leasing; oporezivanje;
porez na dodanu vrijednost
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ABSTRACT

The paper examined the relevance of personal selling in selected Bottling
Companies in Lagos State, Nigeria. Survey research method was adopted. The
study population was the staff in marketing positions of selected companies.
Questionnaire was administered on selected samples while weighted mean was
used to determine the relevance of personal selling. The study revealed that personal selling accentuated relationship building, foster creative selling, and represented the company well to the customers. The study concluded that personal selling
was still relevant and a critical success factor in today’s marketing activities despite
the advent of digital marketing. Managers concerned about competitive edge in
the market edge as well as top and bottom line will find personal selling helpful.
Researchers are enjoined to further determine the effect of personal selling on the
shareholders’ value.

Keywords: Personal selling; Marketing activities; Digital marketing; Weighted
Mean; Relationship Building; Company Representation; Bottling
Companies
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1 INTRODUCTION
Globalization and the economic policy changes which opened the country to the world market and global competition from different multinational
companies has made most business houses in Nigeria to realize the need for
being proactive in communicating their product offerings to the consumer.
The importance of promotions has, since then, increased in Nigerian business
environment. Promotion, one of the 4Ps of the marketing mix has assumed
much importance to marketers of late. Marketing promotions plays a vital role
in the achievement of organizational goals. At each step in any purchase decision, the probability that a purchase will result is enhanced through the use
of efficient and effective marketing promotions, ending ultimately in the purchase of the goods and services being promoted. One of the traditional elements of promotional mix is personal selling. It involves direct interpersonal
communication between a representative of the firm and the potential customer. It is face to face presentation and promotion of products and services.
In today’s marketing practices, products and services are promoted
through digital marketing and all other forms of electronic media different
from the traditional marketing. Digital Marketing extends beyond internet
marketing to include channels that do not require the use of internet which
includes mobile phones (both SMS and MMS), social media marketing, search
engine marketing and many other forms of digital media. In September 2015,
Facebook the world’s most popular social network site (SNS) catered for more
than 1.4B active users and was the world’s second most visited website after
Google. (Alexa, 2015). Facebook has also become a premier destination for
international marketers. (Beck, 2015). This development has raised serious
concern as to whether personal selling is still relevant and probably achieving its marketing functions. However, for many consumer products that are
complex or high value products, salesmanship is considered an indispensable promotional technique to promote product as well as to increase sales.
Likewise salesmanship is also given more priority over other promotional elements due to increased expectations of customers. Sequel to the effectiveness
of digital marketing in providing access to information anytime and anyplace
the customers need it, alongside the fact that consumers are not only exposed
to what came from the company or what the company wanted them to know,
but also what others have to say about the brand, this development has raised
serious concern as to whether personal selling is still very much relevant and
achieving its marketing functions even with the complex products. In addition, marketing decision makers are greatly concern about maximizing shareholder’s value consequently there is the need to determine the relevance of
the promotional element like personal selling in marketing activities. The main
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objective of the study therefore is to examine the relevance of personal selling
in the marketing practice of some selected companies. Following the introduction, section two of the paper considered the review of literature, section three
discussed the methodology adopted in the paper, and section four presented
the analysis, results and discussion while the last section of the paper offered
the conclusion and recommendations.

2. LITERATURE REVIEW
2.1 CONCEPTUAL REVIEW OF PERSONAL SELLING
Personal selling is one of the fundamental elements of the promotional
mix and a non-digital design element or marketing process with which consumers are personally persuaded to buy goods and services. Digital Marketing
in comparison to personal selling is the marketing of goods and services using digital channels to reach customers. According to Afrina, Sadia and Kaniz
(2015), digital marketing also refers to different promotional techniques used
to reach customers. Personal Selling is one of the oldest forms of promotion
which describes the process whereby the seller or his representative ascertains and activates the needs or wants of the buyer and satisfies the same to
the mutual advantage of both buyer and seller. It is equally described as retail and wholesale activities in which a salesperson activity presents products
to customers in seeking to make a sale, (New Zealand Qualification Authority
2008). Personal selling according to Achumba (2000) is an oral presentation in
a conversation with one or more buyers for the purpose of making sales. Kotler
and Armstrong (2008) viewed personal selling as personal communication between a firm’s sales force and customers for the purpose of making sales and
building customer relationship.
Personal selling in comparison to other promotional mix elements (advertising, sales promotion and publicity) is fundamentally unique. While Advertising and sales promotion focuses on creating awareness about the existence of
a product provide information as to the product features, its availability and
price on a mass basis, personal selling is an individualistic approach dealing
with the customers on their individual basis.
Personal selling involves two -way flow of communication between a buyer and a seller, often in a face to face encounter, designed to influence a person
or group purchase decision. In general, if a product has a high unit value and
requires a demonstration of its benefits, it is well suited for personal selling.
The conditions favoring personal selling can be lumped into four broad categories: The market conditions, the product conditions, the consumer conditions and the company conditions.
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There are many different types of personal sales jobs. According to Jobber (2007) there are three types of personal selling: order takers consisting
of (inside-order takers, delivery salesperson and outside order takers), order
creators (Missionary sales people) and order getters made up of (New business salespeople, organizational salespeople, consumer salespeople, technical salespeople). A driver-salesperson merely delivers the product and has few
selling responsibilities. An inside order taker—such as a sales clerk in a retail
store takes orders from within a selling environment and requires some selling
skills. In contrast, an outside order taker goes to the customer’s place of business to take orders. Some selling skills are required in this position, especially
to establish new accounts. A missionary sales person, rather than selling an
actual product or service, instead tries to make a customer feel good about the
company and products he or she represents. A sales engineer might be found
in technical industries. Sales engineers provide technical support, explain the
product, and help adapt the product to the customer’s needs.
One method that many small manufacturers and wholesalers use to reduce the costs of personal selling is to hire an experienced selling agent. Selling agents are independent salespeople who work under contract with one or
more companies and are usually paid a straight commission on sales. Hiring
a selling agent allows a small business to save the time and money it would
have to invest in recruiting and training an in-house sales force. In addition, an
agent with experience in selling similar products may provide readymade customers and quick entry into a sales territory The main disadvantages of selling
agents are that they usually work for several different firms, so they are unable
to devote 100 percent of their attention to any one client, and that it may be
difficult to retain the customers gained in this way once the relationship with
the agent is severed. It is also difficult to control the selling methods used by
agents, and they may not be able to provide the service that some customers
require.
Personal selling process involves seven steps that a salesperson must go
through with most sales. Kotler and Armstrong, 2008 described the selling process as several steps that a sales follows when selling. The aim of these steps
is to get new customers and get order from them. The steps are: Prospecting,
Pre-approach, Approach, Presentation, Overcoming objections, closing the
sale and Follow – Up
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Conceptual Research Model

Personal Selling

Marketing Activities

Order Takers

Relationship
Building/Creative Selling

Order Creators

Order Getters

Representation of the
company to the
Customers
Representation of the
Customers to the
Company

Source: Researcher’s Model

2.1.1. Marketing Activities
Marketing in the context of this study will refer to any technique used by
the organization to make the public aware of a company and what it has to offer over its competitors. It also refers to any activities that organization undertakes to build brand awareness. Marketing activities are vast and encompass
almost every kind of media and company –initiated outreach. This may include:
Personal selling, sales promotion, advertising, cold-calling, Newsletters and articles, search engine marketing (website), trade shows, product placement in
entertainment and market research. Marketing activities varies depending on
the organization and what their goals are.

2.2. THEORETICAL REVIEW
2.2.1 The Hierarchy of Effects Theory
Lavidge &Steiner (1961) introduced a theory termed the hierarchy of effects. The theory posits that consumers move from being unaware to being
aware, to having knowledge, to liking & preference, conviction and purchase.
The theory describes the effectiveness of promotion to jump start the sequence of event needed before a consumer will buy a product and ultimately
achieve the marketing objectives.
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Awareness: the individual is aware of the product’s existence.
Knowledge: the individual knows what the product offers.
Liking:
the individual has favorable attitudes toward the product
preference: the individual favorable attitudes have developed to the point of preference.
Conviction: preference is coupled with a desire to buy and confidence
that the purchase would be used.
Purchase:
attitude is translated into actual buying behaviors.
Some authors described the above as AIDAS theory representing the initials of the five words used to express the stages through which the prospects’
mind passes during buying( A- attention, I-interest, D-desire, A-action, S-satisfaction)

2.2.2 Right set of circumstance theory
The theory posits that particular circumstances prevailing in a given selling situation cause the prospect to respond in a predicted way. It is a seller
oriented theory as it stresses upon the importance of salesperson controlling
the situation. When sales men handle the set of circumstances well, the more
predictable is the response. The set of circumstances includes factors external and internal to the prospect. The theory is otherwise called situation –response theory.

2.3. EMPIRICAL REVIEW
In the study conducted among women in Kenya by Arvinlucy (2012) it was
found that most women groups use personal selling in promoting their products. This was due to the fact that other promotional elements require a lot
of money and the groups do not have sufficient fund to carry out those other
promotional elements. Advertising was only used once by the groups providing services just to create awareness of their existence so that they may get
donors to fund their activities. Banerjee (2013) in his study concluded that personal selling has a lot of advantages that could bring about a long term business relationship and that most Indian insurance firms generate sales through
salespersons efforts. Olumoko, Abass, and Dansu (2012) posited that personal
selling through the use of salespersons are able to communicate the value inherent in the services to clients thereby increasing their level of satisfaction
as well as ensures that clients gets the exact quality of services required while
also information could be modified to suit needs.
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3. METHODOLOGY
Survey research method was adopted to obtain the views of the various
stakeholders or research samples. The design was used since we are going to
describe the variables of the research work.
The study population was 220 comprised of the total workforce in the
marketing department of the selected companies as the sampling unit.
Nigerian Bottling Company Plc {120}
Seven-up Bottling Company
{100}
Total
{220}
The justification for the selection of the two dominant players in the industry was that their services were intensive in the industry. There operational task
involve major use of personal selling. The sampling frame was the total number of Commercial staff listed on the payroll as at the last month preceding
the study. The study adopted the Slovin Formula cited in Guilford and Frucher,
1973 recently applied by Adetayo (2008) as Yamane formula to determine the
Sample size for this study. The formula was given as follows:
N
n = 1 + Ne2
Where: N= Population Size
e= Desired margin of error (percentage allowance for non-precision because of the use
of the sample instead of the population)
n = the sample size desired

The sample size for the study therefore was calculated at 0.05% as desired
error margin. The calculated sample size for the selected companies was NBC
(90) and 7UP (82) = 172. The Formula fulfilled the condition for its usage because it was actually meant to be used for a finite population. The technique
of sampling employed in this study was the stratified random sampling technique. The stratified random technique was used to accommodate the different levels of position occupied by the staff in the Commercial structure of the
organization. The commercial departments of the two companies were selected because they possessed the required information on the promotional
strategies of the selected companies.
The data collection instrument was essentially the questionnaire. The
questionnaire was highly structured and undisguised in nature. The questionnaire was divided into two broad sections.(A—B) Section A contains research
questions while section B contains demographic data of the respondents. The
responses were based on five point Likert scale ( 1--Not at all, 2---To a very
slight extent, 3---To a moderate extent, 4---To a great extent and 5---To an ex109
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treme extent) to capture the strength of feelings of the respondents. Participants were asked to show their opinion by choosing from 1 to 5.
Content Validity was used to validate the research instrument. It measures how well the content of the instrument measures what it was designed to
measure. The instrument was given to experts in the area of study and experienced academics to ascertain whether the questionnaire items adequately
covered the domain of the construct. The construct validity of the instrument
was justified on the basis that the measures were developed from conceptual
review. The construct validity was tested by factor analysis while the weighted
mean was approximately 4.00
The reliability of the instrument was carried out through test-re test reliability. The degree of similarity between the two measurements was determined by the coefficient of correlation of the two outcomes. The higher value
of the correlation coefficient attested to the reliability of the instrument. Fifty
questionnaires were administered among the selected companies on equal
numbers of twenty five per organization. The descriptive statistics showed a
weighted mean of approximately 4.00 indicating unanimity in responses to
the same question showing the reliability of the instrument. The Cronbach’s
alpha of the questionnaire is calculated by software as 0.836. When the Cronbach’s alpha yields value above 0.70 recommended by Nunnally and Berstein
(1994), the reliability of the instrument is ensured. The sources of data for this
study were the primary and secondary sources. The primary data was the collection of facts and figures directly relating to the study by the researcher. This
was achieved through the use of questionnaires. The statistical tool engaged
for decision was the weighted mean using the SPSS package.
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4. DATA ANALYSIS, RESULTS AND DISCUSSION OF FINDINGS
Table 4.1: Respondents’ Perception of Personal Selling Relevance
Company

Scale

Sub scale

NBC (90)

Extent
to which
personal
selling
command the
following
Sales scale

Creative selling
Relationship
building.
Rep. coy to
customer
Rep. cust. to Coy.
Creative selling
Relationship
building.
Rep. coy to
customer
Rep. cust. to Coy.

7up (82)

NBC (90)

7up (82)

Selling
process build
& maintain
profitable
customer
relationship
ü

Not at V.slight
all f(%) ext f(%)
18(20)
9(10)
-

72(80)

m. ext.
f(%)
72(80)
72(80)

Gre. Ext
f(%)
9(10)

Ext
Cronbach
Mean
f(%)
alpha
2.80
.833
3.00
.832

18(20)

-

-

2.20

.831

-

72(80)
9(10)
24(29.3) 58(70.7)
8(9.8) 74(90.2)

9(10)
-

-

2.30
2.71
2.90

.825
.833
.832

8(9.8)
8(9.8)

16(19.5) 58(70.7)

-

-

2.61

.831

-

57(69.5) 17(20.7)
18(20)
72(80)

-

-

2.11
2.80

825
.837

-

66(80.)

-

-

2.20

.837

16(19.5)

Source: Field survey result

Table 4.1 above showed the respondents’ perception of how personal selling’ commanded creative selling, relationship building, representation of the
company to the customer and representation of the customers to the company. Frequency, percentages and the mean were calculated. The analysis revealed that in NBC, the highest rated item was relationship building (mean =
3.00). This was closely followed by creative selling (mean = 2.80). With mean
scores above average, it indicated that the result was statistically significant
and concluded that personal selling was relevant in relationship building and
influenced creative selling. The least rated was in the area of representation
of the company to the customers (mean = 2.20). The mean scores above average(2.5) indicated that to a moderate extent, personal selling affected relationship building and creative selling while to a slight extent, personal selling
affected representation of the company to the customer and vice versa. In the
case of 7up, the analysis revealed that the highest rated item was relationship
building (mean = 2.90). This was closely followed by creative selling (mean =
2.71). With mean scores above average(2.5) in 7UP, it indicated the statistical
significant of personal selling in influencing building customers relationship
and creative selling as reported in Coca-Cola. The least rated sub scale was
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‘representation of the customer to the company (mean = 2.11). The indication
of the above mean scores was that relationship building and creative selling
were to a moderate extent affected by personal selling while representation
of the customer to the company was to a very slight extent influenced by personal selling.
The influence of the selling process differs from NBC to 7UP. In NBC, the
analysis indicated that to a moderate extent selling process build and maintained profitable customer relationship (the NBC mean is 2.80). With the mean
score above average (2.5), it indicated that the result was statistically significant and concluded that personal selling was relevant in building and maintaining profitable customer relationship in NBC. In 7UP, selling process build
and maintained profitable customer relationship to only a very slight extent
(mean = 2.20). The mean score below average indicated that the result was
not statistically significant and concluded that personal selling in 7UP did not
influenced building and maintaining profitable customer relationship
Discussion of Finding
The study established the relevance of personal selling in marketing activities by revealing the potent power of personal selling in NBC and 7UP bottling companies to accentuate effective relationship building, creative selling
as well as maintaining profitable customer relationship. Therefore the findings
from the study indicated that personal Selling played critical success role in
building customer relationship, creative selling and maintaining profitable
customers.The outcome of this study was supported by the study of Banerjee
(2013) arguing that personal selling had a lot of advantages in building customer relationship. This view was also further reinforced by Olumoko, Abass,
and Dansu (2012) who posited that personal selling through the use of salespersons are able to communicate the value inherent in the services to clients
thereby increasing their level of satisfaction. On the influence of personal selling in building and maintaining profitable customer relationship, the result
indicated statistically significant outcome in NBC where the average score was
above average (2.5) while it was not statistically significant in 7UP where the
mean was below average. It was concluded that personal selling influence was
greater in NBC than 7UP with respect to building and maintaining profitable
customer relationship. It is therefore no exaggeration to say that personal selling till today performs its basic functions in marketing thereby contributing
to the marketing activities of the selected companies. The significant role of
personal selling as critical promotional tool was emphasized by Mohd and
Wannur (2012) in their study of Batik SMEs in Malaysia The finding of the study
corroborated the above finding. It was found out that personal network promotional tool was used by the majority of the respondents. The theory of hi112
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erarchy of effects (AIDAS) explained the significant effect of personal selling in
jump starting sales through awareness cumulating into action of purchase or
sales. The research of Banejee(2013) equally supported the theory of personal
selling in assisting organization to generates sales. Arvinlucy (2012) concluded
that personal selling was largely adopted because of its affordable costs compared to other promotional tools.

5. CONCLUSION AND RECOMMENDATIONS
The study concluded that personal selling was still very relevant and
played critical success factor in the marketing activities of the selected companies in the area building customer relationship, creative selling and company representation to the customers. To this extent, the study concluded that
personal selling remained an indispensable promotional tool by high value
product and complex consumer products to promote and increase sales. In
addition, the study concluded that personal selling build and maintained profitable customer relationship through increasing level of satisfaction as well
as ensuring that clients gets the exact quality of services required while also
information could be modified to suit needs. It is apposite to conclude that the
methodology adopted in the study was not subjected to inferential statistic as
well as conducted on a limited geographical space which may limit generalization of research outcomes to other industry outside Bottling Company.
Recommendations: Based on the study findings, the study recommended that for effective customer relationship management, other companies in
the bottling companies should include personal selling in their promotional
plan if they are yet to adopt personal selling. The sales force of the selected
bottling companies should be adequately rewarded and remunerated to bring
out the best in them to further push the products beyond target. Therefore, the
compensation and incentive plan for the sales force should be well articulated,
clearly stated and communicated to all sales force in the organization. The welfare package for the sales force should be codified to guarantee commitment
and satisfaction of the sales force to be able to represent the company well.
The training of the sales force on regular basis should not be in doubt as they
need the knowledge capacity to handle the customer well thereby assisting
the sales personnel in delivering effective customer relationship building and
profitable customers. The training will further provide the salesman the right
knowledge to respond to their customers, ultimately providing lead from the
customer to the product or the organization.
Implications of the study: The findings’ implication for the industry
and management practice cannot be overemphasized considering the criti113
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cal success factor (CSF) of personal selling in product- market response and
the ultimate determination of the shareholder’s value. For the industry, the
findings revealed that personal selling remain one of the avenues to create
product awareness, give information, remind and persuade the customers. For
the management practice, the findings indicated that, for mangers to achieve
their marketing objectives, effective integration of personal selling as relevant
promotional mix is desirable. In effect, the drive for best practices in promotional efforts must be pursued by managers to achieve marketing objectives.
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ISTRAŽIVANJE RELEVANTNOSTI OSOBNE PRODAJE U
MARKETINŠKIM AKTIVNOSTIMA – DESKRIPTIVNA METODA
SAŽETAK RADA:

Rad istražuje relevantnost osobne prodaje u odabranim punionicama u
području Lagosa Nigerija. Istraživanje je provedeno metodom ankete na uzorku
koji se sastojao od zaposlenika u odjelima marketinga odabranih tvrtki. Upitnik je
upućen odabranom uzorku dok je za određivanje relevantnosti osobne prodaje
korišten ponderirani prosjek. Studija je otkrila da osobna prodaja pridonosi izgradnji međusobnih odnosa između kompanije i kupaca, kultivira kreativnu prodaju te
pozitivno utječe na odnos kupaca prema kompaniji i sam rejting. Zaključuje se da
je osobna prodaja usprkos važnosti digitalnog marketinga i dalje važan čimbenik
uspjeha pri provođenju marketinških aktivnosti. Preporuča se korištenje osobne
prodaje za podizanje kompetitivnosti tvrtke, a potiče se i na daljnje istraživanje
utjecaja osobne prodaje na vrijednost dionica.

Ključne riječi: osobna prodaja; marketinške aktivnosti; digitalni marketing; ponderirani prosjek; izgradnja odnosa; rejting kompanije; punionice
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o Preliminary communication presents the primary findings of research
in progress, which requires urgent publication, but without the level of
deep and thorough study required for the original scientific paper;
o Review article contains a detailed and comprehensive critical review
of a certain problem area, but with no significant originality of the obtained results;
o Professional paper contains the information and experience relevant
for a certain profession, but without scientific characteristics.
o Case study contains a description and detailed information about the
particular subject or small group.
The Editorial Board determines the category of the paper, based on the
reviewers’ proposals.
The Journal of Accounting and Management is published in two issues a year.
All the papers should be submitted by mail or email to the address of the
Editorial Office. The authors are obliged to follow these instructions:
1. The manuscripts should be written in English.
2. The manuscript should be submitted in a MS Word format.
3. A cover page should be supplied, containing the title of the paper,
name(s) and address(es) of the author(s), including the telephone
number, e-mail address and the name and postal address of the
author(s) home institution.
4. The full paper should not exceed 10 single-spaced pages of text (font:
Times New Roman, size 12) including graphs, tables, endnotes and
references.
5. The paper should begin with an abstract of not more than 900 characters and maximum 5 key words
6. The Editors reserve the right to make editorial changes in order to adjust the style of the paper to the Journal.
7. The manuscripts are not returned.
8. No payment is made to the authors for publication of the paper.
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PUBLICATION ETHICS AND PUBLICATION
MALPRACTICE STATEMENT FOR JOURNAL OF
ACCOUNTING AND MANAGEMENT
Our ethic statements are based on the Committee on Publication Ethics
Best Practice Guidelines for Journal Editors developed by the Committee on
Publication Ethics (COPE).
Duties of Editors
________________________________________
Publication decisions
The editorial board is responsible for deciding which of the articles submitted to the journal should be published.
The editorial board will be guided by the policies of the journal and constrained by legal requirements related to libel, copyright infringement and
plagiarism. Members of the editorial board will confer and refer to reviewers
recommendations in making this decision.
Equality
An editor, member of the editorial board or reviewer must evaluate manuscripts for their intellectual content without regard to race, gender, political
philosophy, sexual orientation, ethnic origin, citizenship, or religious belief of
the authors.
Confidentiality
The review process takes place in two stages. In the first stage the editor
must not disclose any information about a submitted manuscript to anyone
other than the corresponding author, reviewers, potential reviewers, and other
editorial advisers. This stage concludes with an agreement between the author
and reviewers about the continuation of their cooperation in the open reviewing forum in which issues of confidentiality do not arise.
Disclosure and conflicts of interest
Unpublished materials disclosed in a submitted manuscript must not be
used in an editor’s, reviewer’s or any other reader’s own research without the
express written consent of the author.
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Duties of Reviewers
________________________________________
Contribution to Editorial Decisions
Reviewers assist the editorial board in making editorial decisions and
through the editorial communications during the open review process with
the author may also assist the author in improving the paper.
Qualification of Reviewers
Any selected referee who feels unqualified to review the research reported
in a manuscript or knows that its prompt review will be impossible should notify the editor and excuse himself from the review process. The editorial board
is responsible for ensuring the competence of the reviewers
Promptness
Authors will normally receive feedback about the acceptance of his/her
paper for the reviewing process within three weeks and in another three weeks
s(he) will normally receive the first response from the reviewers.
The editorial board is responsible for ensuring the promptness of responses in the open review process.
Confidentiality
Any manuscripts received for review in the open review process are subjected to the criteria of enhancing their rationality through the mutual rational
controls of critical discussion.
Establishing Standards of Objectivity through Critical Discussion
Reviews should be conducted objectively. Authors are encouraged to
make explicit the internal criteria they use to evaluate the validity of their
contributions to knowledge. Personal criticism of the author is inappropriate.
Referees should express their views clearly with supporting arguments in the
spirit of enhancing the quality of the paper through the mutual rational controls of critical discussion.
Acknowledgement of Sources
Reviewers should identify relevant published work that has not been cited
by the authors. References to the ideas of others should be accompanied by
the relevant citation. A reviewer should also call to the editor’s attention any
substantial similarity or overlap between the manuscript under consideration
and any other published paper of which they have personal knowledge.
Disclosure and Conflict of Interest
Information or ideas obtained through peer review must only be used
with the explicit agreement of the participants in the peer review. Reviewers
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should not consider manuscripts in which they have conflicts of interest resulting from competitive, collaborative, or other relationships or connections with
any of the authors, companies, or institutions connected to the papers.
Duties of Authors
________________________________________
Reporting standards
Authors of reports of original research should present an accurate account
of the work performed as well as an objective discussion of its significance. Underlying data should be represented accurately in the paper. A paper should
contain sufficient detail and references to permit others to judge the validity
of the contributions to knowledge. Authors are asked to provide the raw data
in connection with a paper for editorial review, and should be prepared to provide public access to such data and should in any event be prepared to retain
such data for at least two years after publication.
Fraudulent or knowingly inaccurate statements constitute unethical behavior and are unacceptable.
We believe it is important to emphasise that the editorial board is not responsible for copyrights and for any ethical consequences of the publication
of any particular contribution (written or in the form of multimedia). However,
we expect that all people providing sources of data for published accounts
have been given informed consent and that no one in any way involved in the
processes of the research has been coerced into co-operation or is unknowingly being co-opted. Authors should have written permission of parents to
include photos or videos of children and juveniles into research accounts.
Originality and Plagiarism
The Editorial Board of JAM recognise different cultural beliefs about the
acceptability of quoting the ideas of others as if they were one’s own. The documents concerning the submission of papers for JAM review recognise these
different cultural beliefs and emphasise the statement that ‘authors should
ensure that they have written entirely original works, and if the authors have
used the work and/or words of others that this has been appropriately cited or
quoted.’
Concurrent Publication
Submitting the same manuscript to more than one journal concurrently,
constitutes unethical publishing behaviour and is unacceptable.
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Authorship of the Paper
Authorship should be limited to those who have made a significant contribution to the conception, design, execution, or interpretation of the reported study.
All those who have made significant contributions should be listed as co-authors.
Where there are others who have participated in certain substantive aspects of the
research project, they should be acknowledged or listed as contributors.
The corresponding author should ensure that all appropriate co-authors
and no inappropriate co-authors are included on the paper, and that all co-authors have seen and approved the final version of the paper and have agreed
to its submission for publication.
Disclosure and Conflicts of Interest
All authors should disclose in their manuscript any financial or other substantive conflict of interest that might be construed to influence the results
or interpretation of their manuscript. All sources of financial support for the
project should be disclosed.
Fundamental errors in published works
When an author or reader discovers a significant error or inaccuracy in the
published work, it is the author’s obligation to promptly notify the journal editor and work with the editor to retract or correct the paper.
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