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FOREWORD
Dear readers,

we are pleased to present the fifth volume of the Journal of Accounting 
and Management. It is rather important for the Journal’s development be-
cause this issue is the fifth in the row of its publishing. Its primary aim is to 
present the results of international research works and novelties in the fields 
of accounting and management.

The Journal is on a completely open-access basis and is available for use to 
scholars, professionals and students.

The articles submitted for publishing are blindly peer-reviewed and ap-
proved by two independent reviewers for publishing.

 
We thank all the authors, reviewers, members of the Editorial Bord 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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DEMAND SIDE CONSTRAINTS TO SME ACCESS TO 
EXTERNAL FINANCE: EVIDENCE FROM SURVEY OF 
MANUFACTURING FIRMS IN ETHIOPIA

Ashenafi Beyene Fanta, PhD
Department of Finance, Risk management and Banking,  
University of South Africa, Pretoria, South Africa 
fantaab@unisa.ac.za; ashenafizb@gmail.com

ABSTRACT
Small and medium enterprises (SMEs) are financially constrained due to de-

mand side and supply side factors. Most studies emphasize on the supply side con-
straints, paying less attention to the demand side constraints that arise from SME 
inherent characteristics. This paper aims at describing characteristics of SMEs and 
identifying attributes that hinder their access to external finance. To this end, sur-
vey of 102 randomly selected firms from the Ethiopian manufacturing sector was 
conducted. We find that most SMEs are characterized by having a few or no colla-
teralizeable fixed assets. Examination of owner’s willingness to admit a new par-
tner as a means of expanding capital base revealed that most SME owners exhibit 
aversion towards selling ownership control. This shows that, contrary to conventi-
onal view, aversion towards relinquishing ownership interest increases with size. 
In terms of financial transparency, we found that most small firms are not accusto-
med to keeping books of accounts. In general, we found that firm characteristics 
and owner perceptions are partly responsible for SMEs limited access to external 
finance.

Key words:  SMEs, Ethiopia, Bank credit, manufacturing.
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1. INTRODUCTION

The question of what determines SME access to external finance is an on-
going matter of theoretical and empirical investigation. Quite a lot of stud-
ies have been conducted aiming at unraveling impediments to SME access to 
credit. Closer examination of array of empirical studies reveals that the prob-
lems are in fact multifaceted and differ across economies. Although not fun-
damentally varied, studies in advanced economies, emerging markets, and 
developing countries imply that a homogenous solution is unlikely to work 
across countries. This is mainly due to the fact that the nature of the SME sec-
tor, level of economic development, and status of financial intermediary sys-
tem differs across countries, giving rise to differences in the type and intensity 
of factors that impede SME access to finance. Divergence in the factors that 
drive SME financing problems calls for a closer look at country case studies. 
The existing empirical literature is fragmented and hence setting up a frame-
work helps in easily grasping the types of restraints that prevail in a particular 
economy, hence this paper.  

Based on review of the extant literature, we characterize the SME sector 
using attributes that can reasonably be classified into size-related, owner-at-
titude related, and financial-transparency related factors. Size-related factors 
arise from smallness of firms in the sector. Because of their smallness, SMEs 
resources are dominated more by liquid assets and less by fixed resources that 
can potentially be used as collateral. Besides, the amount of loan they demand 
is often not large enough to be attractive to lenders. In addition, owner-atti-
tude related factors involve factors that have to do with the owner’s disposi-
tion towards partial relinquishment of ownership control. From owner-attitude 
view point, SME ownership is mostly limited within a sole proprietor, family, 
or friendship group that often repels an outsider. Strikingly, the repulsion be-
comes stronger when ownership is limited within family group. The other most 
important attribute has to do with financial transparency. Most of the small 
firms are managed by the owner and depend on the wisdom and businesses 
experience of the major owner, hence very few see benefit in maintaining fi-
nancial records as a basis of business decision. Consequently, financial opacity 
is among their distinguishing characteristics. 

The rest of the article is organized as follows. Section 2 presents credit con-
straining characteristics SMEs based on existing literature.  Section 3 describes 
the survey and methodology. Section 4 presents the results and the last sec-
tion concludes.   
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2. CREDIT CONSTRAINING CHARACTERISTICS OF SMES 

The existing body of literature shows that, besides constraints imposed 
by the financial intermediary system, SME own inherent characteristics partly 
contribute towards their problem in accessing external finance. We classify 
these characteristics into three categories as size-related, owner related, and 
financial transparency related. The three categories differ in terms of suscep-
tibility to reform. For instance, while size-related characteristics are inherent 
and can hardly be improved, owner-related and financial-transparency related 
attributes can be altered by reforming ownership structure and by enhancing 
the quality of their books of accounts. In the ensuing paragraphs, we summa-
rize the existing empirical work in the stated areas.

Country case studies converge to the view that SMEs across economies 
share a common attribute. The first of these attributes is related to their size. 
Because SMEs are smaller, they rely less on capital and hence have relatively 
lower investment in physical assets that can be used as collateral for a bank 
loan. Besides, they transact in amounts that may not be large enough to at-
tract lenders. Besides, SMEs are mostly established by a sole proprietor or a 
small group of friends or family members to whom an outsider is less wel-
comed. They therefore do not like to sell ownership interest in fear of inviting 
an outsider, and this constrains their ability to raise external finance, and in the 
absence of equity capital, SMEs become more desperate to get a bank loan. 
Moreover, lack of financial transparency, caused by absence of system of books 
of accounts, further limits their ability in accessing external finance.  

2.1 TRANSACTION MAGNITUDE

Employment of capital at a lower magnitude is the primary reasons for 
their smallness. This is also among the factors that encourage establishment 
of small businesses, because such firms can be set up without requiring large 
investment in physical assets. While SMEs generally have large portion of their 
resources in the form of current assets (Teruel & Solano, 2007) they have few 
fixed assets that can be potentially pledged as collateral for a bank loan. Exces-
sive liquidity is more prevalent in the sector. This typical characteristic of SMEs 
restrains their ability to access credit, especially where the financial intermedi-
ary heavily relies on tangible assets as a security for a loan. In fact, SME access 
to credit can be eased where current assets such as merchandise inventory are 
accepted as a security. Even then such a loan is so small that it can hardly be 
used for financing expansion, and used only in supplementing their operating 
cash flow requirements. Consequently, absence of large collateralizable asset 
base, in a collateral backed lending environment, limits their ability to obtain 
a loan. 
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Because of their size, the value of transactions SMEs execute is small in 
magnitude (Vandenberg, 2003), leading to higher transaction cost. They ap-
ply for relatively smaller amount of bank loan. Banks, on the other hand, pre-
fer loans that are large enough to generate income that covers administrative 
costs and allow a profit. Banks therefore consider SME loans less profitable and 
find little incentive in lending to them, and when extending credit they charge 
higher interest. In the worst case, they set a minimum loan size, beyond what 
SMEs can afford, thereby cleverly excluding SME lending.

2.2 AVERSION TOWARDS DILUTION OF OWNERSHIP INTEREST

Most SMEs are established within family or friendship group. Theory pre-
dicts that insider sales of ownership interest tends to convey bad news as they 
suggest a dwindling of insider’s incentives and a lack of insider confidence 
on business prospect (Livingston, 2007). Empirical studies, however, show that 
SME operators dislike selling interest to avoid monitoring by outsiders. Be-
sides, the founder may derive utility from his ability to “exercise authority, dic-
tate strategy, and choose which investments the firm will undertake” (Schulze 
et al, 2003:179). The controlling managers in small firms exhibit a good deal of 
apparently defensive behavior and as reported by Livingston(2007), manag-
ers in firms with substantial family involvement tend to hold higher stakes in 
their firms and are less likely to break them up.  Wu et al (2007) in their sur-
vey of family businesses, found that financing decisions of family firms involve 
a trade-off between family control and the pursuit of growth opportunities. 
They also show that a highly levered capital structure or limiting growth allows 
the family firm to maintain control and pursue complex objectives. In addition, 
family involvement decreases the use of monitoring by both the board and 
non-family financial managers.

The fact that SME operators detest dilution of control often limits their 
financing ability and also their growth. Independence and control are often 
considered the primary reasons for the differences in SME financial behavior 
compared to what might be expected from the publicly listed firms. According 
to Vos et al (2007) SMEs exhibit signs of financial contentment, showing that 
SME owners like to sustain their firm and do not seek growth beyond their 
ability to control. They claim that financial contentment as a financing pattern 
describes much of the SME sector. SMEs seeking growth, however, participate 
more in the external capital markets than those not seeking growth. Small firm 
owner’s control averse behaviour limits SME financing alternatives increasing 
their reliance on bank credit. This is confirmed by Carey & Flynn (2005) who 
found that there is a high degree of Irish SME dependence on banks as a source 
of funding.
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2.3 FINANCIAL TRANSPARENCY

Financial transparency is important in the credit market, be it debt or equi-
ty market. Investors and creditors want to get as much information as possible 
about the firm whose share they buy or to which they extend credit. Banks re-
quire borrowers’ financial information before making a credit decision. If a bor-
rower is unable to present financial statement, either the loan application is 
rejected or higher interest is charged based on the presumption that it is risky.

SME are non-transparent (Pissarides, 1999), and their informational opac-
ity further exacerbates their problem in accessing credit. Two reasons have 
been forwarded: most SMEs do not have an accounting system in place to al-
low production of credible financial reports. Second, even those with an ac-
counting system may elect to stay opaque in order to evade tax. 

3. DESCRIPTION OF THE SURVEY AND METHODOLOGY 

The survey was conducted covering  randomly selected sample of 102 
manufacturing SMEs operating in Addis Ababa, the capital that hosts nearly 
one half of manufacturing SMEs. The sample was drawn from manufacturing 
enterprise directory obtained from the Ethiopian Central Statistical Authority 
(ECSA). We define SMEs ,by taking into account international experience, the 
level of economic development of the country, the size of average manufac-
turing firm relative to firms in other industries as firms using automated manu-
facturing process employing between 10 to 150 workers and having capital 
over the range of ETB 50,000 (approximately €3,000) to ETB 15 million (approx 
€900,000). Based on the foregoing definition, we identified 784 SMEs out of 
1,138 manufacturing firms in the country in 2006.

We established a sampling frame by narrowing the population of SMEs 
down to 375 firms operating in Addis Ababa, the capital. The firms are strati-
fied into 10 industrial classes. The sample was drawn from each stratum on 
a random basis, and eventually 120 firms were selected for survey. However, 
only 102 firms were approached due to lack of willingness to participate or 
absence of the owner for the rest. Industrial composition of firms in the sample 
is as follows: Food products and beverages (31.4%), wearing apparel (5%), Tan-
ning and dressing of leather; manufacture of footwear, luggage and handbags 
(7.8%), paper products and printing (15.7%), chemical and chemical products 
(5%), Rubber and plastic products (6.9%), Non-metalic mineral products (5.9%), 
fabricated metal products (2.9%), machinery and equipment (7.8%), and Furni-
ture (11.8%). The sample represents 27.2% of manufacturing SMEs operating 
in the capital. The survey was conducted using a door-to-door self-complete 
questionnaire filled by SME owners. The response rate is 85%, and hence we 
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believe the survey outcome is clean from non-response bias. A cross sectional 
data were generated from survey that comprises responses of each SME op-
erator on financing startup, working capital, and growth. The cross sectional 
data were analyzed using descriptive statistics.  

4. THE RESULTS

In this section, we describe the Ethiopian manufacturing SMEs using sur-
vey data. SMEs are described based on their asset structure, owner’s willing-
ness to relinquish control interest, and financial transparency.

4.1 ASSET STRUCTURE

Due to absence of reliable financial information useful in determining 
the value of fixed assets owned by the firms we resorted to using the status 
of non-residential buildings1 wherein the firms conducts business. The non- 
residential buildings are either owned by the firm or rented. We justify the use 
of non-residential buildings as a proxy for fixed assets based on the fact that 
banks in the country see real estate as the most reliable asset to accept as col-
lateral. As depicted in figure 1 below, while most of the small-sized firms use 
rented buildings as their place of business, medium-sized ones have their own 
buildings, implying a direct correlation between ownership of non-residential 
buildings and size, and indirect correlation between using a rented building 
and size. However, it has to be noted that in countries where there is a weak 
property right, ownership of a non-residential building per se does not guar-
antee better access to bank credit. A mere ownership of property without pos-
sessing ownership title is not sufficient in the eyes of lenders because some of 
them may not qualify as collateral owing to technical and legal reasons.   

1  Real estate serves as the primary collateral in the credit market in the country. Although there is no organized 
real estate market, banks have value of buildings assessed by a team of experts. 
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  Figure 1:  Ownership of non-residential building versus size
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Dissecting the firms into different ownership groups gives a further insight 
into the distribution of property ownership across different ownership forms.  
As depicted in Figure 2, sole proprietors are the primary owners and renters of 
non-residential buildings, followed by privately limited companies (PLCs). Sole 
proprietor’s predominance reveals the fact that ownership of most of the SMEs 
is confined to a single individual. Per our survey results, even the PLCs are former 
sole proprietorship businesses reformed into such structure by encompassing 
family members of the sole proprietor. This, according to some of our respond-
ents, is intended to formalize management of the firm by enhancing commit-
ment of all the members. Besides, organizing it in such a manner relieves the 
family group from entering into a battle over inheritance upon death of the prin-
cipal owner. Figure 2 also reveals additional fact that while more sole proprietors 
rent than own a building to carry out business, more PLCs and partnerships own 
than renting. One can imply that as ownership form changes from sole proprie-
tor to partnership and PLCs, the tendency of owning a non-residential build-
ing increases, leading to a conjecture that re-formation of a firm gives rise to its 
growth, or at least accompanies it. In general, consistent with existing empirical 
evidence SMEs have few fixed asset in their structure delimiting their ability to 
raise bank credit where lending is mostly backed by collateral.



8

Journal of Accounting and Management

Figure 2:  Non-residential building status by ownership forms

0% 

10% 

20% 

30% 

40% 

50% 

60% 

70% 

Sole propr PLC Partnership Cooperative Others 

%
 o

f f
ir

m
s 

 

ownership form 

Private 

Rented 

Source: Survey

4.2 WILLINGNESS TO RELINQUISH CONTROL INTEREST

We inquired SME owners whether they are willing to sale ownership inter-
est in order to raise capital. We summarized the responses by size, ownership 
form and age. Age is measured using regime in which the firm was established. 
At an aggregate level, the response shows that while 60% of firms replied ”No” 
only 40% replied “Yes”, implying that there is general resistance towards re-
linquishment of ownership interest. As shown in figure 3, owners of small-
sized firms show more interest in selling control interest than those that own 
medium-sized firms, implying that as firms grow bigger so does their resist-
ance to welcome an outsider. Contrary to conventional view, smaller firms are 
relatively more open to outsiders. This may be explained based on the ground 
that they have a more serious financing challenge than medium sized ones. 
Besides, medium firms might be established within family or friendship group 
where a question of whether to include an outsider is a matter of a collective 
decision whereas in small firms it solely rests upon a single proprietor.
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Figure 3:  Willingness to sale control interest by size
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A look at owner’s inclination towards relinquishing control interest across 
ownership forms gives as insight into its pattern determined by a change in 
form of ownership. As depicted in figure 3, most of sole proprietors are willing 
to relinquish control while a few PLC owners are willing to do so. This con-
firms our earlier conjecture that most small enterprises are operated by a sole 
proprietor whereas most of the medium sized ones are partnerships or PLCs. 
A “Yes” response by most sole proprietors can be regarded as signal of their 
desperation in accessing external finance despite a potential decline in exer-
cising exclusive control over company affairs. In contrast, a lower degree of 
willingness by partnership and PLC owners implies that the financing problem 
they face is not so serious as to compel them to abandon an inherent aver-
sion against an outsider. The general implication of the foregoing discussion 
is therefore that the intensity of financing problem in the country falls as firms 
grow in size. However, we like to make a caveat that any contentment on the 
side of medium sized firms owners about company size can lead to resent-
ment of an outsider, even where there is no improvement in financial access. 
We have come to understand in our discussion with owners that a decision of 
whether to admit an outsider has a tradeoff between the newcomer’s business 
skill and additional capital on the one hand and the possibility of conflict of 
interest that may ultimately grow so much as to bring the firm into closure on 
the other hand. 
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Figure 4:  Willingness to sale control interest by ownership form
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To see if a decision to admit an outsider is determined by age of a firm 
and the regime in which it was established, we also analyzed owner’s willing-
ness across companies of different ages. We established three age categories 
as those established during the imperial regime (the oldest), the socialist re-
gime (medium), and the post reform period (the youngest). As shown in ta-
ble 2, while majority of imperial regime and post-reform regime firm owners do 
not show interest in selling control interest, two-thirds of socialist regime firm 
owners expressed willingness to admit an outsider. One possible explanation 
for the attitudinal convergence of imperial regime and post-reform firm owners 
is the fact that the two periods witnessed unfettered growth of the private sec-
tor. In contrast, the socialist regime was the least favorable for private sector 
development, and quite significant portion of the economy was controlled by 
the government. Private investment took only the form of cooperatives, pro-
moted by the government but with a lot of restraints. 

The best alternative explanation is that entrepreneurs who set up their 
firms during the socialist regime have the experience of working in coopera-
tives and hence do not have the apprehension towards sharing ownership in-
terest. On the other hand, private businesses that flourished during imperial 
regime and post reform period owing to commitment of the state towards 
promotion of the private sector did not have to set up cooperatives to un-
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dertake business activities. They rather had the chance to establish solely run 
firms, without seeking a partner. This in turn gave them the leeway in easily 
setting up a business concern, while at the same time denying them a chance 
to experience working with others.          

Table 2  Willingness to sell control interest by period of establishment

Period of establishment

Are you willing to sell control 
interest? Total

Yes No

Post reform period (Youngest) 23(52%) 39(48%) 44

Socialist regime (Medium) 14(67%) 7(33%) 21

Imperial regime (Oldest) 5(28%) 13(72%) 18

Source: Survey 

4.3 FINANCIAL TRANSPARENCY

Informational opacity is among SMEs attributes that are considered to de-
ter their access to formal credit. Lack of financial transparency gives rise to 
exclusion of the sector from the credit market as it aggravates adverse selec-
tion and moral hazard-caused by asymmetric information between the lender 
and borrower. When lending is based on data supplied through financial state-
ments, firms that cannot produce independently vouched statements are de-
nied credit. We describe extent of financial transparency on the basis of our 
survey on the type of financial data they keep, and present results across size 
and ownership group. While 68% of the firms have a full-fledged system of 
accounting in place capable of producing standard financial statements, 13% 
have only a record on revenue and expenses in a less professional way, and 
19% do not have any kind of record other than sequentially filled vouchers and 
receipts used to produce statements once a year by accounting consultants. 

A look at figure 5 reveals that financial transparency is inversely correlated 
with size. Medium-sized enterprises are more transparent than smaller ones. 
While virtually all medium enterprises have a full-fledged accounting system, 
majority of small firms either have only list of revenue and expenditure or 
have no record at all. In our attempt to understand the reason behind finan-
cial opacity in smaller firms, we inquired small firm owners with no books of 
account to justify it. We came to realize that most of them saw no compelling 
reason to maintain accounting records owing to lack of education and simplic-
ity of their transactions. Those that keep books of accounts do so primarily for 
the purpose of fulfilling tax agency requirements, and its usefulness in busi-
ness decision making is secondary.     
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Figure 5:   Financial transparency by size class
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A look at the disparity in financial transparency across different ownership 
categories gives an insight into the relation between transparency and own-
ership form. Of those that do not have any books of accounts2, sole proprie-
tors account for 90%, and majority of PLCs have full-fledged system of records, 
mainly driven by the law that compels such firms to keep standardized system 
of financial information. For most PLC owners using financial statements in the 
decision making process is only secondary, the primary reason being fulfilling 
legal requirements. Very few of them see the benefit of producing financial 
statements in enhancing their chance to secure bank credit. In fact, banks re-
quire financial statements as part of a loan application, but use it only as a 
mechanism for ensuring financial prospects. Financial statements are not used 
to circumvent collateral requirement, nor is it used in negotiating more favora-
ble terms with the lender. They are only part of the formality in applying for a 
loan. The amount and cost of loan is determined primarily based on strength 
of the collateral. In general, despite the existing evidence that SME opacity 
limits their access to bank loan, financial statements are of little use in loan de-
cisions in the Ethiopian credit market, and hence financially transparent firms 
have no perceptible advantage in accessing loan over those that are not.   

2  Firms with incomplete or no accounting records are often smaller in size and hence fall under category of tax 
payers whose tax liability is predetermined by the authorities. It means they pay a fixed sum.   
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Figure 6:  Financial transparency by form of ownership
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5. CONCLUSIONS

Studies on SME financing emphasize more on the supply side constraints, 
giving less regard to SME inherent characteristics that often impede their ac-
cess to credit. This paper aims at describing characteristics of SMEs with the 
view to identify attributes that hinder their access to external finance. To this 
end, survey of 102 randomly selected firms from the Ethiopian manufacturing 
sector was made. We find that the asset structure of most SMEs is character-
ized by a few or no collateralizeable fixed assets. Most small firms do not own 
the property where they conduct business, they rather use rented offices. The 
likelihood of owning a business premise increases with size. Examination of 
owner’s willingness to admit a new partner as a means of expanding capital 
base revealed that most SME owners exhibit aversion towards selling owner-
ship control. Owners of medium sized firms exhibit greater resistance to sell 
ownership interest than smaller firms. This shows that, contrary to convention-
al view, aversion towards relinquishing ownership interest increases with size. 
In terms of financial transparency, we found that most small firms do not keep 
books of accounts, and the likelihood of keeping books increases with size.   
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Ashenafi Beyene Fanta, PhD   DEMAND SIDE CONSTRAINTS TO SME ACCESS  
TO EXTERNAL FINANCE: EVIDENCE FROM SURVEY OF MANUFACTURING FIRMS IN ETHIOPIA

OGRANIČENJA U PRISTUPU VANJSKOM FINANCIRANJU MALIH I 
SREDNJIH PODUZEĆA. PRIMJER PROIZVODNIH TVRTKI U ETOIPIJI

SAŽETAK RADA
Mala i srednje velika poduzeća financijski su ograničena zbog čimbenika po-

nude i potražnje.
 Većina studija naglašava ograničenja faktora ponude ne obraćajući pažnju na  

ograničenu potražnju koja proizlazi iz prirođenih svojstava malih i srednjih poduze-
ća. U radu se opisuju obilježja malih i srednjih poduzeća i identificiraju atributi koji 
koče njihov pristup vanjskim financijama. U tom je smislu provedeno istraživanje 
na 102 nasumično odabranih tvrtki iz etiopskog proizvodnog sektora. Ustanovili 
smo da većinu malih i srednjih poduzeća karakterizira nedostatak instrumenata 
osiguranja dugotrajne imovine. Ispitivanje spremnosti vlasnika na udruživanje s 
novim partnerom kao sredstvo širenja osnovnog  kapitala pokazalo je da većina 
vlasnika malih i srednjih poduzeća negativno reagira na gubljenje vlasničke kon-
trole, u čemu prednjače vlasnici tvrtki srednje veličine nad vlasnicima malih tvrtki.

To pokazuje da se, za razliku od konvencionalnog stajališta, averzija prema gu-
bljenju vlasničkog udjela povećava s rastom tvrtke. 

U smislu financijske transparentnosti, otkrili smo da većina malih poduzeća ne 
vodi poslovne knjige. Općenito, otkrili smo da su obilježja tvrtke te percepcija vla-
snika iste djelomično odgovorni za ograničen pristup malih i srednjim poduzeća 
vanjskom financiranju.

Ključne riječi:   mala i srednja poduzeća, Etiopija, bankovni krediti, proizvodnja, 
financiranje.
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ABSTRACT
Industrial production is an important indicator of future trends in each of the 

economy including the Croatian economy. On the other hand, as a preceding fac-
tor of the economy dynamics changes, the equity indices of the capital market can 
be used. Due to different considerations and interpretations of their mutual ini-
tial causation, the paper analyzes the interdependence between the main index 
Croatian capital market CROBEX and indicators of total industrial production of the 
Republic of Croatian. Also, in the model was introduced exchange parity euro/kuna 
as an additional variable rate which is considered to have a significant influence 
on the competitiveness of the Croatian economy, as well as the capital market. The 
theoretical premise about the interaction of the foreign exchange rate and capital 
markets has been considered in the context of the “flow-oriented” and “stock-ori-
ented” model. Aiming to determine the interdependence between aforementio-
ned variables, the analysis was carried out using the vector autoregression model 
(VAR). The Granger causality test was conducted as part of the VAR model, as well 
as the decomposition of variance in future periods and the impulse response func-
tion of relevant variables. The results of analysis indicate the existence of causality 
of the exchange rate to the index of industrial production, as well as the existence 
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of causality of the index of industrial production to CROBEX index.

Keywords:  VAR model, causality, industrial production, CROBEX, the ex-
change rate.

1. INTRODUCTION AND MOTIVATION

In the wider economic literature it is common opinion that interdepend-
ence of certain macroeconomic variables that represent the financial market 
are not strictly defined. The reason is cited a number of factors: time of obser-
vation, selection of analysis model, monetary policy that is carried out, eco-
nomic development degree of individual countries, changes in the structure 
of economic and social organization that undergo the transition countries, and 
which are characterized by the underdevelopment of the financial system. The 
existing domestic researches, such as Sajter and Ćorić (2009), Tomić et al. (2014) 
indicate a high degree of correlation between the US and Europe, and the Cro-
atian capital market, partly due to industrial-financial coherency of the United 
States and Europe, and partly because of the influence of psychological factors 
on the behavior of the individual, respectively the behavioral finance notion. 
However, the assumption is that the value changes of some observed market 
depends not exclusively on the changes of value the leading foreign markets. 
Opposed to developed markets, considerable number of research were car-
ried out about impact of macroeconomic variables on the value changes of 
the share market, in Croatia there is very small number of research on this or a 
similar topic. Therefore, the study of causality between macro indicators and 
stock markets index, contributes significantly to the wider scientific commu-
nity in Croatia, also through a practical approach, taking into consideration 
the results of new research. Considering that the study analyzes the intercon-
nection between the index volume of total industrial production, the CROBEX 
index as trend value indicator of the capital market and middle exchange rate 
of the euro against the kuna, the following briefly describes the theoretical as-
sumptions of the interdependence between these variables.

Classical economic theory assumes the interaction between the stock 
prices and foreign exchange rates in two basic models: the “flow-oriented” and 
“stock-oriented” model. The first model assumes that the foreign exchange rate 
can affect the market value of the shares (Dornbusch and Fisher, 1980). The do-
mestic capital market reacts to the EUR/USD parity value for several reasons. 
As the most important reason, the competitiveness of the economy is alleged, 
ie. appreciation or depreciation of the kuna against the euro. In general, in-
crease of one currency value in terms of another opens more economic ques-
tions in relation to whether the economy is more import or export oriented. If 
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joint-stock companies imports more goods as basic inputs for their products, 
depreciation of the domestic currency could result with higher operating costs 
which consequently can reduce the value of their shares. Further, in case of 
currency appreciation, the situation is reversed, and that the final outcome 
could be value increase stock shares. On the other hand, it can be set the op-
posite hypothesis which due to the depreciation of the kuna assumed revenue 
growth export-oriented companies, and value increase of their stock shares. 
Also, if appreciation of the local currency happened, it can mean a reduction 
in their business activities and ultimately lower value of their shares on the 
secondary market.

The second, “stock-oriented” model, based on the inverse assumption, sug-
gests that the stock market can affect the exchange rate value (Branson et al., 
1977). The assumption is that the increase of domestic shares value may lead 
to appreciation of the domestic currency for two reasons. First reason is that 
the rise of domestic stocks prices attracts new investments. Investors, owners 
internationally diversified portfolio, simultaneous sale foreign shares in foreign 
currencies and buying domestic shares in the domestic currency, where high 
demand for domestic currency causes its appreciation. The second reason is that 
the increase of shares value can be an indicator of positive changes in the econ-
omy trends, which again leads to higher investor demand for domestic currency, 
which results with higher market interest rates. Higher interest rates attracts for-
eign capital and increases demand for domestic currency because international 
funds transferring requires currency conversion, which ultimately causes curren-
cy appreciation. Of course, here are placed and reverse hypothesis which says 
that in case of fall in share prices investors will sell domestic shares, which will 
lead to the exchange rate depreciation. Finally, the hypothesis of the existence 
of causality between the capital market and foreign exchange rate does not ex-
ist. This is explained by the fact that the rate represents the cost of property and 
its price is determined by its movement in the future (Muhammad and Rasheed, 
2002). Therefore, future events will affect the current exchange rate movement, 
and these events can be completely different from those that affect the move-
ment of stock prices. In this case the relationship between stock prices and the 
exchange rate may not exist (Benazić, 2008).

The theoretical assumptions about interrelation between the CROBEX in-
dex and the industrial production index can be described in several ways. In 
fact, the equity indices are recognized as a very good leading indicator of real 
aggregate activity, and usually come as a leading (lead) variable in models. This 
becomes particularly evident in developed capital markets. For example, when 
reduction of real activity is expected in the future, investors expect weaker 
business results of companies.
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The consequence of weaker performance is reflected in smaller dividends, 
which ultimately results in lower stock prices1. On the other hand, small open 
economies such as Croatian, with poorly developed financial market, are ex-
tremely susceptible to outside influences. Accordingly, it is difficult to expect 
that the index CROBEX to be leading factor to dynamic changes of domestic 
economic indicators. If causation exists between the CROBEX index and the 
index of total production, it is expected that the causation goes from the pro-
duction index direction towards the capital market.

Finally, the theoretical assumption of causality between the exchange rate 
EUR/USD and industrial production index has been described in the context 
of the “flow-oriented” model, respectively through competitiveness economy 
changes that comes to the fore in the case of the exchange rate changes in 
direction that corresponds to the import or export oriented enterprises. Due 
to the large number of research, the results of relevant studies is following, and 
briefly describing the considerations of recent date that are served as indica-
tors for the selection of independent variables in the analysis.

1.1 PREVIOUS RESEARCH

Different studies provide conflicting results, one of the reasons are speci-
fications of a certain markets, due to different model specifications, as well as 
selection of variables in model; Cheung and Ng (1998) are thinking that con-
flicting results of a similar studies in different countries are due to differences 
in investor’s perception about monetary policy of a certain country. Further-
more, Ramasamy and Yeung (2005) cite that reasons for conflicting results are 
wider economic factors such as the level of development and changes in the 
structure of economic system of a certain country, including the capital mar-
ket. According to these results, and considering differences in social systems, 
an important factor in the analysis represents the time period in which the 
analysis is carried out.

Before overview of new researches, worth mentioning is some considera-
tion of the first studies regarding relationship between macroeconomic factors 
and the equity markets, such as Fama (1981), Fama and French (1989), Ferson 
and Harvey (1991). It can be concluded that, in all above mentioned studies 
a significant relationship has demonstrated between the capital markets of a 
certain macroeconomic indicators, such as industrial production, inflation, in-
terest rates, the yield curve and the risk premium.

1  More about the stock market indexes as indicators of overall real economic activity see: Kunovac (2011).
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New studies by Dilrukshan and Simpson (2009) conducted in Australia are 
about interaction between the value of the shares and the value of the Austra-
lian dollar against the US dollar by testing the relationship through the “flow-
oriented” and “portfolio balance” models. Results point to “portfolio balance” 
model, respectively suggest that changes of value of the Australian capital 
market have effect on changes of value of the Australian dollar exchange rate. 
Furthermore, by applying multivariate VAR model, Phyllis (2010) affirms that 
there is a causal link between the Greek stock market and industrial produc-
tion during the period from January 1996 to June 2008. Masuduzzaman (2012) 
using the VECM model2 proves the link between share prices and macroeco-
nomic indicators for Germany and the UK. Research in the United States and 
Japan were conducted by Humpe and Macmillan (2009), based on which they 
determine positive correlation between the share price with industrial produc-
tion, but negative correlation with inflation and long-term interest rates in the 
US, while in Japan, it was determined positive correlation between stock mar-
ket and industrial production, but a negative link between the stock market 
and money supply.

In Croatia Vizek (2006) examines impact of monetary policy implementa-
tion on the real sector by using the VECM model, which is presented as an 
index of industrial production. Results indicate that depreciation of the kuna 
against euro will cause a decrease of industrial production in the long term, 
while long term appreciation of the kuna causes expansion in industrial ac-
tivity. This result indicates that the relationship between the exchange rate 
and industrial production was not in line with the fundamental economic 
assumptions which suggests that the depreciation of the exchange rate will 
have a positive impact on industrial production. Also, Benazić (2008) using the 
VECM model analyzes connection between the stock prices and real effective 
exchange rate. Long term analysis indicates that increase of stock prices will 
lead to appreciation of the exchange rate, while in short term analysis impact 
of share prices on the exchange rate is almost insignificant. Impulse response 
analysis showed that increase of share prices will affect to the exchange rate 
appreciation while the exchange rate appreciation will lead to instantaneous 
decline of stock prices along their growth just seven quarters after the shock 
occurrence. Given previous research conducted in Croatia, contribution of this 
study is reflected through formal examination of causality existence between 
the industrial production index, as a leading indicator of economy state and 
the leading national indexes of the CROBEX capital market.

2  engl. Vector Error Correction Model.
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2.  METHODOLOGY AND SELECTION OF VARIABLE 
OBSERVATION

In this paper for the purpose of analysis there were used three time series data ex-
pressed on a monthly basis: the industrial production index (PRODUCTION), the main 
national equity index (CROBEX) and the average middle exchange rate value of the 
euro against the kuna (EUR)3. Unlike previous studies, the time interval used in this 
paper is past 17 years, from 1 January 1998 to 31 December 2014. Considering that 
the purpose of analyze is causality between selected variables, the best selection of 
variables that presents the Croatian economy should be GDP indicator. However, the 
index of total industrial production as a measure of GDP was used in this paper, be-
cause the GDP figures are reported on a quarterly basis. Also, the CROBEX variable 
was expressed as monthly average value, because the exchange rate value was also 
expressed as the average. In order to make a visual inspection of common dynamic 
variables of interest and determine potential unsteadiness or co-integration between 
them, the following shows the variables movement in levels and in their first differ-
ences4, according to Figure 1.5

Picture 1.:  Comparative overview of the time series variables CROBEX, PRODUC-
TION and EUR time series in levels (left), comparative overview of 
their first differences (right)

!!!!!!!!!!!!!!!!

EUR 
    

Source: made by authors

3  Input data sources were provided by monthly reports of the Central Bureau of Statistics (PRODUCTION 
variable), monthly bulletins of the Croatian National Bank (EUR variable), as well as the Zagreb Stock 
Exchange (CROBEX variable)

4  Because of better statistical properties, the variables were differentiated by using logarithms, respectively 
they were expressed as series of natural logarithms using: ( Pit )Pit-1

 , where:  ln – natural logarithm, Pit – 
variable value i in time t,  Pit-1– variable value i in time t – 1 

5  Results obtained by the analysis of non-stationary time series could lead to wrong interpretation of results 
and creating a false assumptions about representativeness of the model Benazić (2008)
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All variables indicates the existence of trend, ie. do not exhibit a tendency 
of returning to its average value in levels, in contrast to their differentiated 
values where it is apparent that the values range around its average. Dynam-
ics of movements between EUR variables and CROBEX variables shows no 
tendency of cointegration. On the other hand, the dynamics of movements 
between CROBEX and PROIZVODNJA variables suggests that between them 
could be a long-term connection. Considering this type of variable dynam-
ics, before the VAR model implementation, in the paper is carried out formal 
testing of time series data properties on stationarity, respectively integration 
using the unit root tests, ie. the expanded Dickey-Fuller test (ADF test), (Dickey 
and Fuller, 1979). Results of ADF test - Table 1, indicate that the variables are 
non-stationary ie. integrated of order one I (1). Accordingly, the paper is car-
ried out, Johansen test of cointegration in order to formal examine their long-
term equilibrium of relationship in levels, ie. the residuals stationarity of their 
regression (Johansen, 1988; 1991), (Johansen and Juselius, 1992). Hereinafter 
of this paper, with the aim of establishing mutual causality between the vari-
ables, is carried out a VAR model. The VAR model creates endogenous variable 
of all observed data series e = (x, y, z)’, and as such is suitable for analysis of the 
interdependence of important macroeconomic variables. There are two main 
applications of the VAR methodology: during the economic theories testing 
and in the dynamics of the phenomenon analysis (Jošić and Jošić, 2011). The 
standard Granger causality test, orthogonal variance decomposition of fore-
cast errors (eng. Decomposition of Variance - DVC), and Impulse-Response 
function Analysis (eng. Impulse Response Function - IRF) was processed within 
the VAR methodology.

3. RESULTS OF ECONOMETRIC ANALYSIS

Table 1. shows results of the ADF test of selected variables in levels and 
their first differences. Variables expressed in levels do not meet the require-
ment of stationarity because values of ADF test are not less than the critical 
value, suggesting that there is a positive correlation between the residuals of 
regression variables. After differentiation of variables, the value of ADF test are 
lower than the critical value which indicates that the variables are stationary 
or integrated of order I (1).
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Table 1.:  Results of ADF unit root test (constant and trend included)

Variable
Critical values of ADF test

Level First difference
1% 5% 10%

CROBEX -3,99 -3,43 -3,13 -1,7652 -8,7158
PRODUCTION -3,99 -3,43 -3,13 -1,4901 -8,4618
EUR -3,99 -3,43 -3,13 -2,6546 -9,7076

The critical value of the ADF test were taken from Hamilton (1994) and Dickey and Fuller (1981). 
Optimal number of lags in the model were determined according to Bayes „BIC“ information 
criterion and it is 1 for all variables. 
Source: made by authors

After testing of stationarity, we carried out a formal test of long term equi-
librium relationship existence between the observed variables, respectively 
cointegration. A prerequisite for number of cointegration vectors determina-
tion is selection of optimal lag number models (Benazić, 2006). Four criteria 
were used in this paper in purpose of determining the optimal lag number 
models: Akaiake information criterion - AIC, Hannan - Quinn information crite-
rion - HQ, Schwarz information criterion - SC, Final prediction error - FPE. Dif-
ferent criteria yielded with different results, as shown in Table 2. However, Liew 
(2004) proves in his work that the HQ and SC criteria give better results on a 
sample more than 60 observations. Since in this paper the length of sample is 
204 observations, the optimal lag number is determined to HQ and SC criteria, 
so the chosen number of lags is 2.

Table 2:  Length of optimal lag number according to various criteria – variable 
in levels

Criterions AIC HQ SC FPE
Optimal lag number 3 2 2 3

Source: made by authors

After determining the lag number, authors were accessed testing of varia-
bles expressed in levels on existences of cointegrating vectors between them. 
Testing was conducted on a test size: λ trace – test traceability matrix, and the 
size of the test: λ max – the maximal-eigenvaalue test. λ trace traceability test test-
ing the null hypothesis that the number of cointegrating vectors is less than or 
equal to r against the alternative hypothesis. On the other hand, λ max statistic 
test testing the null hypothesis that the number of cointegrating vectors is 
equal to r, against alternative r + l (Jošić and Jošić, 2011). Cointegrating test 
results are shown in Table 3.
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Table 3:  Results of Johansen method – determining number of cointegrating 
vectors

Number of 
cointegrating vectors Eigenvalue λ trace statistics Critical value λ max statistics Critical 

value
0 0,0439 0,06 8,18 0,06 8,18
1 0,0227 4,68 17,95 4,62 14,90
2 0,0003 13,71 31,52 9,03 21,07

Critical values of the test for the statistical significance of 5% were taken from Osterwald-Le-
num, M. (1992). The model excludes the constant and trend from the calculation. 
Source: made by authors

Given that the value of the test are less than the critical value, it can be 
concluded that there is no long term connection between dynamics of the se-
lected variables in levels, therefore the analysis continues with the VAR model 
and variables in their first differences. However, before running the VAR model, 
it is necessary to determine the optimal number of lags using previously de-
scribed information criteria, in accordance with Table 4.

Table 4:  Length of optimal lag number according to various criteria – variable 
in first difference

Criterion AIC HQ SC FPE
Optimal number of movements 2 1 1 2

Source: made by authors

As with Johansen method, for determining the optimum number of lags 
were used SC and HQ criteria, and the selected number of lags is 1. In continua-
tion of the paper the VAR model is formed on the first variables differences and 
test its stability, ie, stability regression of equations in the model. In purpose 
of testing of the model stability, reverse characteristic polynomial was used 
according to express 16

det ( IK - A1z - ... - Apzp ) ≠ 0  za IzI ≤ 1 (1)

If the above equation, has a z = 1 for unit root as solution, then some or all 
of the variables in the VAR model are integrated order I(1), which results with 
possibility of cointegration existence between them. Testing results of the VAR 
stability is shown in Table 5.

Table 5:  Results of VAR model stability for 3 equations

Characteristic polynomial of the matrix 0,3882 0,3882 0,1121

Source: made by authors

6  Source: http://ftp.uni-bayreuth.de/math/statlib/R/CRAN/doc/vignettes/vars/vars.pdf (page 3. i 6.)
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All the values   in Table 5 are less than one, so based on calculation it can 
be concluded that the VAR model is stable. As previously mentioned, the fi-
nal objective of this paper is to determine the interdependence, respectively 
causality between the variables. So as to determine causality, in this paper the 
Granger causality test was used (Granger, 1969). Causality is described as fore-
casting possibility one of the variable based on relationships with the dynam-
ics of other variable. Accordingly, this paper examines how much changes of 
value of the certain causal variables can have effect on values changes of other 
response variables. Granger causality test results are contained in Table 6.

Table 6:  Results of Granger causality test

Causal variable Response variable F-value p-value
PRODUCTION CROBEX 5,1787 0,0239
PRODUCTION EUR 0,0021 0,9636

EUR          CROBEX 1,9361 0,1656
EUR    PRODUCTION 8,2198 0,0046

CROBEX PRODUCTION 0,0996 0,7527
CROBEX          EUR 0,9655 0,3270

Default interval of significance is 5%.
Source: made by authors

The test results indicate that the PRODUCTION variable according to 
Granger causes the CROBEX variable. Also, the results suggest that the EUR 
variable based on Granager test has effect on the PRODUCTION variable. Other 
causal variables showed no statistical significance in describing the dynam-
ics of response variables. According to the results, the analysis continues with 
variance decomposition of forecast errors of variables CROBEX and variable 
PRODUCTION. Table 6 shows the variance decomposition for the time horizon 
of ten months.
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Table 6:  Orthogonal variance decomposition projection of CROBEX variables 
and PRODUCTION variables

CROBEX variable PRODUCTION variable
Period CROBEX PRODUCTION EUR CROBEX PRODUCTION EUR

1 100,00% 0,00% 0,00% 1,38% 98,62% 0,00%
2 97,67% 1,87% 0,46% 1,31% 95,12% 3,58%
3 96,59% 2,44% 0,98% 1,33% 94,50% 4,17%
4 96,25% 2,56% 1,19% 1,35% 94,42% 4,23%
5 96,17% 2,58% 1,25% 1,36% 94,41% 4,24%
6 96,15% 2,58% 1,27% 1,36% 94,41% 4,24%
7 96,15% 2,58% 1,27% 1,36% 94,41% 4,24%
8 96,15% 2,58% 1,27% 1,36% 94,41% 4,24%
9 96,15% 2,58% 1,27% 1,36% 94,41% 4,24%

10 96,15% 2,58% 1,27% 1,36% 94,41% 4,24%

Source: made by authors

Based on variance decomposition it is possible to determine how much 
variation one observed variable described with variations of the same variable, 
but as well with variations of other variables in the model. Although causal-
ity results indicate statistically significant causality link from direction of total 
industrial production index towards to the capital market index, most part of 
the CROBEX variable variation was explained with the same observed variable 
In the first period PRODUCTION and EUR variables have no effect on the varia-
tions CROBEX variables, the variations are entirely possible to explain with the 
same observed variable. From the second to the sixth period that percentage 
gradually decreases to a value of 96.15%, as much as in sixth period. Addition-
ally, since the first to the fifth period the percentage of described variation by 
the PRODUCTION variables gradually increases from 0% to 2.58%. Therefore, it 
can be concluded that variations of the total production index significantly do 
not describe variation of the capital market index. However, such results are 
not surprising. In the context of secondary capital market, it is hard to expect 
that one macro indicator or any other certain indicator, significantly describes 
the changes of the stock market value. If this were to happen, investors would 
focus all their attention to the study of prediction and other causality variables. 
On the other hand, from direction of the EUR variable towards to PRODUCTION 
variable, the situation is very similar. EUR variable in the first observed period 
does not explain the variation of PRODUCTION variables. From the second to 
the fifth period this percentage is slightly increasing, and in the end amount-
ed to 4.24%. Accordingly, it can be concluded that changes in the value of 
the euro against the kuna affects on industrial production, but with a small 
percentage of described variations, suggesting that the industrial production 
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activities of the Croatian economy, as expected, depends on other macro indi-
cators. The remaining part of the variation is described with the PRODUCTION 
variable, but also with the small part of the CROBEX variable variation.

So as to determine the direction of statistically significant variables im-
pact, hereafter of the paper is presented the function of impulse response vari-
ables.7

Picture 2:   Function of impulse response for the CROBEX variable (left picture) 
and function of impulse response for the PRODUCTION variable (right 
picture)

Source: made by authors

From Picture 2 it can be perceive how the domestic capital market posi-
tively reacts to the unit (positive) pulses of total industrial production index. 
This result is in line with theoretical expectations. One can assume that due to 
increase of domestic industrial production, capital market will react positively. 
This positive reaction continues through the next two periods. After a second 
period, the reaction on the shock pulse gradually decreases and disappears 
after the sixth period. On the other hand, midst to increasing value of the euro 
against the kuna, respectively the depreciation of the kuna, it will result with 
volume reduction of the industrial production index. The trend of negative 
dynamics is present in the first two periods, to make it through the next four 
months completely recovered and disappeared. The resulting dynamics is con-

7  This paper presents the impulse response results for variables that are significant based on Granger causa-
lity. Other individual results are available upon request. 
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trary to the fundamental economic assumptions that describe the apprecia-
tion of the domestic currency as a priority in order to create greater economic 
competitiveness8. According Vizek (2006) as the reason for such dynamics are 
primarily stated monetary policy that is based on the regime of targeting the 
exchange rate within a range of ± 2 percent

4. CONCLUSION

The primary focus of this paper was to analyze the interdependence be-
tween the industrial production index, the main index of the Croatian capital 
market CROBEX and variable parity EUR/USD. Analysis was performed using 
the vector autoregression (VAR) model which includes standard testing of 
Grenger causality, orthogonal variance decomposition of forecast errors and 
Impulse-Response function (IRF) Analysis. In the context of interdependence 
of the capital markets and the exchange rate, the initial theoretical assump-
tions are based on “flow-oriented” and “stock-oriented” models. According to 
the VAR model results, it can be established that there is no significant causal-
ity between the variables that confirmed the presence of one of these models.

Furthermore, the theoretical consideration about the CROBEX index, as 
the leading variable in the analysis of causality between the capital market and 
the industrial production index is justified with the assumption that CROBEX 
is leading variable in real aggregate economic activity. However, the results 
showed the opposite causality and confirmed the industrial production index 
as the leading variable. As expected, the Impulse-Response Analysis suggests 
that there is a positive correlation between the capital market and industrial 
production.

Finally, the interdependence between the exchange rate and the indus-
trial production index was examined in the context of changes in the Croatian 
economy competitiveness as a response to the appreciation or depreciation of 
the domestic currency. Results of the analysis indicate that depreciation of the 
kuna, will result with declining of the industrial production. These results are 
consistent with previously conducted considerations, but were still contrary to 
fundamental economic principles. Given previous research, it is clear that the 
form of negative reaction to depreciation of the domestic currency continued, 
leading to the conclusion that the import of goods as inputs in the production, 
continues to be a significant factor in the segment of the Croatian economy.

8  The results are consistent with previous studies on this topic (Lang i Krznar, 2004), (Vizek, 2006).
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MEĐUOVISNOST INDEKSA INDUSTRIJSKE PROIZVODNJE I 
TRŽIŠTA KAPITALA U HRVATSKOJ: VAR MODEL

SAŽETAK RADA
Industrijska je proizvodnja važan pokazatelj budućeg kretanja svakog gospo-

darstva pa tako i gospodarstva Republike Hrvatske. S druge strane, kao prethodeći 
faktor promjena dinamike kretanja gospodarstva mogu se koristiti i dionički indek-
si tržišta kapitala. S obzirom na različita razmatranja i tumačenja njihove međusob-
ne inicijalne uzročnosti, u radu se ispituje međuovisnost između glavnog indeksa 
hrvatskog tržišta kapitala CROBEX-a i pokazatelja ukupne industrijske proizvodnje 
Republike Hrvatske. Kao dodatna varijabla, u model se uvodi i devizni paritet eura 
prema kuni za kojeg se smatra da ima značajan utjecaj na konkurentnost hrvat-
skog gospodarstva, kao i na tržište kapitala. Teorijska pretpostavka o interakciji 
deviznog tečaja i tržišta kapitala razmatrana je u kontekstu „flow oriented“ i „stock 
oriented“ modela. S ciljem utvrđivanja međuovisnosti između navedenih varijabli,  
analiza je provedena primjenom modela vektorske autoregresije (VAR). U sklopu 
VAR modela, proveden je Grangerov test uzročnosti, dekompozicija varijanci u na-
rednim razdobljima, kao i test impulsnog odaziva relevantnih varijabli. Dobiveni 
rezultati ukazuju na postojanje uzročnosti u smjeru od deviznog tečaja prema in-
deksu industrijske proizvodnje, kao i postojanje uzročnosti u smjeru od indeksa 
industrijske proizvodnje prema CROBEX indeksu. 

Ključne riječi:  VAR model, uzročnost, industrijska proizvodnja, CROBEX, devizni 
tečaj.
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ABSTRACT
Friendly environment enhances enterprise and management practice. This 

study analysed potentials of SMEs in relation to business environment of Lagos 
State; to contribute to environment-enterprise policy mechanism and regulatory 
framework of the State and Nigeria, industry and management practice. With 
World Bank’s sample size model, and relevant criteria, 228 SMEs were drawn via 
convenience technique. Multifactor business environment-enterprise questionnai-
re (MBEEQ), akin to assessment tools of various agencies and institutions, was used 
to elicit cross-sectional survey responses. A system of simultaneous equations mo-
del (SSEM) was used to investigate environmental effects on the SMEs. Findings: 
legal-regulatory frameworks, policy stance and socio-cultural factors reduced po-
tentials, competition aided innovation and growth; on aggregate, the environment 
significantly enhanced SMEs’ potentials. Recommendations: legal-regulatory and 
policy reformation towards SME-friendly environment, and SMEs should leverage 
on opportunities in the environment. 

Keywords:  Business environment, Small and medium enterprises, potentials, 
Simultaneous equations model, empirical investigation.

1. INTRODUCTION

The United Nations Conference on Trade and Development (UNCTAD) 
(2005) explains SMEs as important agents of development throughout the 
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world, and promoting a country’s SME sector is important for high employ-
ment and income generation for sustainable growth and development. SME 
sector plays positive role in the growth and development processes of India 
(Baskaran, 2013; Ruchika, 2012), Malaysia (Saleh and Ndubuisi, 2006), Nigeria 
(Aremu and Adeyemi, 2011) among others. It contributes to poverty allevia-
tion, economic development and promotes democratic and pluralist societies 
(Henriques, 1998).

It has been shown that the business environment of the SME sector shapes 
its job creation, employment, innovation and growth potentials, which ulti-
mately translate to overall economic growth and development (Olugbenga, 
2012; Cai et al., 2011; Kayanula and Quartey, 2010; Ashrafi and Murtaza, 2008). 
In the literature, government legal-regulatory stance and access to finance 
(Lixin, 2010); infrastructure and policies (Akinbogun, 2008; World Bank, 2000), 
taxes and power supply (SMEDAN, 2005) have been identified among environ-
mental elements that affect the potentials of SMEs. The Nigerian business en-
vironment in general and Lagos State in particular seem to be characterized by 
inappropriate state policies, heavy tax and regulatory burdens, erratic   power 
supply and hindered access to credit facilities amongst others. The results are 
the absence of a strong and virile SME sector and industrial gap (Udechukwu, 
2003; SMEDAN, 2005).

Available literature suggests paucity of empirical studies in Nigeria that 
consider a wide range of environmental variables to investigate the effects of 
business environment on SMEs, especially for the enterprise nerve centre of 
the country, Lagos State. Moreover, studies by Terungwa (2011), Onwukwe and 
Iheanacho (2011) and Obamiyu (2007) did not provide multifactor-based em-
pirical evidence. This, and the desire to re-examine for the enterprise hub of 
Nigeria, Lagos State, the studies of  Golden et al. (1995) and Han et al. (1998), 
informed this research interest.

Therefore, this study examined the effects of the business environment 
of Nigeria’s enterprise nerve centre, Lagos State, on the potentials of SMEs to 
create job, employment, innovate and grow. These indices are deemed appro-
priate to measure potentials of the SMEs as management outcomes because 
they are among the criteria used in the literature to assess the SME sector and 
justify the need to promote enterprise-friendly environment (World Bank & 
IFC, 2012; Babalola, 2012; Stewart, 2010; UNIDO/OECD, 2004). Moreover, they 
have not attracted enough attention in empirical research on the SMEs in Ni-
geria. This study is premised on the proposition that the business environment 
has not significantly affected these potentials of the SMEs and, thus, indicated 
the direction of management outcome.
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This paper has five sections. This introduction is section one, section two 
is a review of related literature, section three discusses the methodology, sec-
tion four is data analysis and discussion, and section five is the conclusion and 
recommendations.    

2.  CONCEPTUAL, THEORETICAL AND EMPIRICAL 
CONSIDERATIONS

2.1 CONCEPTUAL CONSIDERATION

Though the concept and definition of SMEs vary among agencies, institu-
tions, scholars and authors, the common criteria are size, asset value, annual 
turnover and number of employees.   How SMEs are defined usually depends 
upon the scale and structure of business in the economy, and varies from coun-
try to country (OECD, 2004). While Britain conceives SMEs as firms with annual 
turnover of 2 million pounds or less and fewer than 200 paid employees, Japan 
considers them to have 100 million yen paid up capital and 300 employees. In 
the wholesale business, they are firms with 300 million yen paid up capital and 
100 employees; but in the retail trade they have 100 million yen paid up capital 
and 50 employees (Ekpeyong & Nyang, 1992). For the developing countries, 
UNIDO (as in Elaian, 1996) considers a firm with 5 – 19 workers as small and 
20 - 99 workers as medium. For the industrialised countries, enterprises having 
99 or fewer employees and 100 – 499 employees are considered as small and 
medium firms, respectively. In Nigeria, The National Council on Industry (NCI, 
2001) as in Udechukwu (2003) defines SMEs as enterprises with a maximum 
asset base less than N200 million (equivalent of $1.43 million), excluding land 
and working capital, and employing minimum 10 and maximum of 300 em-
ployees.

For this study, SMEs are firms which, in addition to the above specifics, pro-
duce goods or render services, manage their activities and have the potentials 
to create jobs, employment, innovate and grow; adapt to threats and leverage 
on opportunities in the business environment.

Similarly, business environment has varying views in concept and defini-
tion. DFID (2003) and ILO (2004) consider it as a broad range of external el-
ements that affect the growth and performance of small enterprises. Stern 
(2002) explains it as the policy, institutional and behavioural environment, 
both present and expected, that influence the returns and risks associated 
with investment in a specific location. White (2004:8) refers to it as “everything 
that affects enterprise performance from outside such as corruption, policies, 
laws, culture and infrastructure”. To Lixin (2010), the concept integrates mac-
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roeconomic aspects: fiscal, monetary and exchange rate policies; governance: 
institutions and politics; and infrastructure: transportation, electricity and 
communication. Donor Committee for Enterprise Development (DCED, 2008) 
considers it as a complex of policy, legal, institutional and regulatory condi-
tions that govern business activities.

This article considers it to comprise such factors as Legal/Regulatory, Po-
litical/Policy, Infrastructure, External Finance, Technology, Competition, Taxes 
and other Fees, Social-Cultural Factors, Labour and Costs, and Corruption that 
affect job creation, employment, innovation and growth potentials of SMEs in 
Nigeria in general and Lagos State in particular. 

2.2 THEORETICAL CONSIDERATION

Some theories have focused on the business environment in relation to 
enterprise management and performance. However, Thompson’s (1967) Con-
tingency Theory and Cyert’s and March’s (1963) Behavioural Theory of the Firm, 
which emphasise system resource approach to firm management and perfor-
mance evaluation, bear specific relevance to this article. They are a set of be-
havioural analysis that emphasises the internal and external situations as the 
determinants of optimal course of action. The literature has a wide range of 
contingency frameworks (Zeithaml et al., 1988). Its approach to management 
derives from general systems theory and the open system variant (Von, 1951; 
Boulding, 1956; Katz and Kahn, 1966; Anderson, 1957). The open system per-
spective considers the complex organisation as a set of interdependent compo-
nents that, taken together, constitute a whole which, in turn, is interdependent 
with some larger environment such that interactions among elements within 
the organisation and between the organisation and the environment result in 
adaptation and equifinality. That is, elements within the system adapt to one 
another to preserve the basic character of the system, and a system can reach 
the same final state from differing initial conditions by a variety of paths. The 
perspective considers an enterprise as problem-facing and problem-solving 
entity and, thus, developed rational decision processes [management] to cope 
with the complex and uncertain dimensions of the business environment to 
achieve a satisfactory level of performance for its ability to obtain resources. 
The most common system resource measures of the SMEs include number of 
employees, annual turnover, market share [growth] and revenue per employee 
(Orser et al., 2000; Mohr and Spokeman, 1994).

2.3 EMPIRICAL CONSIDERATION

Several studies have investigated the association between different envi-
ronmental factors and firm potentials or performance, and established varying 
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effects on enterprise variables (Norzalita and Norjaya, 2010; Han et al., 1998; 
Jaworski and Kohli, 1993). Dollar et al. (2005) used the World Bank Enterprise 
data for Bangladesh, China, Ethiopia and Pakistan. For the enterprise, the 
study considered total factor productivity (TFP), wages, profits, growth rates 
of output, employment and fixed assets; and for the environment, it used in-
frastructure (custom efficiency, power loss, and the number of days to install 
phones), ratio of firms with overdraft access, and the frequency of inspection 
visits per year by relevant government agencies. The study found infrastruc-
ture to be the most important in explaining performance. Similarly, Fernandes 
(2008) found that infrastructure (measured by power) enhances performance 
in Bangladesh. Hallward-Driemeier et al. (2006) examined the effect of physi-
cal infrastructure at city-level on firm outcome in China, and found that the 
proxies for physical infrastructure are not significantly associated with perfor-
mance.

The opposing views of Dollar et al. (2005) and Hallward-Driemeier et al. 
(2006) seem to emanate, perhaps, from considerations of infrastructure vari-
ables. Firms can provide alternatives to government electricity and telephone 
lines with relative ease but not such other variables like roads and security of 
lives and property. Nonetheless, the findings suggest that the effects of physi-
cal infrastructure seem to differ by countries and city levels.

Some other studies have analysed the business environment in relation 
to job and employment, and innovations and growth potentials of SMEs in na-
tional economies. Ayyagari et al. (2005) used a new and unique cross-country 
database to examine the contribution of the SME sector to total employment 
in manufacturing and GDP across 76 countries. The study considered entry 
costs, contract enforcement costs, exit costs, property registration costs, em-
ployment rigidities and access to finance as environmental factors; and firm 
size (SMEs’ shares in total labour force and gross domestic product) for the 
SME sector. The study found elements of the business environment to predict 
a large SME sector in manufacturing, but establish a weak association between 
high exit costs and employment rigidities. Thus, it found stronger support for 
the hypothesis that a large SME sector is due to a competitive business envi-
ronment that allows and encourages entry of new innovative firms.

Corruption is one other factor of bad political environment of business. Fis-
man and Svensson (2007) used a Ugandan firm data set containing information 
on bribe payments to determine which, taxes or corruption, is more damaging 
for firm growth. The study found both to have a negative effect. Cai et al. (2011) 
used a large sample of Chinese firms to investigate the effects of corruption on 
firms’ performance. They considered entertainment and travelling costs (ETCs) 
of firms as a proxy for corruption (these are higher when government services 
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are poor which induce firms to bribe for services as grease payment, and also 
when tax burdens are high so that they tend to reduce tax burden and enforce-
ments through bribes). The study found that, on the average, ETCs have signifi-
cant negative effects on firm productivity, and that official effective tax rates 
are not, on the average, significantly related to productivity. The negative ef-
fects are less pronounced and can completely disappear in areas where there 
are particularly high tax burdens and bad government services. Djankov et al. 
(2009) used cross-sectional regressions on cross-country data to examine the 
effect of corporate tax rates on aggregate economic outcome, and found that 
effective corporate tax rate correlates negatively with aggregate investment, 
foreign private investment and firm activities, but is positively correlated with 
the share of informal sector in the economy.

Some studies have analysed the effects of the environment on enterprises 
in Nigeria. Akinbogun (2008) examined the impact of infrastructure and gov-
ernment policies on survival of small-scale ceramic industries in South-West of 
Nigeria, and found infrastructure and government policies not to have encour-
aged the industries. Obokoh (2008) used 500 manufacturing SMEs in Lagos 
State to investigate the effects of the 1986 trade liberalization policy in Nigeria. 
With tenets of the trade liberalisaton policy, labour availability, infrastructure, 
technology, competition and access to finance as environmental factors; and 
turnover, profit, production level and market coverage as enterprise variables, 
the study found that effects of the policies are not felt by most manufactur-
ing SMEs due to improper planning and the absence of favourable investment 
climate. Onwukwe and Ifeanacho (2011) examined the impact of government 
intervention on the growth of SMEs in Imo State, Nigeria, and found that policy 
formulation and implementation constitute a major constraint to growth of 
the SMEs, despite several specialised institutions in charge of micro credit and 
policy instruments to enhance development of the sector.

This review shows no consensus yet on the effects of business environ-
ment on SMEs’ potentials as the pivots of enterprise and management practice. 

2.4  OPERATING AN ENTERPRISE  
IN LAGOS STATE RELATIVE TO 37 CITIES/REGIONS IN NIGERIA 

The World Bank, in its 2012 and 2014 ‘Doing Business’ surveys, showed the 
relative ease of or difficulty in starting or doing a business in Lagos State. Based 
on certain indicators of business environment, the survey showed relative po-
sition of the State among 37 cities/regions in Nigeria. Lagos State ranked 8th 
& 4th, 35th & 36th, 27th & 31st and 15th & 28th among the 37 cities/regions. The 
measuring indicators are in terms of starting a business, dealing with construc-
tion permits, registering property and enforcing contracts, respectively. The 
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survey showed the firsts to be: Starting a business (Federal Capital Territory, 
FCT) Abuja, dealing with construction permit (Jigawa); registering property 
(Gombe, Zamfara) and enforcing contracts (Katsina). These indicate that Lagos 
has not fared well in terms of policy and regulatory business environment. This 
is expected to affect the potentials of the SMEs sector in the State.  

3. METHODOLOGY 

3.1 DESIGN, DATA AND SOURCES

This research employed cross-sectional survey design to elicit required 
information from the respondents whose response behaviours were not influ-
enced by the researcher. The study was conducted in Lagos State because the 
State is the enterprise hub of Nigeria. Sampling frame was limited to 456 of the 
SMEs listed in the 2014 edition of Lagos Business Directory (LBD), published by 
Ministry of Commerce and Industry. Judgmental and convenience techniques 
were used to select 228 (50%) of SMEs in the LBD based on the World Bank’s 
(2009) model for sample size determination. 

2.4 Operating an enterprise in Lagos State relative to 37 cities/regions in Nigeria  

 The World Bank, in its 2012 and 2014 s, showed the relative ease 
of or difficulty in starting or doing a business in Lagos State. Based on certain indicators of 
business environment, the survey showed relative position of the State among 37 
cities/regions in Nigeria. Lagos State ranked 8th & 4th, 35th & 36th, 27th & 31st and 15th & 28th 
among the 37 cities/regions. The measuring indicators are in terms of starting a business, 
dealing with construction permits, registering property and enforcing contracts, respectively. 
The survey showed the firsts to be: Starting a business (Federal Capital Territory, FCT) 
Abuja, dealing with construction permit (Jigawa); registering property (Gombe, Zamfara) and 
enforcing contracts (Katsina). These indicate that Lagos has not fared well in terms of policy 
and regulatory business environment. This is expected to affect the potentials of the SMEs 
sector in the State.   
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The selection was after initial contacts with 380 SMEs through telephone numbers in the 
LBD and follow-up discussions about the research intent, where more convenience, via email 
correspondences. Information was elicited from both primary and secondary sources. The 
secondary source was the LBD which provided information needed to ascertain the number of 
registered SMEs in the State and identify those that met the definitional criteria. The primary 
source was the field survey in which Multifactor Business Environment and Enterprise 
Questionnaire (MBEEQ) was used to elicit responses from the SME operators. Enterprise 
managers are usually more open about offering their general views when answering survey 
questions than about providing accurate quantitative data (Montes, Moreno and Morales, 
2005). Therefore, this study used an approach that determined the perceptual measures of 
environmental factors {legal-regulatory (LGR), politics and policy (POP), infrastructure 
(INF), external finance (ESF), technology (TEC), competition (COM), taxes and other fees 
(TOF), social-cultural factors (SCF), labour availability and costs (LAC) and corruption 
(COR)} and non-financial metrics of SME potentials {job creation (JCN), employment 
generation (EMP), innovation (INV) and growth (GRT)}. The questionnaire had four 
sections: A (demographic information of respondents), B (enterprise characteristics of the 
SMEs), C (business environment factors) and D (metrics of SME potentials). Sections C and 
D contained close-ended and exhaustive pattern statements. Factors of the business 
environment considered in this study were adapted mainly from key elements of the business 

where N = population size, P = population proportion, Q = 1 – P, k = de-
sired level of precision, Z(1 – α)/2 = the value of the normal standard coordinate 
for a desired level of confidence, 1 – α.

The selection was after initial contacts with 380 SMEs through telephone 
numbers in the LBD and follow-up discussions about the research intent, 
where more convenience, via email correspondences. Information was elic-
ited from both primary and secondary sources. The secondary source was the 
LBD which provided information needed to ascertain the number of registered 
SMEs in the State and identify those that met the definitional criteria. The pri-
mary source was the field survey in which Multifactor Business Environment 
and Enterprise Questionnaire (MBEEQ) was used to elicit responses from the 
SME operators. Enterprise managers are usually more open about offering 
their general views when answering survey questions than about providing 
accurate quantitative data (Montes, Moreno and Morales, 2005). Therefore, 
this study used an approach that determined the perceptual measures of envi-
ronmental factors {legal-regulatory (LGR), politics and policy (POP), infrastruc-
ture (INF), external finance (ESF), technology (TEC), competition (COM), taxes 



40

Journal of Accounting and Management

and other fees (TOF), social-cultural factors (SCF), labour availability and costs 
(LAC) and corruption (COR)} and non-financial metrics of SME potentials {job 
creation (JCN), employment generation (EMP), innovation (INV) and growth 
(GRT)}. The questionnaire had four sections: A (demographic information of 
respondents), B (enterprise characteristics of the SMEs), C (business environ-
ment factors) and D (metrics of SME potentials). Sections C and D contained 
close-ended and exhaustive pattern statements. Factors of the business envi-
ronment considered in this study were adapted mainly from key elements of 
the business environment that White (2004) identified for the Committee of 
Donor Agencies for Small Enterprise Development, those used in business en-
vironment rankings methodology by The Economist Intelligence Unit (2006), 
World Bank’s Enterprise Surveys (2009, 2011) and World Bank/IFC’s (2012) En-
terprise Survey Indicator Descriptions. The response options had pre-codes of 
the Likert-type scale: Always (4), In Most Cases (3), Sometimes (2), On Rare Oc-
casions (1), and Never (0). Validity and reliability of the survey instrument were 
ascertained through scrutiny by experts and Cronbach’s alpha coefficients of 
0.7823 and 0.7112, respectively. Most copies of the MBEQ were administered 
at the business premises of the respondents, and few via emails. The pre-codes 
were used to process numerical data used for analysis. Descriptive statistics 
were used to evaluate the responses for consistency and spread. Causal effects 
were investigated with a System of Simultaneous Equations Model (SSEM) dis-
aggregated from a Generalised Linear Regression Model (GLRM): Yi = βiXi + µi. 
Parameters of the SSEM were estimated via Least Squares (LS) techniques.

3.2 ANALYTICAL MODEL  

The model expresses the non-financial metrics of SME potentials as de-
pendent on the factors of the business environment. Each equation in the sys-
tem is a modified version of the model Nexus Associates Inc. (2003) used to 
assess the poverty impact of enterprises in Nigeria. Vector-matrix notation of 
the SSEM is: 



41

Andy Titus Okwu, PhD   
BUSINESS ENVIRONMENT AND THE POTENTIALS OF SMALL AND MEDIUM ENTERPRISES IN NIGERIA 

   

environment that White (2004) identified for the Committee of Donor Agencies for Small 
Enterprise Development, those used in business environment rankings methodology by The 

s (2009, 2011) and 
2012) Enterprise Survey Indicator Descriptions. The response options had 

pre-codes of the Likert-type scale: Always (4), In Most Cases (3), Sometimes (2), On Rare 
Occasions (1), and Never (0). Validity and reliability of the survey instrument were 
ascertai
0.7112, respectively. Most copies of the MBEQ were administered at the business premises of 
the respondents, and few via emails. The pre-codes were used to process numerical data used 
for analysis. Descriptive statistics were used to evaluate the responses for consistency and 
spread. Causal effects were investigated with a System of Simultaneous Equations Model 
(SSEM) disaggregated from a Generalised Linear Regression Model (GLRM): Yi iXi + µi. 
Parameters of the SSEM were estimated via Least Squares (LS) techniques. 

 
3.2 Analytical model   

The model expresses the non-financial metrics of SME potentials as dependent on the 
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4. ANALYSIS, RESULTS AND DISCUSSION 

4.1 Descriptive analysis 

 Table 1 shows the descriptive statistics computed from responses of the respondents on 
environmental factors. The statistics are used to check the responses for consistency and 
spread, as well as determine the nature of distribution of the data processed from the 
responses.  
 
 

where Yi (i = 1, 2, 3, 4) = vector of the indices of the SMEs’ potentials (JCN, EMP, 
INV and GRT). Xj (j = 1, 2, 3, …, 10) = vector of the business environment factors 
(LGR, POP, INF, ESF, TEC, COM, TOF, SCF, LAC and COR). βj (j = 1, 2, 3, …, 10) = 
matrix of the coefficients (effects) of the environmental factors. μi (i = 1, 2,3, 4) 
= vector of the stochastic variables to accommodate exogenous influences on 
the SMEs’ potentials. 

A priori, enterprise-centred LGR, POP, INF, ESF, TEC and LAC were expected 
to enhance the potentials of the SMEs while COM, TOF, SCF and COR were ex-
pected to dampen them. 

4. ANALYSIS, RESULTS AND DISCUSSION

4.1 DESCRIPTIVE ANALYSIS

Table 1 shows the descriptive statistics computed from responses of the 
respondents on environmental factors. The statistics are used to check the re-
sponses for consistency and spread, as well as determine the nature of distri-
bution of the data processed from the responses. 

Table 1:  Descriptive statistics – Business environment factors 

LGR POP INF ESF TEC COM TOF SCF LAC COR
Mean 1.33 1.27 2.77 1.49 1.62 1.99 1.85 0.89 1.82 1.57
Median 1.40 1.20 2.60 1.40 1.60 1.80 1.60 0.40 1.80 1.40
Maximum 3.80 3.00 4.40 4.00 4.00 4.00 4.00 4.00 3.80 4.40
Minimum 0.00 0.00 0.40 0.00 0.00 0.60 0.00 0.00 0.00 0.00
Std. Dev. 0.92 0.68 0.93 0.79 1.00 0.78 0.84 1.11 0.69 1.03
Observations 190 190 190 190 190 190 190 190 190 190

Source: Analysis from field survey data
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DISCUSSION
The mean of the data-responses on the environmental factors is in the 

range of 0.89 - 2.77, with standard deviation in the range of 0.68 - 1.11. The 
mean and median values are closely equal. These strongly suggest that the 
response data-values are approximately normally distributed. On the ordinal 
scale, the distribution implies that on the average, the responses ranged be-
tween On Rare Occasions (1) and In Most Cases (3), thereby leaving out the Al-
ways (4) and Never (0) response options. Low standard deviations of the data-
values show that the respondents were consistent in their responses.

4.2 INVESTIGATION OF CAUSAL EFFECTS 

Table 2 shows the regression estimates, and associated standard errors, of 
the parameters or coefficients of the equations in the model. The coefficients 
are used to indicate the effects of the environmental factors on potentials of 
the SMEs while the standard errors are used to determine the significance or 
otherwise of such effects at 0.05 level.

Table 2:  Regression estimates and standard errors of equations 1, 2, 3 & 4 of the 
SSEM 

Method: Least squares Sample: 1  190 Included observations: 190
 Equation 1 Equation 2 Equation 3 Equation 4

Dept. Var: JCN Dept. Var: EMP Dept. Var: INV Dept. Var: GRT
Envt. Factor Effect (αi) Effect (βi) Effect (λi) Effect (θi)

LGR -0.188     
(0.095)**

-0.211
   (0.081)**

0.041
(0.085)

0.063
(0.095)

POP -0.002
(0.1079)

-0.137
(0.092)

0.122
(0.096)

-0.118
(0.108)

INF 0.247
    (0.0699)**

0.158
  (0.060)**

0.301
  (0.062)**

0.269
  (0.070)**

ESF 0.307
    (0.0731)**

0.124
  (0.062)**

0.183
  (0.065)**

0.276
  (0.073)**

TEC 0.410
    (0.0852)**

0.481
  (0.078)**

0.292
  (0.076)**

0.345
  (0.085)**

COM -0.096
(0.0877)

-0.051
(0.075)

0.126
(0.078)

0.154
(0.088)

TOF 0.076
(0.0880)

0.078
(0.075)

0.101
(0.078)

0.153
(0.088)

SCF -0.042
(0.0690)

-0.179
(0.059)**

-0.110
(0.062)

-0.289
(0.069)**

LAC 0.084
(0.10000)

0.107
(0.085)

0.121
(0.089)

0.047
(0.099)

COR 0.106
(0.0765)

0.116
(0.065)

-0.020
(0.068)

-0.030
(0.076)

Adjst. R-sqrd = 0.482
Prob(F-stat = 0.000)

Adjst. R-sqrd = 0.405
Prob(F-stat = 0.000)

Adjst. R-sqrd = 0.614
Prob(F-stat = 0.000)

Adjst. R-sqrd = 0.469
Prob(F-stat = 0.000)
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Standard errors are enclosed in parentheses. **Significant at 5%; p-value < 0.05.    
Estimated Vector-Matrix of SSEM (see Table 2)Estimated Vector-Matrix of SSEM (see Table 2) 

Yi        =                 i                 Xi            i 
JCN     -0.188  -0.002  0.247  0.307 0.410 -0.096  0.076  -0.042  0.084  0.106         LGR         1   ... Eqn. 1: Job Creation 

                   POP 
                   INF 

EMP           -0.211  -0.137  0.158  0.124  0.481  -0.051  0.078  -0.179  0.107  0.116        ESF          2   ... Eqn. 2: Employment  
                       TEC 

            =                    COM   +  
 INV     0.041  0.122  0.301 0.183  0.292  0.126  0.101 -0.110 0.121 -0.020             TOF          3   ... Eqn. 3: Innovation 

                    SCF 
                    LAC 

GRT     0.063  -0.118  0.269  0.276  0.345 0.154  0.153 -0.289 0.047 -0.303            COR         4   ... Eqn. 4: Growth 

where i (i = 1, 2, 3, 4) is vector of estimation errors 

Discussion 

 In Equations 1 and 2, the signs of the coefficients and the associated standard errors 
indicate that estimates  of the effects of the business environment factors show that INF, ESF 
and TEC exert significant positive effects on job creation and employment potentials of the 
SMEs; TOF, LAC and COR have positive but insignificant effects, while LGR exerts 
significant negative effect and POP, COM and SCF exert negative but not significant effects, 
with SCF having significant negative effect on employment. The negative effects of LGR and 
POP are contrary to pre-estimation 
expectations, and indicate that the legal-regulatory frameworks and business policy stance of 
the State dampen the potential of the SMEs to create jobs and generate employment. These 
factors might have contributed to the relatively poor ranking of the State in the 
(2012, 2014 s The effects of COM and SCF are consistent with 
expectations, and suggest the possibility of unhealthy competition among the SMEs as well as 
social-cultural considerations in job and employment decisions. However, p-value of the F-
statistic provides empirical evidence that the factors jointly exert significant effect (p-value = 
0.0000) job creation and employment potential in the State. This suggests that 
despite the heterogeneous effects of the environmental factors on enterprises, on the 
aggregate, the environment enhances their potentials to create jobs and generate employment. 
The estimated models of job creation-environment and employment-environment 
relationships show that the environmental factors exhibit moderate strength in explaining 
variations in job creation and employment potentials of the SMEs (Adjusted R-Squared 0.482 
or about 48% and 0.405 or about 41%). 
 Similarly, estimated equations 3 and 4 reported heterogeneous effects of the 
environmental factors on potentials of the SMEs to innovate and grow. The estimates show 
that effects of INF, ESF and TEC on INV and GRT are positive and significant at the 0.05 
level; LGR exerts positive but insignificant effect on INV and GRT, and while the effect of 
POP on INV is positive but not significant, it is negative and insignificant on GRT as 
indicated by the respective standard error values.  Further, effects of COM, TOF and LAC on 
INV and GRT are positive but not significant. This is consistent with finding of Cai et al. 
(2011; Han et al., 1998 and Golden et al. 1995). While COR has insignificant negative effects 
on INV and GRT, the negative effects of SCF is significant on GRT but not significant on 
INV. The negative effect of COR supports the finding of Fisman and Svensson (2007). 
 While positive effects of LGR, POP, INF, ESF, TEC and LAC, and negative effects of 
SCF and COR are as expected, positive effects of COM and TOF are contrary to expectations. 
As in equations 1 and 2, p-value of the F-statistic (p-value = 0.000 < 0.05) provides evidence 
that the environmental factors jointly have significant effect on the innovation and 
growth potentials. This suggests that despite the heterogeneous effects of the factors, the 

where εi (i = 1, 2, 3, 4) is vector of estimation errors

DISCUSSION

In Equations 1 and 2, the signs of the coefficients and the associated stand-
ard errors indicate that estimates  of the effects of the business environment 
factors show that INF, ESF and TEC exert significant positive effects on job crea-
tion and employment potentials of the SMEs; TOF, LAC and COR have positive 
but insignificant effects, while LGR exerts significant negative effect and POP, 
COM and SCF exert negative but not significant effects, with SCF having sig-
nificant negative effect on employment. The negative effects of LGR and POP, 
which lend support to Obokoh’s (2008) finding, are contrary to pre-estimation 
expectations, and indicate that the legal-regulatory frameworks and business 
policy stance of the State dampen the potential of the SMEs to create jobs and 
generate employment. These factors might have contributed to the relatively 
poor ranking of the State in the World Bank’s (2012, 2014) “Doing Business 
Surveys”. The effects of COM and SCF are consistent with expectations, and 
suggest the possibility of unhealthy competition among the SMEs as well as 
social-cultural considerations in job and employment decisions. However, p-
value of the F-statistic provides empirical evidence that the factors jointly exert 
significant effect (p-value = 0.0000) on the SMEs’ job creation and employment 
potential in the State. This suggests that despite the heterogeneous effects of 
the environmental factors on enterprises, on the aggregate, the environment 
enhances their potentials to create jobs and generate employment. The es-
timated models of job creation-environment and employment-environment 
relationships show that the environmental factors exhibit moderate strength 
in explaining variations in job creation and employment potentials of the SMEs 
(Adjusted R-Squared 0.482 or about 48% and 0.405 or about 41%).

Similarly, estimated equations 3 and 4 reported heterogeneous effects of 
the environmental factors on potentials of the SMEs to innovate and grow. The 
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estimates show that effects of INF, ESF and TEC on INV and GRT are positive and 
significant at the 0.05 level; LGR exerts positive but insignificant effect on INV 
and GRT, and while the effect of POP on INV is positive but not significant, it is 
negative and insignificant on GRT as indicated by the respective standard error 
values.  Further, effects of COM, TOF and LAC on INV and GRT are positive but 
not significant. This is consistent with finding of Cai et al. (2011; Han et al., 1998 
and Golden et al. 1995). While COR has insignificant negative effects on INV and 
GRT, the negative effects of SCF is significant on GRT but not significant on INV. 
The negative effect of COR supports the finding of Fisman and Svensson (2007).

While positive effects of LGR, POP, INF, ESF, TEC and LAC, and negative ef-
fects of SCF and COR are as expected, positive effects of COM and TOF are con-
trary to expectations. As in equations 1 and 2, p-value of the F-statistic (p-value 
= 0.000 < 0.05) provides evidence that the environmental factors jointly have 
significant effect on the SMEs’ innovation and growth potentials. This suggests 
that despite the heterogeneous effects of the factors, the State’s business envi-
ronment also enhances potentials of the enterprises to innovate and grow and, 
thus, to be very relevance in economic growth and development processes of 
the State and Nigeria. The strength of the environmental factors in explaining 
variations was moderately high for innovation (Adjusted R-squared  0.614 or 
about 61%) but  relatively low for growth (Adjusted R-squared 0.469 or about 
47%) in equations 3 and 4, respectively. This suggests that a considerable pro-
portion of dynamism in the potentials of enterprises to create job, generate 
employment, innovate and grow could be attributed to some other factors 
that are not considered in this study, especially the internal environment of 
the enterprise. 

5. SUMMARY, CONCLUSION AND RECOMMENDATIONS

This study has employed the tools of descriptive statistics and empirical 
analysis to investigate the effects of business environment on job creation, 
employment generation, innovation and growth potentials of SMEs in Nige-
ria, with the business nerve centre of the country, Lagos State, in focus. The 
study considered ten business environmental factors vis-à-vis four metrics of 
SMEs’ potentials. The variables were modified from previous related studies 
that form part of literature review. Descriptive statistics provided evidence of 
consistency of responses by the respondents. It is also evident that no two 
environmental factors measured same phenomenon and the variables have 
been treated on their own individual merits in the literature; similarly for the 
metrics of SME potentials. The environmental factors exert heterogeneous ef-
fects on the measures of SMEs’ potentials. Specifically, legal-regulatory frame-
works and business policy stance of the business nerve centre cum Nigeria, 
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and socio-cultural factors proved to hinder potentials of the SMEs. Also, cor-
ruption was found to weaken the potentials to innovate and grow. Competi-
tion drives innovation and growth but retards job creation and employment. 
In totality, however, the business environment significantly enhances the po-
tentials of the SMEs to create jobs, generate employment, innovate and grow. 
The environment also moderately explains the dynamics of SMEs’ potentials.

The study emphasises the need for legal-regulatory and policy reforma-
tion to make the environment more SMEs-friendly. In this regard, the relevant 
authorities should reduce the procedures (stages), time (days) and costs of 
starting and operating an enterprise in the State. Managers of the enterprises 
should take more advantage of available infrastructure, credit facilities and 
technology for their significant positive effects. Managers of the enterprises 
should ensure that socio-cultural considerations are not the main driver of em-
ployment decisions. The managers should be more innovative and steer their 
enterprises towards growth-oriented goal for competitive advantage.  In this 
regard, research and development (R&D) as well as avoiding corrupt practices 
are appropriate strategies. The managers should strengthen the internal en-
vironments of their enterprises since the external environment explain only 
moderately the dynamics of the potentials. Functional and effective internal 
control systems are essential in this regard.  For instance, socio-cultural consid-
erations should be minimal in employment policy and decisions.  
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POSLOVNO OKRUŽENJE I POTENCIJALI MALIH I SREDNJE VELIKIH 
PODUZEĆA U NIGERIJI

SAŽETAK RADA:
Okruženje naklonjeno poduzetnicima poboljšava poduzetnički i menadžerski 

duh. Ova studija analizirala je potencijale malih i srednjih poduzeća u odnosu na 
poslovno okruženje pokrajine Lagos te kako poboljšati mehanizam politike od-
nosa okoline i poduzeća i pravnog okvira države Nigerije vezano za industrijsku i 
menadžersku praksu. Koristeći primjereni model uzoraka Svjetske banke i relevan-
tne kriterije 228 malih i srednjih poduzeća odabrano je za istraživanje. Ispitivanje 
višestrukih čimbenika koji utječu na poslovno okruženje poduzeća provedeno je 
uz pomoć procjena različitih agencija i institucija, kako bi se dobili odgovarajući 
profili odgovora. Korišten je model simultanih jednadžbi, kako bi se istražili utjecaji 
okruženja na mala i srednje velika poduzeća.

Rezultati su pokazali da pravni okvir i kulturno-socijalni čimbenici smanjuju 
potencijale, da je konkurencija inicirala inovativnost i rast, te da je okruženje u ci-
jelosti utjecalo na potencijale malih i srednjih poduzeća. Preporuča se promijeniti 
pravni okvir i politiku, koji bi bili više naklonjeni malim i srednjim poduzećima, a 
poduzeća bi trebala više koristiti mogućnosti, koje im pruža okolina. 

Ključne riječi:  poslovno okruženje, mala i srednje velika poduzeća, potencijali, 
model simultanih jednadžbi, empirijsko istraživanje. 
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ABSTRACT
The paper analyzes the role of contemporary multinational companies in the 

overall development of HRM field through investigating their role in developing 
best practices in HRM. Using the lens of four different strategies for managing 
employees in subsidiaries of multinational companies (manipulative, exportive, 
adaptive and integrative strategy), the paper considers the impact those strategies 
have on the way HR practices are being transferred and/or developed within a mul-
tinational company. Drawing upon results from a qualitative research, the paper 
discusses the processes and the scope of each strategy’s contribution to the de-
velopment of best practices in HRM, and ultimately how multinational companies 
shape the overall HRM field.

Key words:  human resource management (HRM), multinational companies 
(MNCs), developing HRM in MNCs, transfering best HRM practices 
in MNCs, strategies for managing employees in subsidiaries.

INTRODUCTION

Multinational companies can be found of all shapes and sizes, but they all 
have one common feature: their business expands over their national market. 
They represent the type of organization that has the need to manage employ-
ees with different origins and located in different legal, political, economic, 
social and cultural environments (Tayeb, 2005; Dessler, 2005 and 2013). The 
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dominance of multinational companies (MNCs) in the business world today 
is substantial, which gives them the right to hold the title of key drivers of the 
global economy (Tayeb, 2005; McGraw, 2004).

The focal area of this paper is the area of human resource management 
(HRM) and the notion that MNCs might be the key drivers for enhancing HRM 
practices. HRM practices are focused on attracting, retaining and using the 
best talents for achieving organizational success. While HRM has previously 
been considered as a business practice which provides for the survival of many 
MNCs (Bartlett, & Ghoshal, 1989; Taylor, Beechler, & Napier, 1996; Schuler, Bud-
hwar, & Florkowski, 2002), researchers today are convinced that the success of 
multinational companies and their ability to achieve competitive advantage 
is predominantly a result of having competent employees and adequate HRM 
practices (Morris, Snell, & Wright, 2006; Tarique, & Schuler, 2008; Briscoe, Schul-
er, & Tarique, 2012). More specificaly, HRM practices have a significant impact 
on vital employee outcomes such as employee job satisfaction, productivity, 
engagement, and commitment, as well as broad organizational outcomes 
leading to superior performance.

Every MNC today struggles to achieve a balance between centralization 
which will allow control over its subsidiaries, and responsiveness to local en-
vironment which will allow better adaptation to local needs and markets. 
In other words, the MNC is constantly balancing the headquarters’ need for 
control and the subsidiary’s need for autonomy. One of the ways MNCs are 
managing this balance is through developing adequate relationship between 
headquarters and its subsidiaries. Several factors influence the relationship 
between headquarters and subsidiaries, such as the context of the subsidiary, 
differences between HQ and subsidiaries (geographical, psychical and busi-
ness style), the role of the subsidiary, the type of entry, the conflicting needs 
of the headquarter and subsidiary, and the strategy MNC uses to manage its 
employees in subsidiaries. This paper is going to explore how the strategies 
MNCs use to manage its employees in subsidiaries are influencing the rela-
tionship between headquarters and subsidiaries, the balance between control 
and autonomy and consequently the recognition, development and transfer 
of best practices in HRM.

STRATEGIES MNCS USE TO MANAGE EMPLOYEES IN SUBSIDIARIES

Typically, the headquarters either applies its parent company HRM policies 
and practices directly to its foreign subsidiaries, or it tries to merge its HRM pol-
icies and practices with those that are common in the host countries (Briscoe, 
Schuler & Tarique, 2012). One of the reasons for applying parent company HRM 
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policies and practices is to maintain control over the subsidiary. But also, since 
much of the work of HR practitioners in a multinational setting is heavily influ-
enced by past practice, experience and tradition of the company (Farndale, & 
Paauwe, 2005), it is natural to expect that MNCs will believe their approach is 
the best one. On the other hand, it has been noted that HRM policies are trans-
ferred only when it is believed that the parent company’s resources in the HRM 
areas provide MNCs with an important source of competitive advantage (Tay-
lor, Beechler, & Napier, 1996). Even more, some MNCs may consider that the 
transfer of HRM policies and practices itself is not necessary for their successful 
operation, especially in some developing countries (Cox, 2014). Consequently, 
it is obvious that the choice of strategy for managing employees in subsidiaries 
is not as simple as the choice of centralization vs. localization.

Building upon the framework of Taylor, Beechler and Napier (1996), Vidović 
(2013 and 2015) has identified four strategies contemporary MNCs use to man-
age employees in their subsidiaries: manipulative, exportive, adaptive, and inte-
grative strategy. Those strategies can be distinguished using two basic dimen-
sions: (1) degree of similarity of HRM practice in headquarters and the subsid-
iary, and (2) degree of autonomy that HR managers from the subsidiaries have 
for shaping the HRM system in their subsidiary. The characteristics of four basic 
strategies according to these two dimensions are visible from Figure 1.

Figure 1:   Strategies for managing human resources in subsidiaries of multinati-
onal companies
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Source: Vidović, M. (2013). The typology of strategies of managing employees in subsidiaries of 

multinational companies, Doctoral dissertation, Zagreb: Faculty of Economics & Business, 
University of Zagreb, pp. 173. 
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Manipulative strategy describes a situation in which the headquarters al-
low low degree of autonomy to the subsidiary, while at the same time main-
taining low degree of similarity of HRM system between headquarters and the 
subsidiary. In other words, the headquarters tend to export only minor frac-
tions of their HRM practice to subsidiaries, even though this practice might be 
the one to ensure them the competitive advantage in home country. Exportive 
strategy also describes a situation in which the headquarters allow low degree 
of autonomy to the subsidiary, but at the same time the similarity of HRM sys-
tem between headquarters and the subsidiary is high. This implies that the 
HRM system used in the headquarters is to be identically transferred to the 
subsidiaries.

Adaptive strategy is the one with high degree of autonomy for the subsidi-
ary, and low similarity of HRM system between headquarters and the subsidi-
ary. This implies designing the HRM system in the subsidiaries which is com-
pletely adapted to the local environment, and using the local HR manager’s 
expertise to make the necessary changes and adaptations. Integrative strategy 
is also the one with the high degree of autonomy for the subsidiary, while at 
the same time maintaining high similarity of HRM system between headquar-
ters and the subsidiary. This strategy is aimed at recognizing and using the 
best HRM approaches from different parts of the MNC and creating a universal 
HRM system which will be used in both the headquarters and the subsidiaries 
(implies high similarity and high autonomy of HR managers). 

METHODOLOGY

In order to empirically examine how the HRM policies and practices are 
being developed in subsidiaries of MNCs, how this is connected to the strategy 
used to manage employees in subsidiaries, and how this relates to the devel-
opment of best practice in HRM, the qualitative approach was used. Empirical 
research focused on subsidiaries of foreign MNCs in Croatia that have more 
than 250 employees.1 The approach of focusing on MNCs’ subsidiaries in one 
country is common in literature, whereas the usual practice involves one-time 
research to determine the practice of managing employees in the subsidiar-
ies (for example see Johnston, 2005; Babenroth, Li, & Sekiguchi, 2008; Darrag, 
Mohamed, & Aziz, 2010).

The interviews were performed in Croatian, face-to-face with the HR man-
ager of the subsidiary, relying on the fact that he will be the most knowledge-
able about the topic. Also, an in-depth interview with one representative of 

1  The research was part of the more elaborate research design involving a qualitative and two quantitative 
researches, performed as a base for doctoral dissertation of the author.
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the organization is the usual approach in researches of this type, with HR man-
ager being the usual interviewee for the topics regarding HRM in MNCs (De 
Cieri, Cox, & Fenwick, 2007). The interviews lasted between one hour and two 
and a half hours, structured around the beforehand prepared set of questions, 
but allowing for interviewee to elaborate on their answers to get a thorough 
understanding of the topic. Interviews were being performed in the period 
between March and May 2012. The transcript of the responses was made, and 
they were analyzed by their content and categorized by the topics following 
instructions set by De Cieri, Fenwick and Hutchings (2005).

Interviews were performed altogether in 11 subsidiaries of 11 different 
foreign MNCs, resulting with data from 2 subsidiaries with manipulative strate-
gy, 4 subsidiaries with the exportive strategy, 2 subsidiaries with adaptive and 
3 subsidiaries with integrative strategy.

Regarding the country of origin for MNCs in the sample, it is believed that 
the country in which an MNC originates exerts a distinctive effect on the way 
labor is managed in its international subsidiaries (Ferner, 1997; Gunnigle et al., 
2007). In this research all MNCs originate from few countries in Europe, making 
them a rather homogenous group from the country of origin perspective.

FINDINGS

Interviews with both HR managers from subsidiaries which were experi-
encing the manipulative strategy consistently revealed the same mechanism 
of transfer of HRM practice. Both subsidiaries reported that the HRM system 
for the subsidiary was being developed and decided in the headquarters, for 
some practices more deliberately, for some practices more as a result of lack 
of attention. Both subsidiaries reported the fact that they were aware that not 
all the best practices from the headquarters were being transferred to the sub-
sidiary. Also, for some of the HRM practices, it was reported that if some initia-
tive came from the subsidiary to implement acknowledged best practices in 
HRM field, either those used in the headquarter or based on the idea from 
scientific and popular press, they would be deferred from such action. This was 
especially the case for HRM activities that involved getting extra budget (such 
as training and development or compensation management initiatives).

Interviewees from subsidiaries with recognized exportive strategy, all four 
of them, were unanimous in reporting that their headquarters would use com-
pletely identical HRM system in all of the subsidiaries of the MNC. This had 
two repercussions. Firstly, those companies that did not have a very elaborate 
HRM system and established HRM policies and practices before becoming a 
subsidiary would receive a completely defined and already proven HRM sys-
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tem that allowed them to start using some of the best HRM practices, resulting 
in high satisfaction both in the HR Department and overall employee satis-
faction in that subsidiary. On the other hand, those companies that already 
had some HRM policies and practices defined and aligned before becoming 
a subsidiary were unpleasantly surprised to find they needed to completely 
change their HRM system and without any change implement the one from 
the headquarters. Those HR managers would be occasionally disappointed to 
see some of the HRM policies and practices that worked well in their company, 
now completely abandoned. In such cases, HR managers from the subsidiaries 
could not testify if the new HRM policies and practices were better than the old 
ones, just that they were different than the ones used before. Such cases have 
resulted in much resistance both from HR managers in subsidiaries, but some-
times also with resistance from employees, who did not welcome the change, 
especially since they were not convinced the change would necessarily mean 
a change for the better.

As for the findings in subsidiaries which experienced adaptive strategy, 
both HR mangers from those subsidiaries reported a very high level of auton-
omy in regards to HRM domain. In one occasion, the headquarters showed 
no interest in getting involved with the specific HRM policies and practices 
used in the subsidiary, as long as the subsidiary produced satisfactory financial 
results. In other occasion, the HR manager from the subsidiary was an experi-
enced expert in his field and was working closely with the headquarters’ HR 
Department on defining an HRM system in the subsidiary, but reported that 
headquarters completely relied on the subsidiary to have the best knowledge 
of which HRM policies and practices would work best in their local environ-
ment. The headquarters was offering advice and insight into the HRM policies 
and practices used in the headquarters and other subsidiaries. Also, the head-
quarters was maintaining some level of control over the subsidiary by insisting 
on approval of all HRM related decisions. But, the approval was only a formal 
one, probably with the intention of making sure they receive all the important 
new decisions and actions. 

Finally, subsidiaries with integrative strategy were the most interesting 
from the aspect of transfer of HRM practices. Interviewees from those subsidi-
aries consistently reported that the HRM policies and practices were globally/
regionally integrated in terms of having the same HRM system in the whole 
MNC (headquarters and all of the subsidiaries). On some occasions, some sub-
sidiaries would slightly adapt some of the HRM policies or practices to better 
suit the local environment. What was interesting was the approach MNCs used 
to come up with such integrated HRM. HR managers from the interviewed sub-
sidiaries reported that their MNCs would have an ongoing practice of regular 
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meetings for HR managers from all parts of the MNC. Those meetings would 
be held two to four times a year, and more frequent if necessary. HR managers 
would physically meet and discuss about current HRM topics. Sometimes the 
agenda for the meeting would be the necessity of adapting some HRM poli-
cies and/or practices to local environment in one of the parts of the MNC, and 
sometimes it would be purely a discussion about some new HRM techniques 
and brainstorming on the possibility of using such practice in their MNC. Such 
meetings, as reported, were always very intensive and interesting for the par-
ticipants. They felt connection to the whole group, and took comfort in know-
ing other HR experts would be willing to help decide which approach might 
work best if some practice needed adaptation to specific local environment. 
On the other hand, they were enthusiastic for meeting with other experts in 
their field and for the opportunity to discuss some common issues and poten-
tial solutions to the problems.

DISCUSSION AND CONCLUSION

In contemporary literature the overall perception of the influence MNCs 
have on the business practice is divided. Zhang, Edwards, and Edwards (2006, 
pp. 131-133) have presented a summary of different opinions, ranging from 
completely negative influence for the host country, through indifferent to very 
positive. Also, the literature stresses the current process of two opposing forces 
in European business world: globalization which fosters convergence of HRM 
practices, and European integration which cherishes diversity of nations, sec-
tors and organizations and contributes to divergence of HRM practice (Sisson, 
2004). In this light, it can be said that convergence of HRM practice is actually 
being directed by powerful MNCs (Morley, & Collings, 2004).

Based on the findings from this research, it seems that the role of MNCs in 
Croatia in shaping the HRM practice can be seen as both positive and negative. 
More specifically, for those subsidiaries experiencing manipulative strategy the 
influence is mostly negative. It can be argued that MNCs using this strategy are 
actually deferring the quality of HRM practice in the subsidiaries, degrading it 
from the business practice that can enable gaining competitive advantage to 
the one can result in lower job satisfaction from employees, and consequently 
higher turnover and worse overall performance. For subsidiaries experienc-
ing exportive and adaptive strategy the role of MNCs in shaping HRM practice 
can vary from slightly negative through neutral, to positive. It seems that for 
these two strategies there are other factors present which are influencing the 
possibility of MNCs to act as key drivers of developing best practices in HRM, 
which calls for further investigation. As for the subsidiaries with integrative 
strategy, according to the findings from this research, the influence of MNCs 
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on the development of best practices in the HRM field is extremely positive. It 
can be argued that it is the skills and expertise of HR experts from those MNCs 
that are the biggest drivers of developing best practices in HRM. Such finding 
can have important repercussions for researchers investigating the concepts 
of best practices and high performing work practices in the HRM field, as it 
could be implied that MNCs that use integrative strategy would be the most 
important subjects for researchers that are investigating the best policies and 
practices for managing employees, as well as for companies searching for ad-
equate firms to perform benchmarking with.

In order to have a better insight into distribution of different strategies for 
managing employees in subsidiaries in Croatia, i.e. to determine their presence 
in the Croatian business arena, results from another research will be examined. 
Specifically, drawing upon results from a quantitative study with representa-
tive sample, the presence of different strategies for managing employees in 
subsidiaries of MNCs in Croatia is shown in Figure 2.

Figure 2:  Presence of different strategies for managing employees in subsidiari-
es of multinational companies in Croatia
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Source: Vidović, M. (2013). The typology of strategies of managing employees in subsidiaries of 

multinational companies, Doctoral dissertation, Zagreb: Faculty of Economics & Business, 
University of Zagreb, pp. 216. 
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As can be seen from the figure above, the integrative strategy is the most 
common one with more than 50% presence in foreign MNC’s subsidiaries in 
Croatia. Having in mind that this is exactly the strategy which most drastically 
contributes to the development of best practices in HRM, it can be argued that 
MNCs carry a lot of influence in shaping the future of HRM in Croatia.

Although this research goes to show that MNCs have an important role in 
developing best practices in HRM in Croatia, it would be interesting to exam-
ine their role in other developed and developing countries, both in terms of 



59

Maja Vidović, PhD    
THE ROLE OF MNCS IN DEVELOPING BEST PRACTICES IN HRM

the process of transferring HRM policies and practices within MNCs according 
to different strategies for managing employees in subsidiaries of MNCs, and 
in terms of presence of those strategies in subsidiaries in different countries.
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ULOGA SUVREMENIH MEĐUNARODNIH PODUZEĆA U RAZVOJU 
PODRUČJA UPRAVLJANJA LJUDSKIM POTENCIJALIMA

SAŽETAK RADA:
U radu se analizira uloga suvremenih međunarodnih poduzeća u razvoju pod-

ručja upravljanja ljudskim potencijalima kroz istraživanje njihove uloge u kreiranju 
i korištenju najboljih praksi u tom području. Analiza se temelji na četiri strategije 
za upravljanje zaposlenicima u podružnicama međunarodnih poduzeća (pojed-
nostavljena, izvozna, adaptivna i integrativna strategija) te se analizira utjecaj koji 
svaka od navedenih strategija ima na prenošenje i/ili razvijanje prakse upravlja-
nja ljudskim potencijalima unutar međunarodnog poduzeća. Koristeći podatke 
dobivene kvalitativnim istraživanjem, u radu je detaljno opisan proces kao i op-
seg doprinosa svake od strategija razvoju najboljih praksi u području upravljanja 
ljudskim potencijalima. Diskusija o prikupljenim rezultatima ujedno ukazuje na 
ulogu međunarodnih poduzeća u oblikovanju cjelokupnog područja upravljanja 
ljudskim potencijalima.

Ključne riječi:  upravljanje ljudskim potencijalima (ULJP), međunarodna 
poduzeća, razvoj prakse upravljanja ljudskim potencijalima u 
međunarodnim poduzećima, prenošenje najboljih praksi up-
ravljanja ljudskim potencijalima u međunarodnim poduzećima, 
strategije upravljanja zaposlenicima u podružnicama 
međunarodnih poduzeća.
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