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Editorial

Journal of Econmics and Behavioral Studies (JEBS) provides distinct avenue for quality research in the ever-
changing fields of economics & behavioral studies and related disciplines. Research work submitted for
publication consideration should not merely limited to conceptualisation of economics and behavioral
devlopments but comprise interdisciplinary and multi-facet approaches to economics and behavioral theories
and practices as well as general transformations in the fileds. Scope of the JEBS includes: subjects of
managerial economics, financial economics, development economics, finance, economics, financial
psychology, strategic management, organizational behavior, human behavior, marketing, human resource
management and behavioral finance. Author(s) should declare that work submitted to the journal is original,
not under consideration for publication by another journal, and that all listed authors approve its submission
to JEBS. Author (s) can submit: Research Paper, Conceptual Paper, Case Studies and Book Review. Journal
received research submission related to all aspects of major themes and tracks. All submitted papers were
first assessed by the editorial team for relevance and originality of the work and blindly peer reviewed by the
external reviewers depending on the subject matter of the paper. After the rigorous peer-review process, the
submitted papers were selected based on originality, significance, and clarity of the purpose. The current
issue of JEBS comprises of papers of scholars from South Africa, Sweden, Nigeria, Nepal and China.
Entrepreneurship & small business promotion, finance-growth nexus, effect of scented direct mailings, brand
positioning, fiscal policy shocks & private consumption, financial literacy & behavior, choice of tertiary
institutions, marketing factors influencing the voting intention and culture & pro-social behavior were some
of the major practices and concepts examined in these studies. Current issue will therefore be a unique offer,
where scholars will be able to appreciate the latest results in their field of expertise, and to acquire additional
knowledge in other relevant fields.

Prof. Sisira R N Colombage, Ph. D.
Editor In Chief
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Poor People’s Perceptions of Government Support for Entrepreneurship and Small Business
Promotion in a Developing Country

Natanya Meyer
North-West University, Vaal Triangle Campus, South Africa
natanya.meyer@nwu.ac.za

Abstract: Unemployment is a global concern; therefore many developing countries focus on
entrepreneurship development and small business promotion as a possible solution. Entrepreneurs are
regarded as drivers of the economy as they not only provide income for themselves but also create job
opportunities for other people. The South African Government focuses on job creation as a priority, involving
many strategies and policies. However, many marginalised and impoverished people still do not benefit from
these policies. The central purpose of this article is to analyse poor people’s perceptions of the role of
government in creating jobs and assistance in providing entrepreneurial skills training and support. A socio-
economic household survey, consisting of approximately 3200 households, was conducted within various
areas in the Metsimaholo, Moghaka, Ngwathe and Mafube Local Municipalities, all located in the rural
Northern Free State region in South Africa. Results of the survey show that 68.3% of participants feel that
government is not doing enough to create jobs while a total of 49.1% indicated that government could assist
in job creation by providing entrepreneurial skills training. A total of 56.2% indicated that they would like to
open a small business. Improved government support and initiatives could lead to many poor households
generating their own income through entrepreneurial activities.

Keywords: Entrepreneurship, Government support, rural townships, small business development, South Africa

1. Introduction

Over the years, various constraints that affect many developing countries, including South Africa, have been
identified. Of the main problems, the three that are linked are unemployment, leading to poverty, which
ultimately causes inequality in communities and countries (Phillips, Moos & Nieman, 2014; The National
Planning Commission, 2012). In trying to resolve these issues and as a result of failure to absorb job seekers
in the public and private sectors, many South African policies are aimed at supporting development of small
businesses and entrepreneurship. A considerable number of researchers and policy makers regard
entrepreneurship as a link to sustained and increased economic development and growth. Entrepreneurship
and small business development is not only a priority in developing countries but also in developed countries
because it is perceived as a driver of accelerated economic growth. Developing countries need
entrepreneurial enabling environments and lenient regulations to stimulate new business development,
thereby ultimately creating new employment opportunities (Kroon, 2002; Botha, Nieman & van Vuuren,
2007; Sivvam, 2012; Ambrish, 2014; Phillips, Moos & Nieman, 2014). The South African Government has
devoted vast amounts of resources in supporting entrepreneurs and small businesses since 1994. Despite
this, South Africa was rated 35t out of the 54 countries participating in the Global Entrepreneurship Monitor
(GEM) in 2009 and dropped to 53t out of 70 countries in the 2014 report (Herrington, Kew & Kew, 2009;
Herrington, Kew & Kew, 2015). In addition, South Africa’s reported early-stage entrepreneurial activity (TEA)
rate is also performing poorly, well below the average. Government development efforts should include
financial and non-financial support, especially to previously disadvantaged groups and marginal
communities. The aim of this article is therefore to analyse poor people’s perceptions of the role of
government in creating jobs and assistance with entrepreneurial skills training and support in their
communities.

2. Literature Review

No consensus exists on how or when government should intervene in the economy or to what extent any
interventions should be implemented. But one certainty is that developing countries and struggling
communities should be assisted with sustainable methods to support themselves (Koven & Lyons, 2003).
Entrepreneurship and small business development should be considered one of the tools or methods within a
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Local Economic Development (LED) strategy (Meyer, 2013; Meyer, 2014) to achieve this. Never before has
entrepreneurship been more important than it is currently. Entrepreneurs are fundamentally creators of new
employment and wealth. In addition, they also address and often resolve challenges which societies face
across the globe. Entrepreneurs are innovative and creative and they come in all shapes and sizes (WEF,
2011). As Rania Al Abdullah stated at the Global Education Initiative private meeting in Davos in 2007,
“society faces a strong need to encourage people to practice believing the unbelievable, using imagination and
courage and tapping into the inner entrepreneur”. She added that with the right skills and mind-set
entrepreneurs can be created even outside of the formal education system (WEF, 2007).The Department of
Rural Development and Land Reform (2010) concurs, indicating that support for local entrepreneurship and
leadership is needed in rural areas to strengthen linkages with the main economic hubs, improve income
levels and address the poverty and quality of life in such areas. The development potential of rural towns is
determined by several factors: diversity of local culture, geography and terrain, complexity and level of the
local economic systems, access to technology, quality of local leaders and level of entrepreneurship (Meyer,
2013). Many impoverished people living in rural areas lack the necessary resources in order to successfully
start and manage a small business. These resources include, but are not limited to, education, skills, training,
access to credit and lack of basic infrastructure (Field, Jayachandran & Pande, 2010). In addition to this,
indigent rural women are even more disadvantaged by other barriers and challenges, such as lack of business
management sKills, inter-role conflict, high risk averseness, lack of female role models, inequality and gender
bias, lack of confidence as well as the pressure of child care (Kock, 2008; Lebakeng, 2008).

Definitions: Many different definitions have been developed over the years to explain the term
“entrepreneurship”. In an earlier definition from the early 1930’s (cited in De Bruin, Brush & Welter, 2006)
“entrepreneurs” are described as those who “create new combinations, new markets, and product or
distribution systems”. More recently, entrepreneurs were described as people who added value and wealth
by creating new processes and developing new ideas, assembling resources and taking action to make things
happen (Ambrish, 2014). Some of the traits frequently associated with entrepreneurs include being risk
takers, being innovative, exploiting opportunities, being success driven, thinking outside of the box as well as
being creative and optimistic. Various definitions also exist for the term “small business” and are linked to
factors such as size, the country the enterprise is situated in, annual turnover, number of employees and even
the industry or sector within which the business falls. But consensus exists that it is an independently or
privately owned and operated business forming part of a specific economic sector. Small businesses are often
referred as suppliers of specific needs within a community (SBA, 2015) and are considered important
contributors to LED. The South African Revenue Service even provides a zero tax rate for small businesses
registered as a Small Business Corporation (SBC) and complying with certain criteria up to a taxable annual
income of R73 650(approximately $5877.80 at R12.53 per $) in order to assist with growth potential (SARS,
2015). No clear or generally acceptable definition of “rural” exists, but this could be classified as an area
where human settlements and infrastructure occupy only small portions of the landscape and consist of up to
10 000 people (Gauteng Department of Agriculture and Rural Development, 2011).“Poverty” is defined as “a
situation where an individual lacks command over commodities that are deemed essential to realise a
reasonable standard of living” (World Bank, 2001). Poverty can further be described as an absence of income
which results in inadequate health, housing, education and access to resources and basic services (Meyer,
2013).

The role of government in economic development: Meyer (2013) opines that the role of the government
in development includes various aspects. These include, but are not limited to, ensuring a stable political
environment, policy implementation, good governance, support and assistance with creation of employment,
as well as provision of social grants and support to poor communities. Vidovic (2014) adds to this perspective
by indicating that the state or government performs three main functions: distribution, stabilisation and
allocation. A key role of government in development is creating an enabling environment for the local
communities and private sector to flourish and be successful (Phillips, Moos & Nieman, 2014). This can only
be achieved by strong leadership and coordination. Another important contributor to development is skills
training; government could assist local entrepreneurs to start small businesses by undertaking research in
product development. As the local government is the sphere of government nearest to rural communities, it
should play the most involved role including facilitation, coordination, stimulator, enabler and even
developer. In addition to this, further assistance should be provided in the form of one-stop-information
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centres, marketing the region, providing incubators, job centres and skills development (Meyer, 2013). In an
attempt to develop entrepreneurship, the South African government entrusted the Department of Trade and
Industry with synchronising important features of implementation filtering from government support
strategies (Phillips, Moos & Nieman, 2014). According to Rogerson (2004) the South African government has
done a very good job in creating supporting policies and has put in vast amounts of resources to support
small business but the implementation of these policies are questionable.

Support to small businesses and entrepreneurs: Since 1994, as mentioned the South African government
has invested immense resources in order to assist entrepreneurs and small businesses, especially in
previously disadvantaged and marginal communities. Some of these entrepreneurial initiatives to create an
enabling environment for new entrepreneurs include the Small Enterprise Development Agency (SEDA), the
Gauteng Enterprise Propeller (GEP), the Small Enterprise Finance Agency (SEFA), and the National
Empowerment Fund (NEF) (SEDA, 2015; GEP, 2015; SEFA, 2015; NEF, 2015). Contrary to this, many
obstacles also exist that hinder an easy start up for entrepreneurs and small business success. These include
rigorous labour and tax laws and unnecessary red tape when registering a new business. As a result of the
limited success of government programmes many private businesses and other groups have also started
programmes to support entrepreneurs.

3. Methodology

Sample: The sample for this study consisted of rural poor people residing in various areas in the
Metsimaholo Local Municipality, Moghaka Local Municipality, Ngwathe Local Municipality and Mafube Local
Municipality, all located in the northern Free State Province, South Africa. Criteria for selecting the
respondents were that they had to be residing in a rural and impoverished area or township. The following
townships were selected for the household survey conducted during 2013:Moakeng (Kroonstad),
Rammulotsi (Viljoenskroon), and Matlwangtlwang (Steynsrus),all situated in the Moghaka local municipal
area; Zamdela (Sasolburg), Refengkgotso (Deneysville), and Metsimaholo (Oranjeville),situated in the
Metsimaholo municipal area; Namahadi (Frankfort), Qalabotjha (Villiers), Ntswanatsati (Cornelia), and
Mafahlaneng (Tweeling),situated in the Mafube local municipal area. Towns situated in the Ngwathe
municipal area include Tumahole (Parys), Phiritona (Heilbron), Makwallo (Vredefort), Ngwathe (Edenville),
and Kwawatsi (Koppies).

Sampling method: The data was collected per household using a community survey method. Layout plans of
all the areas surveyed were collected from the various municipalities in order to determine the sample
stratification regarding the geographical distribution and concentration of households in the area. The
questionnaire was designed with an electronic answer sheet for ease of capturing.

Research instrument and method: A questionnaire was designed after in-depth literature reviews and a
comparison of similar studies’ questionnaires. This comprised predominantly closed-ended, multiple-choice
questions in order to simplify the data analysis process. The questionnaire was pre-tested, after which the
contents were finalised. Field workers were trained to complete the survey with the respondents from the
various households, and a total of 3208 households were interviewed. Each member in the household was
interviewed to determine their employment status, income, skills, preferences to employment etc. The survey
data was analysed by means of SPSS. The focus was placed on levels of poverty, skills and perceptions of local
government in rural communities. However, for this article only the data from questions pertaining to
respondent’s perception of government support towards small business and entrepreneurial assistance was
used.

4. Results and Discussion

During the data collection process 3208 questionnaires were collected from various communities and
townships in the northern Free State area. This province is also known as the central province of South Africa
and covers approximately 10.6% of the total area of the country. The Free State consists of five district
municipalities; this study is focused on one of these: the Fezile Dabi District Municipality. This municipality
consists of four local municipalities: the Ngwathe, Moghaka, Metsimaholo and Mafube Local Municipalities. It
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is considered an important agricultural and industrial area, containing major environmental features such as
the Vaal River, the Vredefort Dome and the Vaal Dam (Meyer, 2013). Table 1 summarises some key
components of general information regarding the area.

Table 1: Summary of general information

Average Average number Average Average number Average
Formal houseﬁol d of cl%il dren in number of of unemployed household
Municipal area dwellings size school per employed people looking for income per
(%) (members) household people per work per month
household household (R)
Fezile Dabi DM  75.9 3.73 1.28 0.68 1.12 1404
Moghaka LM 68.6 3.66 1.18 0.51 1.18 1191
Mafube LM 80.2 4.01 1.55 0.51 1.34 1196
Metsimaholo 79.6 3.57 1.18 0.82 1.12 1590
LM
Ngwathe LM 73.7 3.93 1.39 0.61 1.15 854

Source: Meyer, 2013

From Table 1, it is evident that the areas under discussion are considered poor with an average income of
only R1 404 (approximately $112.1) per household per month. If divided by the average household size, this
amount equates to a mere R376.40 (approximately $30.04) per person per month which is below the poverty
line of $1.25 per day. Many different calculations have been performed to determine the level of poverty and
minimum amounts deemed adequate to live a quality life, ranging from $1.00 to $2.50 per person per day
(Ravallion, 2010), but the most common rate used as per the World Bank is set at $1.25 per person per day
(Meyer, 2013). At the current rand/dollar conversion rate (R12.53 per $1 as per date of completing this
article), $1.25 equates to approximately R15.66 per day. Multiply this by an average of 30 days and the
poverty line can be set at approximately R469.80 per person per month. From the data it is also evident that
more people per household are unemployed and seeking employment than those who are actually working
and generating an income. In addition to Table 1, the average number of youths (15-24 years old) in the total
region who is not working per household was calculated at 0.55. With the current youth unemployment rate
at above 50 percent in South Africa, this figure adds to the globally growing concern over youth
unemployment issues (StatsSA, 2015). The survey further found that the skills of the unemployed people who
participated were predominantly in the farming/gardening and catering/cooking industries, followed by the
building/construction and retail/selling sectors. Table 2 indicates the level of entrepreneurial intent
regarding whether or not respondents want to open a small business.

Table 2: Entrepreneurial intent per municipal area

Respondents who Respondents who do Respondents who

Municipal area N would like to open a not want to start a are uncertain (%)
small business (%) small business (%)

Fezile Dabi DM 3208 56.2 34.2 9.6

Moghaka LM 530 57.8 35.8 6.4

Mafube LM 270 51.7 45.2 3.1

Metsimaholo LM 1422 45.7 39.1 15.2

Ngwathe LM 986 72.8 22.4 4.8

Source: Own Compilation

Table 2 clearly indicates that respondents have entrepreneurial intent as 56.2 percent of all respondents
replied that they would like to start a small business in the region. Metsimaholo Local Municipality (LM)
recorded the lowest intent at 45.7 percent and Ngwathe LM the highest with 72.8 percent. An effort should be
made to involve these respondents in entrepreneurial development programmes and provide them with the
necessary assistance to possibly start a small business. In addition to asking respondents if they would like to
start a business, they were asked what type of business they would like to start. The responses were as
follows: 12.5 percent were interested in opening a farming or gardening business; 37 percent a retail/selling
business; within the catering and cooking sector, 20 percent; while 9.6 percent were interested in a sewing or
clothing business; 13.2 percent in the building, construction, electrician or plumbing industries, with 5.3
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percent and 2.4 percent in the computing and steelwork/welding sectors respectively. Table 3 reflects the
opinions of respondents regarding the role the government is playing in creation of new job opportunities.
Respondents were asked if they thought that government is doing enough to create new jobs.

Table 3: Government’s role in creating new employment opportunities

Municipal Area Respondents who Respondents who Respondents who
N think that think that are uncertain (%)
government is not government is doing
doing enough (%)  enough (%)

Fezile Dabi DM 3208 68.3 18.7 13

Moghaka LM 530 57.1 29.8 13.1
Mafube LM 270 68.1 19.8 12.1
Metsimaholo LM 1422 72.4 16.2 11.4
Ngwathe LM 986 68.7 15.8 15.5

Source: Own Compilation

A total of 68.3 percent of respondents from households in the region were of the opinion that government is
not doing enough to assist in the creation of jobs and new employment opportunities while 18.7 percent feel
satisfied with the role government is playing. The Metsimaholo LM households are the least satisfied with the
local government’s role in job creation efforts while Moghaka LM are the most satisfied, but still generally
unsatisfied. Respondents were further asked how government could assist in the job creation process; a
summary of the results is listed in Table 4.

Table 4: Government’s assistance and support required

- Skills Public Provide Provide Assistwith Support
Municipal .. works . .
area N training roiects facilities land finance C0-0ps

O %) ) (%) (%)
i i 3208

geNZ[‘le Dabi 49.1 33.6 5.0 4.0 3.1 3.8
Moghaka LM 530 58.5 27.2 4.0 2.5 1.5 4.4
Mafube LM 270 58.5 28.5 4.6 2.3 2.3 19

i 1422
LMl\‘fltSImah"lo 445 41.2 5.7 41 24 15
Ngwathe LM 986 47.5 28.2 4.5 5.2 5.2 7.2

Source: Own Compilation

From Table 4, it is evident that all the areas under discussion have a strong need for skills training because all
reported a rate of above 40 percent, with Moghaka LM and Mafube LM being the highest at 58.5 percent. The
second most important resource requested by respondents was the development of new public works
projects, in other words projects financed and constructed by government in order to provide infrastructure
for various purposes to the community (APWA, 2015). These projects generally create large volumes of work
opportunities which are not sustainable over a long period as they are normally contract based. In a study
conducted by Thawala (2008) it was found that South African public works programmes were in many cases
not properly implemented and managed. These programmes do create employment and entrepreneurial
development, but at a very high cost to the taxpayers. Some problems arising from South African public
works programmes included lack of clear objectives and long-term vision; they are unsystematic and
fragmented; there are inappropriate administration processes and corruption; there is a lack of government
commitment as well as inadequate project maintenance (during and after); lack of training that should result
in long-term development; mostly politically driven with very little long-term sustainable employment being
created. Respondents further indicated that they require facilities, land, finance and support for co-ops. What
was surprising was that respondents from all of the areas reported a very low need for finance. A possible
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explanation for this could be that respondents feel that they first need to acquire skills so that using money
provided for starting a business would be wisely spent.

5. Conclusion and Recommendations

It is evident from the study that three of the main problems in the South African society: poverty,
unemployment and inequality, are prominent in the study region. Households that participated in the study
felt let down by government as they believe that government is not assisting enough in the creation of
employment opportunities. In general, the households have fewer people who are in employment than they
have who are actively seeking employment. The households are also very poor and in general earn less than
the $1.25 per day rate deemed adequate to live a quality life. A new poverty line of $2 per day is used in many
instances and this rate reveals the study group as even more impoverished than against the previous
measure. More than half of the households interviewed in the region would like to start a business and
require assistance predominantly in skills training from the government. One of the main challenges to rural
development is to disrupt the “vicious cycle of poverty”. This could to a certain extent be achieved by
providing poor communities the tools to help themselves. Entrepreneurship development should definitely
be considered as one of these tools. Other important factors to consider in rural development are improved
community development, improved leadership, more active citizenship and rising living standards through
economic opportunities. This can partly be achieved through entrepreneurship. Some possible
recommendations for improving job creation, entrepreneurship and small business development through
government initiatives in rural areas include:
e Economic development: focussing on projects in the region that may lead to economic
development and growth in employment opportunities
e (Creation of labour intensive projects: economic sectors that have the potential to create
labour intensive jobs should be supported
e Creation of an enabling environment for local small businesses: this includes functions
such as provision of land, creation of development zones, provision of services and
infrastructure, access to finance, tax policies and incentives
e Local community involvement: if community members are involved to a certain extent in
decision making processes such as planning and implementation, it could create a sense of
belonging and social cohesion
o SKkills training and development: local people should be invited to special skills training
workshops provided for them in their area
e Support of local businesses: government should support local business initiatives by
granting small tenders such as infrastructure maintenance, grass cutting and other similar
projects to entrepreneurs in the specific area
o (lustering of businesses: clustering of similar, interconnected and competitive industries
could lead to enhanced competition and new innovation
e Providing incubators and mentorship: building business incubators in the various areas
and providing mentorship to entrepreneurs and small business owners could accelerate
growth potential

References

Ambrish, D. R. (2014). Entrepreneurship development: An approach to economic empowerment of women.
International Journal of Multidisciplinary Approach and Studies, 1(6), 224-232.

APWA (American Public Works Association). Discover public works. Retrieved
fromhttp://www.apwa.net/discover.

Botha, M., Nieman, G. & van Vuuren, ]J. (2007). Measuring the effectiveness of the Women Entrepreneurship
Programme on potential, start-up and established women entrepreneurs in South Africa. South
African Journal of Economic and Management Sciences, 10(2), 163-183.

De Bruin, A, Brush, C. G. & Welter, F. (2006). Introduction to the special issue: Towards building cumulative
knowledge on women’s entrepreneurship. Entrepreneurship Theory and Practice, (2), 585-593.

11



Journal of Economics and Behavioral Studies (JEBS)

Vol. 7, No. 6, December 2015 (ISSN 2220-6140)

Department of Rural Development and Land Reform (DRDLR). (2010). A study on the revitalization of rural
towns and regions in South Africa. Department of Rural Development and Land Reform. Pretoria:
Government Printers.

Field, E., Jayachandran, S. & Pande, R. (2010). Do traditional institutions constrain female entrepreneurship?
A field experiment on business training in India. American Economic Review, Papers and Proceedings,
100,125-129.

Gauteng Department of Agriculture and Rural Development (GDARD). (2011). Gauteng comprehensive rural
development strategy. Information brochure. Branch: Rural development. Johannesburg.

GEP (Gauteng Enterprise Propeller). (2015). Home Page. Retrieved fromhttp://www.gep.co.za

Herrington, M., Kew, ]. & Kew, P. (2009). Tracking entrepreneurship in South Africa: a GEM perspective.
University of Cape Town, Cape Town South Africa.

Herrington, M., Kew, ]. & Kew, P. (2015). 2014 GEM South Africa Report: South Africa: The crossroads - a
goldmine or a time bomb? University of Cape Town, Cape Town South Africa.

Kock, A. (2008). A framework for the development of entrepreneurship in the Ekurhuleni district.
Potchefstroom: North-West University. (Unpublished MBA mini-dissertation.)

Koven, S. G. & Lyons, T. S. (2003). Economic development: strategies for state and local practice. Washington
DC: ICMS.

Kroon, J. (2002). ’'n Strategie vir entrepreneurskapsontwikkeling in Suid-Afrika. Tydskrif vir
Geesteswetenskappe, 42(3), 215-223.

Lebakeng, M. A. (2008). An exploration of women entrepreneurship in Lesotho. Potchefstroom: North-West
University. (Unpublished MBA mini-dissertation.)

Meyer, D. F. (2013). An exploration of revitalization strategies for rural areas: the case of the northern Free
State. Potchefstroom: North-West University. (PhD Thesis.)

Meyer, N. (2014). Creating an entrepreneurial culture among students through entrepreneurship
development programmes (EDP). Mediterranean Journal of Social Sciences, 5(13), 281-288.

NEF (National Empowerment Fund). (2015). About the NEF. Retrieved fromhttp://www.nefcorp.co.za/
About brtheNEF /StrategicPositioning.aspx

Phillips, M., Moos, M. & Nieman, G. (2014). The impact of government support initiatives on the growth of
female businesses in Tshwane South Africa. Mediterranean Journal of Social Sciences, 5(15), 85-92.

Ravallion, M. (2010). World Bank’s $1.25/day poverty measure: countering the latest criticisms. Retrieved
fromhttp://econ.worldbank.org/WBSITE/EXTERNAL/ EXTDEC/ EXTRESEARCH/ 0,content
MDK:22510787~pagePK:64165401~piPK:64165026~theSitePK:469382,00.html

Rogerson, C. M. (2004). The impact of the South African government’s SMME programmes: a ten year review
(1994-2003). Development and Southern Africa, 21(5), 765-874.

SARS (South African Revenue Service). (2015). Small business. Retrieved from http://www.sars.gov.za/
Client Segments/Businesses/Small Businesses/Pages/default.aspx.

SBA (Small Business Association). (2015). Small business size standards. Retrieved from
https://www.sba.gov/category/navigation-structure/contracting/contracting-officials /small-
business-size-standards.

SEDA (Small Business Development Agency). (2015). Welcome to the Small Enterprise Development Agency.
Retrieved fromhttp://www.seda.org.za/Pages/Home.aspx

SEFA (Small Enterprise Finance Agency). (2015). Home Page. Retrieved fromhttp://www.sefa.org.za

Sivvam, M. (2012). Women entrepreneurship: An Indian perspective. Saarbriicken, Germany: LAP Lambert.

Statistics South Africa. (2015). Statistical Release P0211.4.4, National and provincial labour market: Long
term unemployment (Q3:2008 - Q3:2014). Pretoria: Government Printer.

The National Planning Commission. (2012). National Development Plan (NDP) - 2030. Pretoria: Government
Printer.

Thwala, W. D. (2008). Employment creation through public works programmes and projects in South Africa.
Acta Commercii, 1, 103-112.

Vidovic, A. B. (2014). Role of the state in the development of entrepreneurship. Socioeconomica, 3(6), 269-276.

WEF (World Economic Forum). (2007). Global Education Initiative. Davos.

WEF (World Economic Forum). (2011). Final report on the entrepreneurship education work stream. Global
Education Initiative. Switzerland.

World Bank. (2001). Poverty manual. Washington: World Bank Institute.

12



Journal of Economics and Behavioral Studies (JEBS)

Vol. 7, No. 6, December 2015 (ISSN 2220-6140)

The Finance-Growth Nexus: Evidence from Emerging Markets

Ashenafi Beyene Fanta
College of Economics and Management Sciences, University of South Africa, South Africa
ashenafizb@gmail.com

Abstract: The finance growth literature ignores the role of bond markets in financing private investments.
Moreover, the impact of bank crisis on the finance growth link has been largely overlooked. This paper aims
at casting light at the finance growth link in emerging economies by accounting for bond markets and
controlling for banking sector crises. Data on economic growth and financial development indicators for 15
emerging economies (drawn from Africa, Asia, Latin America, and Europe) were analysed using a system
generalized-method-of-moments (GMM) technique. It is observed that while banking sector development is
related to economic growth (albeit negatively), no statistically significant relation is observed between stock
markets and/or bonds markets and economic growth. Moreover, a banking crisis is found to affect the finance
growth link in such a manner that the link weakens when a banking crisis is introduced to the model. Our
results are robust to omitted variable bias, simultaneity problem, heteroscedasticity and autocorrelation.

Keywords: Stock markets; Bond markets; Banks; Economic growth

1. Introduction

Financial markets and institutions have many functions that include, among others, maturity intermediation
where they make a large long-term loan out of small short-term deposits, help entrepreneurs diversify risk by
raising capital through issuance of debt and equity securities, and serve as lubricants of the economy by
facilitating transactions. Although many agree on the foregoing functions of financial markets and
intermediaries, the question of whether or not financial development drives economic growth has been the
subject of debate for many decades. The debate produced a large body of theoretical and empirical literature.
Theory predicts that finance promotes economic growth by ameliorating the information asymmetry
problem, increasing investment efficiency, encouraging capital accumulation and human capital development
(Blackburn et al. 2005; De Gregorio and Kim 2000; Greenwood and Jovanovic 1990; Bencivenga and Smith
1991). The empirical test of the finance-growth nexus, pioneered by Goldsmith (1969), produced a large body
of literature with assorted results. Early empirical studies by (King and Levine, 1993; Atje and Jovanovic,
1993) and later by (Levine and Zervos 1998; Rajan and Zingales, 1998; Beck and Levine, 2004) and more
recently by (Dawson, 2008; Bittencourt, 2012, Herwartz and Walle, 2014) found that financial development
promotes economic growth. On the other hand, (Naceur and Ghazouani 2007; Ram, 1999) found no such
relationship in their studies. Some found bidirectional relationships between the two (Thangavelu et al,,
2004) and others found growth driving financial development (Chakraborty, 2008).

Both theoretical postulates and empirical findings are far from conclusive. The major theoretical debate is on
the direction of causality and on the channels through which finance can promote economic growth.
Similarly, empirical studies could not produce conclusive evidence on the direction of causality and on the
strength of the relationship. This is attributed to, among others, an inability to find appropriate measures of
financial development, unavailability of data, lumping together countries of different levels of economic
growth, and using a wrong econometric specification. Consequently, our understanding of the finance-growth
link is still incomplete. For this reason, the current study examined the finance-growth link by using the
annual data from 15 emerging economies over the period 1997-2011. To circumvent simultaneity, a system
generalised methods-of-moments (GMM) model was used. The study contributes to the existing body of
literature by introducing bond markets and financial crisis into the model. Empirical tests have only focused
on banks and stock markets, disregarding bond markets. The author argues that bond markets play no lesser
role than banks and stock markets. Although emerging markets did not have well-developed bond markets in
the past, this has changed and bond markets now constitute more than 50% of the gross domestic product
(GDP) in some of them (World Bank, 2013). It therefore deserves to be included in the empirical model.
Besides, while it is clear that the banking sector crisis adversely affects both financial development and
economic growth, empirical studies started to recognise its effect on the finance-growth link only recently
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(see the first attempt by Rousseau and Wachtel, 2011). The rest of the paper is organised as follows. Section
2 presents a review of related theoretical and empirical literature; section 3 presents data and methodology;
section 4 presents the findings; and the last section concludes.

2. Literature Review

Financial markets and institutions channel savings of surplus units to deficit units, and help foster investment
activities. However, whether this function of financial markets and institutions can boost economic growth
remains contentious. The relationship between financial development and economic growth was first
postulated by Schumpeter (1934) who argued that the financial system can be used to channel resources into
the most productive use, hinting that financial development can lead to economic growth. In contrast, a few
decades later, Robinson (1952) argued that financial development does not lead to economic growth, but
rather follows it. This sparked interest among scholars and led to the emergence of a large body of theoretical
and empirical studies.

Theoretical underpinnings: The theoretical model underpinning the link between finance and growth is
based on the ability of financial markets and institutions in: (1) ameliorating the problem of information
asymmetry (Diamond, 1984; Bose and Cothren, 1996; Blackburn and Hung, 1998; Morales, 2003; Blackburn
et al,, 2005); (2) increasing the efficiency of investments (Greenwood and Jovanovic, 1990); (3) enhancing
investment productivity (Saint-Paul, 1992); (4) providing liquidity, thereby allowing capital accumulation
(Bencivenga and Smith 1991); and (5) allowing human capital formation (De Gregorio and Kim 2000).
Diamond (1984) emphasised on the ability of financial intermediaries to monitor investment projects at a
lower cost, which eventually increases entrepreneurs’ access to funds. In the absence of intermediaries,
monitoring costs would be too large as to discourage credit to entrepreneurs. As shown by Bose and Cothren
1996), this particular attribute of intermediaries promotes resources allocation thereby leading to economic
growth.

Various other theoretical models have been developed with emphasis on a particular channel through which
finance affects growth. For instance, Blackburn and Hung (1998) show that intermediaries contribute to
economic growth by managing the moral hazard problem by designing incentive-compatible loan contracts.
The contracts are used to avoid diversion of funds towards other purposes. Bencivenga and Smith (1991)
emphasised on the ability of intermediaries in attracting deposits from a large number of depositors out of
which they create loans that can be used to finance long-term investment projects. This, according to
Bicenvenga and Smith, promotes capital formation, thereby leading to economic growth. Saint-Paul (1992)
explains the benefits of financial markets in promoting technology specialisation. He shows that
entrepreneurs can engage in a specialised technology that poses more risk but they can diversify the risk with
the help of financial markets. De Gregorio and Kim (2000) focus on intermediaries’ ability to allow individuals
to specialise in skills useful in industrial development.

However, researchers disagree on the direction of causality between finance and growth. While most theories
predict unidirectional causality where finance leads to economic growth, some (de la Fuente and Marin, 1996;
Saint-Paul, 1992; Greenwood and Jovanovic, 1990; Khan, 2001) show that finance and growth have a
bidirectional causal relationship. Saint-Paul (1992) shows that when innovation increases, so does the
demand for financial services, which in turn leads to growth in the intermediary sector. Similarly, Khan
(2001) posits that growth enhances financial development by raising borrowers’ collateralisable net worth
and finance promotes growth by increasing return on investment, and hence the rate of economic growth. In
sum, although different theoretical models have been developed to explain the link between finance and
growth, disagreements prevail on the direction of causality between the two.

Empirical evidence: Empirical testing of the finance-growth theory was pioneered by Goldsmith (1969),
who set the stage for a series of studies over the last two decades. Goldsmith (1969) concluded, with caveats,
that financial development is positively linked to economic growth. The empirical inquiry into the finance
growth nexus was reignited later by King and Levine, 1993a) who found a strong correlation between
financial development indicators and economic growth parameters. They also concluded that the level of
financial development of a nation can be used in predicting that nation’s economic growth for 10 to 30 years
to come. King and Levine developed a theoretical model in another paper (King and Levine, 1993b) to reveal
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the channels through which finance can boost economic growth, and reconfirmed this through sets of
empirical evidences that combined cross-country studies, country cases on financial reform, and firm-level
data. However, concern emerged among scholars that the econometric model used in King and Levine
(1993a) might have been affected by the estimation bias caused by simultaneity, omitted variables, and
country-specific fixed effects. To mitigate the simultaneity bias, Atje and Jovanovic (1993) introduced initial-
level financial development indicators into their model, and found that stock market development has a
significant effect on economic development, but to their surprise, the banking sector did not have a similar
effect on economic growth. Similarly, Levine and Zervos (1998) concluded that both stock market
development and banking sector development are important in explaining economic growth. While the
empirical studies by (King and Levine 1993; Atje and Jovanovic, 1993; King and Levine 1993; Levine and
Zervos, 1998) focused on the effect of financial depth on economic growth at a macro level, Rajan and
Zingales (1998) attempted to test the theory using firm-level data. In their pioneering work, Rajan and
Zingales show that external finance-dependent industries grow quickly in countries with developed financial
systems, implying that finance boosts growth through its effect on industrial activities.

Benhabib and Spiegel (2000) moved a step forward by testing the effect of financial development on total
productivity growth and investment activities using the generalised method of moments (GMM), and found
that financial development promotes growth by enhancing total productivity and investment activities. They
introduced the GINI coefficient into their model to capture country-specific attributes and noted that their
findings changed when country-specific effects were introduced, implying that financial development
indicators are broad measures of a country’s financial sector. This left a lesson that a more vivid picture of the
finance-growth nexus can be understood by finding proxies that can capture country-specific indicators of
financial development. Calderén and Liu (2003) confirm a positive effect of finance on growth for the whole
sample of 109 countries but they also found bidirectional causality when the sample is split between
developed and developing countries. Dawson (2008), on the other hand, found a strong positive relationship
between finance and growth when financial development is measured using growth in M3. Surprisingly, his
proxy model where financial development is measured using depth, i.e. the ratio of M3 to GDP, revealed a
negative relationship between finance and growth. Due to conflicting results, he cautions that proxies for
financial development should be prudently selected before arriving at any valid conclusion.

In contrast to the foregoing studies that found finance leading growth, Blanco (2009) found that it is
economic growth that drives financial development. Further, by splitting the sample into different income
groups, he found that there is bidirectional causality for the middle-income group, even contradicting a study
on countries in the same region by Bittencourt (2012) who found a strong relationship between finance and
growth. More surprisingly, Hartmann used data for 74 economies over the period 1975-2005, employing In-
sample tests and the Out-of-sample forecast comparison technique to establish causality between finance and
growth, and found that economic growth promotes financial development but not vice versa, ruling out the
popular view that finance drives growth. Their finding is robust even after grouping samples into different
income groups. However, Herwartz and Walle (2014), using mostly the same number of countries as in
Hartmann et al. (2012) over the period 1975-2011, utilising a flexible semi-parametric technique, found that
the finance-growth link is stronger in high-income economies than in low-income ones. They also reveal that
the finance growth link turns negative for low-income economies when they have a large government or if
they are open to international trade.

While the foregoing studies only considered the role of financial intermediaries, researchers (Rousseau and
Wachtel 2000; Durham, 2002; Enisan and Olufisayo, 2009; Cooray, 2010) studied the role of stock markets on
economic growth. Rousseau and Wachtel, 2000; Durham, 2002) focused on countries from all income groups
but Cooray (2010) focused on developing countries. They found that a liquid stock market development
promotes economic development. In contrast, Durham (2002) finds that a positive relationship between
stock market development and growth holds only for high-income countries. Enisan and Olufisayo (2009)
found the role of the stock market on financial development to vary from country to country even within
Africa. Similarly, studies that considered both financial intermediaries and stock market development are not
conclusive. For instance, researchers (Levine, Zervos 1998; Rajan and Zingales, 1998; Demirgili¢-Kunt and
Maksimovic, 2002; Levine, 2002; Beck and Levine, 2004; Masoud and Hardaker, 2012) found that both stock
markets and financial intermediary development are important for economic growth. But Naceur and
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Ghazouani (2007), who examined the finance-growth link in 11 Middle East and North African (MENA)
economies, found no impact of either financial intermediary or market development on growth. They even
reveal that the link between financial development and growth turns negative when controlling for stock
market development.

Although many of the finance growth studies are based on large sets of cross-country data, there are some
country case studies. Adu et al. (2013), who examined Ghanaian data over the period 1961-2010, found that
financial development affects economic growth. They noted that the relationship between finance and growth
is as good as the proxy selected. In their model, the finance growth nexus became positive only when they
used financial development indicators such as private credit to GDP and private credit to total credit. The
relationship turned negative when they used broad money (M3) as a proxy. On the other hand, Carp (2012),
found no relationship between stock market development and growth based on Romanian data for 1995-
2010, while Marques et al. (2013) found a bidirectional relationship between stock market development and
growth in Portugal based on quarterly data from 1993-2011. For China, Allen et al. (2005) found no
relationship between finance and growth, and justify this on the ground that credit allocation in the country is
based on relationship and reputation rather standard mechanisms. This contrasts with the findings by
Rousseau and Xiao (2007), who found that banks are important for Chinese economic development.

While most of the previous studies report a linear relationship between finance and growth, recent studies
report non-linear relationship (see Law and Singh, 2014; Samargandi Fidrmuc and Ghosh, 2015). Law and
Singh (2014) reported that finance can spur economic growth only up to a certain threshold, beyond which it
impedes growth. This was confirmed by Samargandi Fidrmuc and Ghosh (2015) who reported that too much
finance curtails economic growth in middle income economies. This in fact begs a legitimate question of how
much finance is too much? An answer to this question has been provided by Ductor and Grechyna (2015) who
reported that growth in private credit that exceeds growth in real output would be too much. Other recent
studies recognized the importance of institutional quality in affecting the finance growth link. For instance,
Law Azman-Saini and Ibrahim (2013) reported that a country needs to achieve a certain threshold level of
institutional development for its financial development to spur economic growth.

In general, despite existence of a large body of theoretical and empirical literature, the theoretical prediction
as well as empirical evidence is far from conclusive. Theories on the direction of causality are divided. The
controversy is apparent in empirical literature too. While (King and Levine, 1993a; Atje and Jovanovic,
1993;Levine and Zervos, 1998; Rajan and Zingales, 1998; Demirgii¢-Kunt and Maksimovic, 2002; Beck and
Levine 2004; Herwartz and Walle, 2014; Demirgii¢-Kunt et al., 2013) conclude that there is a significant effect
of finance on growth, (Durham, 2002; Calderén and Liu, 2003) found that bidirectional causality emerges
when the sample is split into developed and developing countries. Similarly, Rioja and Valev (2004) found
that the finance growth link is uncertain for low-income regions, strongly positive in intermediate regions,
and small in high-income regions. Therefore, as Kirkpatrick (2005:632) rightly puts it, “our understanding of
the fundamental relationship between financial development and economic growth therefore remains
incomplete”. Many reasons can be presented as causes of the disagreement. Firstly, some of the
disagreements are attributed to differences in the indicators of financial development used by different
authors. For instance, Dawson (2008) and Adu et al. (2013) reveal that their findings vary by the financial
development indicator used. Secondly, cross-country studies are believed to be plagued by the omitted
variable bias, the simultaneity problem and the country-specific bias (Rajan and Zingales, 1998; Wachtel,
2003). Finally, as noted by Ericsson et al. (2001), averaging of long cross-sectional data over years, common
in most cross-country studies, induces estimator bias.

3. Data and Methodology

Data: Data for financial development indicators for 15 emerging economies over the period 1997 to 2011
were obtained from Global Financial Development Database (GFDD) of the World Bank updated on April
2013. Data for economic growth indicators over the same period were obtained from World Development
Indicators (WDI) of the World Bank. The author intentionally selected emerging economies following
empirical findings that the finance-growth nexus varies across different income groups. Besides, unlike
previous studies, original data rather than aggregated averages are used following the findings of Ericsson et.
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al, (2001) that aggregated averages induces simultaneity bias, causing estimated coefficients to deviate
significantly from underlying parameters.

The number of emerging economies selected mainly depended on data availability, and 15 emerging
economies! were identified of which one from Africa six from Asia five from Latin America, and three from
Europe. The countries in the sample had a strongly correlated per capita GDP among themselves. The author
adopted financial development indicators used in Beck and Levine (2004), and added bond markets, which
have been excluded from finance-growth link literature. Inclusion of the bond market is justified based on
two grounds. Firstly, firms use bonds as an additional source of financing besides stocks and bank loans.
Secondly, the bond market is growing in magnitude in many emerging economies. For instance, volume of
bond markets in 2011, measured using outstanding private debt securities to GDP (%) was 58% in Malaysia,
23% in China, 21% in Brazil, and 18% in South Africa (World Bank,2013). Following the findings of Rousseau
and Wachtel (2011) that crisis has a dampening effect on the finance growth link, banking sector crises
dummy was used to control for financial crisis. The banking crisis dummy, detailed in periods, presented in
Table 1.

Table 1: Banking crisis periods

Country Crisis period
Argentina 2001-2003
Brazil 1997-1998
China 1998
Colombia 1998-2000

Czech Republic 1997-2000

Indonesia 1997-2001
Malaysia 1997-1999
Philippines 1997-2001
Thailand 1997-2000
Turkey 2000-2001

Source: Global Financial Indicators, World Bank

Financial development indicators were regressed on growth while controlling for banking crisis, initial per
capita GDP, government size (general government consumption expenditure to GDP ratio), trade openness
(sum of import and export to GDP ratio), secondary school enrolment rate, and inflation. Economic growth is
measured using change in per capita GDP, and financial development indicators are measured using stock
market turnover to GDP ratio (stock market development), private credit by deposit money banks and other
financial institutions to GDP ratio (banking sector development), and outstanding private debt securities to
GDP ratio (bond market development). Control variables used in the model are all log transformed. Moreover,
a dummy variable for banking crisis was introduced. The following general panel model specification was
used:
Yic -Yie1= B1Yie1 + B2Fic + B3Xic + niteic [1]

Where Yi; is the log of GDP per capita of each country and Yi.1 is its lagged value, Fi;is a matrix of financial
development indicators, i.e., bond market development, stock market development, and bank development,
Xit is a matrix of control variables, and 1 is a country fixed effect. The above dynamic panel model is estimated
using a system GMM?, developed by Arellano and Bover (1995) and Blundell and Bond (1998). Arellano and
Bond (1991) proposed a two-step GMM estimator with the following moment conditions

! Countries in the data set included Argentina, Brazil, China, Colombia, the Czech Republic, India, Indonesia, Malaysia, Mexico,
Peru, the Philippines, Poland, South Africa, Thailand and Turkey.

2 A system GMM, developed by Arellano and Bover (1995, Journal of Econometrics 68: 29-51) and Blundell and Bond (1998,
Journal of Econometrics 87: 115-143) is an improvement on the Arellano and Bond (1991, Review of Economic Studies 58:
277-297) dynamic panel data estimator. Arellano and Bover (1995) and Blundell and Bond (1998) proved that difference GMM
estimator suggested by Arellano and Bond (1991) results in weak instruments. They suggested that a system of equations that
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Elyies (€ic-€i¢-1)] =0 fors=2; t=3,.....,T, [2]
E[)(i,t-s (8 it-€ i,t-l)] =0 for SZZ; t=3,.....,T, [3]
E[Fits (€ it-€it-1)] = 0 fors=2;t=3,....T, [4]

In the two steps GMM, the error terms are assumed independent and homoscedastic in the first step.
Residuals obtained in the first step are then used in the second step to construct a consistent estimate of the
variance covariance matrix. However, Arellano and Bover (1995) and Blundell and Bond (1998) noted that
lagged levels of persistent explanatory variables are weak instruments for the equation in differences. They
suggested a system that combines regression in differences with regression in levels, with the following
additional moment conditions.

E[Vits- Vies-1 (Mi+€i)] =0 fors=1, [5]
E[Fits- Firs1 (mi+e )] =0 fors=1 [6]
E[Xits- Xit-s-1 (i +€ic)] =0 fors=1 [7]

Therefore, a system GMM that satisfies all the above moment conditions and that is also heteroscedasticity
and autocorrelation consistent was used.

4. Findings

Summary statistics: The descriptive statistics in Table 2 show that variation in the dependent variable
across nations is not significant, indicating that sample economies are at the same level of economic growth.
However, the between-economies variation (0.337) is larger than variation within each economy across time
(0.185). This was true for the rest of the variables as well except inflation, which had a within variation of
8.804 compared to cross-country variation of 7.39. A look at financial development indicators shows that
with a coefficient of 41.474, cross-country variation is the highest in the banking sector followed by bond
markets (11.725). A very wide range between the minimum and maximum value of stock market turnover
ratio implies that countries are different in terms of extent of stock market liquidity.

Table 2: Descriptive statistics of variables in the dataset

Variable Std. Dev Overall, between, Min Max
Mean within

Growth indicator
Log of GDP per capita 3.5456 0.375 (0.337) (0.185) 2.629 4.337
Financial development indicators
Bond market capitalisation 8.7847 12.019 (11.725) (3.946) 0.000 62.810
Bank credit 52.8009 41.683 (41.474) (11.176) 9.774 165.802
M2 63.812 37.71 (38.037) (8.1052) 22.89 180.779
Stock market turnover ratio 59.4840 53.829 (48.921) (25.571) 1.559 313.477
Standard control variables
Initial per capita GDP 3.4164 0.351 (0.362) (0) 2.631 3.914
Government size 1.127766  0.128 (0.127) (0.036) 0.755 1.357
Trade openness 1.769105 0.254 (0.25) (0.077) 1.2 2.343
Inflation 7.359525 11.345 (7.39) (8.804) -1.408  85.733
Secondary school enrolment rate 1.88175 0.082 (0.073) (0.042) 1.645 2.022

combines instruments in the differences equation and instruments in the levels equation results in a consistent and efficient
estimates. Therefore, we employed a system GMM estimator on STATA 12 using xtabond2 command developed by David
Roodman (2009, How to do xtabond2: an introduction to difference and system GMM in Stata, The Stata Journal,9(1) pp 86-
136).
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Table 3 presents correlation among variable in the dataset. Initial GDP per capita is strongly correlated with
log of GDP per capita. Among the main repressors, bond market has a significant positive correlation with the
dependent variable while stock market turnover has a strong negative correlation. Bank credit does not have
a statistically significant correlation with the dependent variable. Among the control variables, secondary
school enrolment rate, government size and trade openness are significantly correlated with per capita GDP
while inflation does not have a significant correlation.

Table 3: Correlation results among the study variables

Logarithm of Initial per Bond market Bank Stock market Govt. Trade
GDP per capita  capita GDP capitalization credit turnover ratio  size openness
Initial per capita
GDP 0.8196***
Bond market
capitalization 0.2961*** 0.2844***
Bank credit -0.013 -0.0563 0.5881***
Stock market
turnover ratio -0.235%** -0.4243 -0.0944 0.143**
Government size
0.4862*** 0.4475%** 0.0572 0.192%** -0.0222
Trade openness 0.1638** 0.0923 0.4823*** 0.486*** -0.089 0.1322%*
Inflation -0.0761 0.0198 -0.2073*** -0.234%%*  (0.314*** -0.1459**  -0.128*
Secondary school
enrolment rate
0.6903*** 0.547*** -0.1117* -0.1135* -0.374%** 0.3829%**  0.134**

#kp<0.01 ¥**p<0.05 ***p<0.1

Table 4: System GMM results: Banking Crises not controlled

Variable Model 1 Model 2 Model 3 Model 4 Model 5
Bond market capitalization -0.011 -0.0147 -0.0192 -0.0197 -0.0174
Bank credit -0.0254*** -0.0166** -0.0214**  -0.0171** -0.0018**
Stock market turnover ratio  0.0161 0.083 0.0054 0.0654 0.0156
Log of initial per capita GDP ~ 0.0634* 0.0504 0.0413 0.0432 0.0718*
Secondary school enrolment 0.2547** 0.2119**

rate

Government size 0.0874** 0.1092

Trade openness -0.0378 -0.0133

Inflation -0.0127 -0.0138
Observations 210 210 210 210 210
Arellano-Bond test for AR(2) 0.9 0.95 0.854 0.831 0.923

in differences(P-value)

Sargan test of overid. 0.224 0.373 0.395 0.416 0.258
Restrictions(P-value)

F-stat(P-value) 0.0000 0.0000 0.0000 0.0000 0.0000

#p<0.01 ***p<0.05 ***p<0.1

Analysis and discussion: Five different models were implemented by introducing different combinations of
the control variables. As evidenced by the p-value of the Arellano-Bond test for AR (2) in differences, all the
models are free from autocorrelation problem. The models are also free from over-identification problem as
implied from the p-values of Sargan test of over-identified restrictions. Each of the models represents a good
predictive power with all the variables, as implied from a statistically significant F-stat (P<0.01). In the first
model, where all control variables were introduced, bond market capitalization and stock market turnover
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did not have statistically significant effect on growth. However, bank credit has a statistically significant
negative effect on growth. This is consistent with the prediction of Bose and Cothren (1996) that output
decreases when banks invest in sophisticated monitoring technology. This was also confirmed by empirical
findings of Dawson (2008) and Naceur and Ghazouani (2007). In the second model, where secondary school
enrolment was controlled together with initial per capita GDP, the result remains the same except that the
coefficients of both bond market capitalization and stock market turnover have decreased, but that of bank
credit has increased. The result remains the same in the remaining three models except a slight change in the
size of the coefficients. Stock market turnover and bond market capitalization have no statistically significant
relation with growth, and bank credit has a statistically significant negative relationship with growth. This
remains true regardless of whether the financial development indicators are introduced into the model
together or individually'.

To check the effect of banking crises on the finance-growth link, a bank crises dummy variable was
introduced. Table 5 reports system GMM results wherein banking crises is controlled. The coefficients for
bond market capitalization and stock market turnover have a slight change but both have still a statistically
insignificant relationship with growth. Similarly, a statistically significant negative relation of bank credit
with growth remains the same, and its coefficient has slightly increased. In models from 2 to 4, bank credit
has a more statistically significant relation with growth, where significance improves moving from 5% to 1%.
This is consistent with the findings of Rousseau and Wachtel (2011) that banking crises weakens the finance-
growth link. In general, while bank credit has a statistically negative relationship with growth, stock market
turnover and bond market capitalisation do not have a relationship with growth. To check the robustness of
alternative measures of intermediary development, M2 to GDP ratio was introduced into the model, and it
was found that M2 has a positive coefficient though not statistically significant. Similarly, alternative
measures of stock market development, namely, stock market capitalisation and stock market value traded,
were introduced into the models in lieu of stock market turnover, but the result remained unchanged.

Table 5: System GMM results: Bank Crisis controlled

Variable Model 1 Model 2 Model 3 Model 4 Model 5
Bond market capitalization  0.0193 -0.00742 -0.006605 0.004544 -0.00473
Bank credit -0.00371*** -0.0025*%*  -0.0028*** -0.0023*** -0.0025%**
Stock market turnover 0.0151 0.0668 0.0428 0.0534 0.0124
ratio

Log of initial per capita GDP -0.0777* 0.0616* 0.0535* 0.0625* 0.0787**
Banking Crises -0.0543** -0.0597** -0.0576** -0.0613** -0.0555**
Secondary school 0.2285** 0.2024**

enrolment rate

Government size 0.0877** 0.093*

Trade openness 0.01192 0.004

Inflation -0.0011 -0.0012
Observations 210 210 210 210 210
Arellano-Bond test for 0.356 0.368 0.396 0.393 0.378
AR(2) in differences(P-

value)

Sargan test of overid. 0.532 0.753 0.717 0.772 0.614
Restrictions(P-value)

F-stat(P-value) 0.0000 0.0000 0.0000 0.0000 0.0000

*¥**p<0.01 ***p<0.05 ***p<0.1
5. Conclusion

Due to methodological flaws and conceptual confusions, research on the finance- growth link is inconclusive
at best. Existing studies are criticized for failure to avoid simultaneity problem. Concerns are also raised
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about the validity of conclusions drawn from studies that lumped together countries at different levels of
economic and financial development. Moreover, ignoring the effect of banking crisis on finance growth link is
considered to have caused some invalid conclusions. This study was therefore set out to shed light on the
finance-growth link using data from 15 emerging economies drawn from Africa, Asia, Latin America, and
Europe over the period from 1997 to 2011. Unlike previous studies, this study considered bond markets in
addition to banks and stock markets. Moreover, attempts were made to see the effect of banking crises on the
finance-growth link, and to ameliorate simultaneity problem, a system GMM was used. Contrary to previous
empirical findings, banking sector development was found to have a statistically significant negative effect on
growth in emerging economies. However, the negative effect of banking sector on growth disappears when
M2 to GDP ratio is used instead of private credit by deposit money banks to GDP ratio. On the other hand,
bond markets and stock markets do not have a statistically significant effect on growth. This study further
confirms Rousseau and Wachtel (2011) finding that crisis dampens the finance-growth link. Three important
inferences could be made from the results of this study. First, the often reported positive link between finance
and growth might be caused by aggregation of countries of different economic growth and financial
development. Second, as reported by Dawson (2008) and Adu et al. (2013) the finance growth link depends
on the measures of financial development used. Last but not least, all economic episodes such as crisis in the
banking sector need to be taken into account in studying the relationship between financial development and
economic growth.
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277-297) dynamic panel data estimator. Arellano and Bover (1995) and Blundell and Bond (1998) proved that difference GMM
estimator suggested by Arellano and Bond (1991) results in weak instruments. They suggested that a system of equations that
combines instruments in the differences equation and instruments in the levels equation results in a consistent and efficient
estimates. Therefore, we employed a system GMM estimator on STATA 12 using xtabond2 command developed by David
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Abstract: The purpose of the present study is to test the effect of scent on response time and sales in direct
mailings. It is proposed that congruent scent influences response time and sales in direct mailings. A total of
1571 direct mailings were sent out.The hypotheses were tested through a Mann-Whitney U test and a
Wilcoxon signed-rank test. The results show that scent influences response time to direct mailings but that it
does not influence sales.Future research should perform exploratory studies to test the effect of scent with
regard to various forms of direct marketing and offerings as well as in general product and service contexts.
Managers may want to consider scenting direct mailings when a fast response is critical. The result provides
empirical support for the idea that scent has an effect on response time in direct mailings.

Keywords: Scent in mail, direct mailing, response time

1. Introduction

Increasing competition inmany markets hasforced managers to find new ways to efficiently reach consumers
(Morrison, Gan, Dubelaar, & Oppewal, 2011). One recent approach that companies have begun to use in order
to tailor their offerings and their communication is sensory marketing (Spence, 2012). Sensory marketing is
aimed at stimulatingthe consumer through the five senses: sight, hearing, touch, taste and smell (Lindstrom,
2005). Stimulation of consumers’ senses can evoke feelings and memories, which in turninfluencesconsumer
behavior(Hultén, Broweus, & Dijk, 2009). Certainly, many practitioners are aware that sensory marketing can
have an effect on sales, product evaluations and customer satisfaction (Bellizzi, Crowley, & Hasty, 1983;
Turley & Milliman, 2000) (cf. Davies, Kooijman, & Ward, 2003; Mattila & Wirtz, 2001; E. Spangenberg,
Crowley, & Henderson, 1996). Researchers have manipulated sensory stimuli such as music, colors and
various shop fittings (cf. Turley & Milliman, 2000). In comparison to such stimuli, scent can be closely
associated to specific products (Parsons, 2009) (cf. Odeh & As’ad, 2014). The aroma offreshly baked breadin
bakeries or butter popcorn at movie theaters is closely associated with products, and the scents are perceived
by many consumers as natural elements of the environment (cf. Bone & Ellen, 1994; Verma, 2014). However,
the effects of scent have often been over looked in research on sensory marketing (Bone & Jantrania, 1992;
Gulas & Bloch, 1995; Hultén et al., 2009)(cf. Cirrincione, Estes, & Caru, 2014), and very much so in research on
direct mailings.

Research on scent can at least be traced back to the early 1930’s, when it was found (Laird, 1932) that a clear
majority of subjects preferred socks scented with narcissus over of unscented socks. More than three decades
later, a similar study (Cox, 1967), this time using the scent of oranges, found that almost 90 percent of the
respondents preferred the orange-scented socks over the unscented duplicates, as the scented socks were
perceived to be better quality (Cox, 1967). In more recent studies it has been found that, for example, ambient
congruents cents can increase consumer brand recall (Morrin & Ratneshwar, 2000). However, one problem of
the previous research is that it was almost entirely limited to products, brands or venues (Teller & Dennis,
2012). Research that extends beyond product-specific environments (bakeries, cinemas, flower shops, etc.) is
relatively limited (Bone & Ellen, 1998; Orth & Bourrain, 2005). To get a broader picture, further research
should be performed outside the mentioned settings (Teller & Dennis, 2012). Indeed, the need for more
research on the effect of scent has been noted (Knasko, 1995; Morrin & Ratneshwar, 2000)(cf. Jacob, Stefan, &
Gueguen, 2014; Spangenberg et al., 1996).0ne area thatremainsunexploredis directmailings.Direct mailings is
a massive industry estimated to have generated, for example, 12 billion U.S. dollars in the U.S. and 2 billion
GBP in the U.K.in 2014(Statista, 2014), and importantly, the design of direct mailings is considered to be
critical to their success (Feld, Frenzen, Krafft, Peters, & Verhoef, 2013). Consequently, this study tests the
effect ofscent onresponse time and sales in reply to direct mailings.
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2. Theory and Hypotheses

Within basic marketing, direct mailing is described as a cost effective way for businesses to reach out to
targeted markets. Direct mailingmay also be referred to as direct marketing, which includes several
approaches ranging from email, web ads, and television commercials,newspaper ads and billboards(Kotler &
Armstrong, 2013). Naturally, direct mail is often perceived as unrequested mail where the sender has the
intent to sell or provide information about products and services(Chang & Morimoto, 2003)(cf. Kumar &
Sharma, 2014); therefore, it also often is perceived as unwanted (Kotler & Armstrong, 2013). As a result, the
effectiveness of direct mailings is not a given. Managers want to make direct marketing more effective(cf.
Durango-Cohen, Torres, & Durango-Cohen, 2013; Feld et al,, 2013; Greenfield, 2004; Lorenxi, Friedmaun, &
Paolillo, 1988; Malthouse, 1999). However, while recommendations on how to make direct marketing more
effective are abundant and sometimes contradictory, empirical evidence is limited. There is empirical
evidence for the importance of the visual design of the envelope as a driver of opening frequency. But the
opening of a direct mailing envelope is merely a must for a response to the mailing; it is not in itself causing
the response rate (Feld et al., 2013). Indeed, to improve response rates managers are increasingly making use
of integrated campaigns, combining direct marketing with other channels (cf. Cooper, 2010). Developments
in the field of direct marketing and its various offshoots are moving towards more specialized, differentiated
approaches(Cooper, 2010), and one fruitful avenue may involve sensory marketing and scent.

Smell has been considered to be one of the most enigmatic senses in humans(Hultén et al., 2009). Unlike
sight, touch and hearing, the sense of smell (along with taste) is a chemical sense(e.g. Morrin & Ratneshwar,
2000). That is, the sensory receptor cells in the nose are activated by chemical molecules(e.g. Cain, 1988).
Although human survival no longer depends on the sense of smell,it is still very important. Children learn
early to use scent cues in their environment, including the pleasant scent of fresh food orthe unpleasant odors
such as those of foul food(Goldstein, 2009). Studies on this fundamental level has found that in general, a
pleasant fragrance produces approach behavior while an unpleasant odor leads to avoidance behavior(e.g.
Levin & McBumey, 1986; Takagi, 1989).

However, scentcan influence more complex behavior and perceptions (Baron & Kalsher, 1998; Guéguen &
Petr, 2006; Teller & Dennis, 2012;Ward, Davies, & Kooijman, 2007). For example,a studyby Diegoet al.
(1998)revealed thatambientscents made respondentssolve mathematical problemsmore quickly. And
BaronandKalsher(1998) found that a pleasant scentcan improvesome aspectsof performance with regard to
driving a vehicle. Likewise,physical performancehas been shown toimprove withthe help ofscent;
Raudenbushetal. (2001)showed that the scent ofpeppermintcouldincrease physicalperformance inathletes. In
terms of consumer behavior, Spangenberget al,(1996) testedwhetheran ambientscentin a store would
affectconsumer perceptionof time and their number of purchases. The resultsshowed that with a scent
present, consumers had a shorter perception of time, but there was nosignificant effect on sales. Orth &
Bourrain (2005) found thatthe scent of lavenderhada positive effect onconsumerperception ofa brand,but
thatrisk-taking,and again, saleswere not affectedsignificantly (cf. Herrmann, Zidansek, Sprott, & Spangenberg,
2013; Madzharov, Block, & Morrin, 2015; Suha, Moonb, Han, & Ham, 2014). Additional research has shown
that mood can be influenced by means of scent (Diego et al., 1998). Studies by Roberts & Williams (1992) and
Warm et al. (1991) revealed that respondents’ mood was positively affected by subjecting them to different
scents such as vanilla, chamomile and peppermint. Lorig& Schwartz (1988) found that subjecting
respondents to the scent of eucalyptus, lavender and apple increased their brain activity, decreased stress
levels and ultimately had a relaxing effect. Such findings contribute to a relatively uniform perception that
fragrances can have an effect on people's mood and well-being (Ehrlichman & Bastone, 1992; Hultén et al,,
2009; Lorig & Schwartz, 1988).

The underlying theoretical rationale in many studies is basedon the belief thatscenthasa hedonisticeffect on
humans. The rationale of the hedonisticeffectimpliesthat humans aim mainly for pleasure (Morrin &
Ratneshwar, 2000). Humans primarily perceive scent in terms of comfort and enjoyment, which may be
related to the fact that the areaof the brainthat interprets scent(the hypothalamus) alsois the center ofour
emotions (Ehrlichman & Halpern, 1988)(cf. Bone & Jantrania, 1992). Through emotions, different behaviors
can be activated andencouraged (Mitchell, Kahn, & Knasko, 1995). This line of thinking draws on the
SOR(stimulus, organism, response) model(cf. Mehrabian & Russell, 1974), and likewise, much of therecent
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research onscent and itsimpactis based on theSORmodel (Chebat & Michon, 2003; Donovan & Rossiter, 1994;
Orth & Bourrain, 2005; Spangenberg, Sprott, Grohmann, & Tracy, 2006)(cf. Goi, Kalidas, & Zeeshan, 2014).

The SOR(stimulus, organism, response) model emerged in the 1960s against the background of findings in
the social sciences, especially in psychology (Jacoby, 2002)(cf. H. Ehrlichman & Halpern, 1988). The model
implies that environmental stimulus (S) causes emotional reactions in the organism (0) and thus influences
the organisms’ behavioral response (R)(e.g. Mehrabian & Russell, 1974). This logic is certainly in line with
general behaviorism (cf. Skinner, 1974). However, the approach reflects ideas of hedonism and enjoyment as
a major motive(H. Ehrlichman & Halpern, 1988)(cf. Goi et al.,, 2014). Specifically, the concept of stimulus-
organism-response (SOR) has been deployed as a basis for explaining how pleasant fragrances and their
effect can taint consumers' perceptions of products or services(Diego et al, 1998). According to the
SORmodel pleasantfragrancesshould have a positive impactwhilstunpleasant odorsshould have anegative
effect (Ehrlichman & Bastone, 1992). Over the years, the model has received backingfrom a variety ofresearch
results(Chebat & Michon, 2003; Orth & Bourrain, 2005; Spangenberg et al., 2006; Turley & Milliman, 2000).
For example, Chebat & Michon(2003) studied consumer behaviorin shopping centersand found
thatpleasantscentsof peppermint, flowers, sandalwoodand citrushad apositive impact onhow
consumersperceivedstore environmentand service. Likewise, the research of Orth & Bourrain(2005)showed
that the scent of lavender had apositive effect onconsumers’ perceptionof brands.

Spangenberg et al. (2006)deployed the SORmodelas a basis for testing the effect of scent on variables such as
perceived time spent in the environment, sales (number of items purchased as well as money spent).The
results showedthat there was a positiveimpact onboth perceived time spent in the environment and sales
(both on number of items purchased as well as money spent)(ESpangenberg et al., 2006). The results with
regard to perceived time spent in the environment can be related to the research of Lipman(1990), who
provides evidence for how pleasantscents may increase the timecustomersstayin a
venue.Spragenberg(1996)relates the effect on perceived time to how consumers receiveanenhanced
experiencewhen they visita storewith an ambientscent, which in turn contributes to their perception of time.
Comparable effects on time, or on the perception of time,have been shown inother contexts, ranging fromin
chessgames(Francis, 1987)to working hours(Lefevre, 1988).Likewise, a studydonebyHirschand Gay(1991)
showed thatthetime spentin ascentedcasino was longer (compared to unscented), which in turnled
toincreasedrevenue(cf. Knasko, 1995; Leenders, Smidts, & Langeveld, 1999; Nixdorf, Teerling, & Koster,
1992). In general, it may be that the effects of scent with regard time have to do with information processing.
A study (Mitchell et al., 1995)showed that scent can affectconsumerinformation processing; added scent
resulted in increasedtime spentprocessing when evaluatinga product, which in turn contributed toimproving
the evaluation ofthe product.

When it comes to the relationship between scent and sales,it has been argued that hedonisticrelevance
isrelatively weak(Turley & Milliman, 2000). The majority ofthe research in the field deployseitherthe
SORmodelorcongruenceas a theoreticalstarting point(Morrison et al, 2011). Thus, as an alternative tothe
SORmodel (and hedonistic relevance),several scholars deploy congruenceas a starting point for their
reasoning(cf. Bone & Ellen, 1998; Bone & Jantrania, 1992; Mattila & Wirtz, 2001; Mitchell et al.,, 1995).
Acongruentscentis consistent with theconsumer's perception ofwhat, for example, a productshouldsmell like
(Parsons, 2009). A fragrancethat is not consistent is referred to as incongruent(Bone & Jantrania,
1992).Research that deployscongruence as a starting pointmeasures the effect of the scentin relation toits
various contexts (cf. Teller & Dennis, 2012). Such approaches are often based on the congruence or
incongruence of scent in relation toa particular product orservice.Ascent thatdoes not matchits context (e.g. a
particular product)is referred toasincongruent.It is generally implied that a congruentscent hasa positive
impact oncustomers’ purchasing behavior and product evaluation(Parsons, 2009; Spangenberg et al., 2006).

Studiesbased congruence or contextualcriteria include Bone & Jantrania (1992)on perception; Davieset al.
(2003) on recognitionand reinforcement of experiences; Schiffer Stein & Blok (2002) on purchasing behavior
and product evaluation. These studies demonstrated that products with congruent scents can attain more
positive evaluations. Specifically, sun screen lotions and detergents with a congruent fragrance (coconut and
lemon respectively)were deemed more favorableby consumersin comparison to
incongruentcombinations(Bone & Jantrania, 1992). Several studies(e.g. Hultén, 2012; Morrison et al., 2011;
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Spangenberg et al, 2006) have deployed the scent of vanilla as an independent variable. It appears that
vanilla can have a similar effect onboth men and women; it is congruent in several contexts andgenerally
perceived aspleasant (Hultén, 2012; Spangenberg et al.,, 2006). Indeed, vanilla has been found to haveaslightly
positive impact onconsumers’purchasing behavior(Morrison et al, 2011). Comparable results have been
achieved with lavender scent (Guéguen & Petr, 2006). Researchhas shownthat acongruentscent can cause
consumers toremain longerina store(Schifferstein & Blok, 2002). As mentioned, it is implied that
consumersevaluate contexts (and products)more positivelywhena matching scent is present. In an opposite
manner,anincongruentfragrancethat does not fitthe contextcauses confusion(Parsons, 2009; Spangenberg et
al,, 2006). However, it has been argued that in comparison to no fragrances at all, in congruent scents still can
have a positive impact on consumer behavior(Parsons, 2009).That is, it is important to consider that
evenincongruentscentshelpus to recognizeand reinforceexperiences in retail environments,which in turn can
be utilizedtoinfluence consumer behavior(Davies et al., 2003).

From the preceding discussionit is clear that scent can influence the amount of time consumersperceive they
spend or the amount they actually spend in a setting (cf. Francis, 1987; Lefevre, 1988; Lipman, 1990;
Spangenberg et al.,, 2006)and the effect may be understood in terms of an enhanced experience (Spragenberg,
1996). In addition, increased time spent has been associated with increasedrevenue (Hirsch & Gay, 1991)(cf.
Knasko, 1995; Leenders et al., 1999; Nixdorf et al., 1992). These effects of scent with regard to time may have
to do with information processing. That is, added scent results in increasedtime spentprocessing when
evaluatinga product, which in turn improves consumers’ evaluation ofthe product(Mitchell et al,, 1995).
Therefore, in regard to the relationship between scent and reply time to direct mailings we propose:
H1.Congruent scent has an effect onresponse time in reply to direct mailings.

Moreover, it is clear that scent can influence consumers’ moods(e.g. Diego et al., 1998; Roberts & Williams,
1992; Warm et al.,, 1991),their brain activity and stress levels(e.g. Lorig & Roberts, 1990; Lorig & Schwartz,
1988)(cf. Ehrlichman & Bastone, 1992; Hultén et al., 2009), and various forms ofproduct evaluationsas well as
purchasing behavior(Bone & Jantrania, 1992; Parsons, 2009; Spangenberg et al.,, 2006). Because the intent of
direct mailings is to sell or provide information about products and services, we propose:

HZ2.Congruent scent has an effect onsales in reply to direct mailings.

3. Methodology

Selection: To compare the response time and sales in reply to unscented direct mailings to the response time
and salesin reply to scented direct mailings, a total 0f1571 direct mailings were sent out to randomly
selectedstart-up companies (they were allregistered at theCompanies Registration Officein April2014).
Randomizationresulted in two samplesof n=793forthe experimental groupand n =778for the control group
(the uneven numbers resulted from external falloff as a result of invalid orincorrect addresses revealed after
the randomization process).

Measures

Scent: Two focus groups consisting of seven and eight participants respectively (five women and two men
aged from 28 to 53 and three women and five men aged 20 to55) were deployed to identify and selecta scent
thatwas consideredthe mostcongruenttothe setting, i.e. to the directmailings. The selection ofthe fragrances
evaluated in the focus groups were all well-anchoredinpreviousresearch: vanilla,citrus, lavender, peppermint
and eucalyptus (cf. e.g. Bone & Jantrania, 1992; Cain, 1988; Morrin & Ratneshwar, 2000; Morrison et al., 2011;
Raudenbush et al.,, 2001). The scents were sponsored by a company specializing in exposure andscentingof
different environments.The groups were introduced to the purpose of the sessions as well as to the format of
the direct mailings. The participants received paper sticks upon which the scents had been applied. The
discussion then concerned the contextswith which the scents were congruent as well as which scent, if any, fit
with the direct mailings. Both vanilla and peppermint was deemed suitable. Therespondents associated
vanilla scentwithpeace andcredibility whilepeppermintrepresented energyand spontaneity.In the end,
peppermint was chosen as it was consideredthe mostcongruentwith the direct mailings. Next a procedure for
scenting the direct mailings was developed. Specifically, the directmailingswere authentic ditto consisting of
twopagesand apostage-paidreply form(all in a single envelope), withinformation about the companyand their
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offer (the offer concerned website development and hosting).A pretest was performed by sending scented
mailings through the mail to make sure that they were scented upon arrival. The results were deemed
appropriate.

Response time and sales: Response time and sales were recorded for the experimentalandcontrol groups
respectively.Sales could be made in two ways. One option was to submitthe postage-paidreply formthat
camewith the mailing.The other option was to go through thecompany websiteonline wherethe
sameresponse optionswere available. The date of each purchase was noted to establish the response time. A
purchasewas recordedwhen ananswer sheetwas received or when an approvedregistration was
madethrough the website.

Procedure: The directmailings weresent out and replies were tracked for 14 days (no replies were received
after 14 days). The mailings were visually identicalexcept for thepersonalizednames and addresses.
Directmailingsforthe experimental group were scented: Each mailing was sprayedon the frontand on the
backleaving a distinctpeppermintscent. Each envelope in the experiment group was sprayedon the inside.
Next, the mailings were put in the envelopes and the envelopes were sealed.

4, Results

H1-Response time: Thel571 direct mailings generated a total of 43 sales during the 14 days sales were
recorded; 20 sales in the experiment group and 23 sales in the control group, hence each day represented a
measure. The normality of the distribution was assessed through probability plots, kurtosis and skewness.
The z coefficients for both the kurtosis and the skewness were within +/- 2,58 (Table 1). However, the sig.
values of the Kolmogorov-Smirnov and the Shapiro-Wilk tests were below 0,05 (Table 2), signifying that the
distribution was non-normal (e.g. Hair, Black, Babin, Anderson, & Tatham, 2006), and therefore A Mann-
Whitney U test was used to test the hypothesis(cf. e.g. Pagano, 1994).

Table 1: Descriptive

Statistics Std.Erorr Z-score

Scent Skewness 1,450 ,597 1.450 /,597 = 2.428
Kurtosis 2,163 1,154 2,163 /1,154 =1.874

No Scent Skewness  ,997 ,597 ,997 /,597 =1.67
Kurtosis 2,026 1,154 2,026 /1,154 =1.755

Table 2: Normality
Kolmogorov-Smirnov  Shapiro-Wilk

Statistic df Sig.  Statistic df Sig.
,335 14 ,000 ,810 14,007
Nocent ,252 14 ,016 ,868 14,040

Scent

The Mann-Whitney U testshowed that scent did elicit a statistically significant effect onresponse time in reply
to direct mailings(Z =-1,972;p = 0,049) (Two tailed). The results reject HO. (See Table 3 and 4)

Table 3: Mann-Whitney U

Group Mean Rank

Resp. Scent 17,98
days No Scent 25,50
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Table 4: Test Statistics

Mann-Whitney U 149,5
Wilcoxon W 359,5
Z -1,972

Asymp. Sig. (2-tailed) 0,049

H2-Sales: Because the dependent variable was measured at the interval level and the independent variable
consisted of two matching pairs, and the distribution of the differences between the two groups was deemed
adequately symmetrical, a Wilcoxon signed-rank test was deployed to test the hypothesis(cf. e.g. Pagano,
1994). See Tables 5 and 6. The Wilcoxon signed-rank test showed that scent did not elicit a statistically
significant effect on salesin reply to direct mailings (Z = -,406; p = 0,685) (Two tailed). The results reject H1

Table 5: Wilcoxon signed-rank test

N Mean Rank SumofRanks

Negative Ranks 52 6,80 34,00
Positive Ranks 7° 6,29 44,00
Ties 2¢
Total 14

a.No_Scent< Scent; b.No_Scent> Scent; c.No_Scent = Scent

Table 6: Test Statistics

No Scent - Scent

Resp. Z -,406
days Asymp. Sig. (2-tailed) ,685

5. Conclusion

The results show that adding scentto the direct mailings had an effect on the response time in reply to the
direct mailings.Specifically, the response time was shorter when a scent deemed congruent with the direct
mailing by focus groups was added. The results show that adding scentto the direct mailings had no effect on
sales in reply to the direct mailings. Specifically, both in absolute numbers (20 sales in the experiment group
and 23 sales in the control group) and sales ranked with each day as a measure, more sales were found in the
control group. However, the difference was not statistically significant.

Discussion: The fact that scent had asignificant effect onthe response timeunderlines the general conception
that scent is related to time. One obvious explanation for the relationship draws on the SOR model and that
scent enhance the experience(cf. E. Spangenberg et al., 1996), which in turn influences the time spent with the
direct mailing(cf. Francis, 1987; Lefevre, 1988; Lipman, 1990; E. R. Spangenberg et al., 2006). That is, the
respondents may spend more time in front of the direct mailing at the moment when it is received and thus
decide faster. As a consequence, and in practical terms, managers may want to consider scenting direct
mailings when a fast response from the target market is critical (as a response or intervention tothe actions of
competitors).However, this explanation struggles when the model is extended to suggest that increasedtime
spentprocessing when evaluatinga product in turn improvesthe consumer evaluation ofthe offering(cf.
Mitchell et al., 1995), at least in the sense that improved consumer evaluation of the offering implies, in the
end, increased sales. Added scent had no effect on sales. According tothe SORmodel, a pleasant scentshould
have a positive impact, and indeed,Chebat&Michon(2003)found that peppermint is considered to be a
pleasant scent. Thus, as the result show that scent had nosignificant effect onsales, it limits the applicability of
SORmodel with regard to sales. This result is in line with several earlier studies which found no effect of scent
on sales (e.g. Mitchell et al,, 1995; Orth & Bourrain, 2005;E. Spangenberg et al., 1996).
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Another interpretation of the observed relationship between scent and response time draws on congruence.
One the one hand, congruence should contribute to an enhanced experience, in turn leading to the increased
time spent with the direct mailing and the associated improved evaluation. On the other hand, congruence by
itself (regardless of the time spent) should improve consumer evaluation (again the resultsdo not show
evidence for this in terms of increased sales)(cf. Parsons, 2009; E. R. Spangenberg et al., 2006). Thus, both in
terms of the SOR model and in terms of congruence, the results problematizeany association between
increased time spent and increasedrevenue(cf. Hirsch & Gay, 1991; Knasko, 1995; Leenders et al,
1999;Nixdorf et al, 1992). Previous researchbyRaudenbushet al.(2001)and Baron&Kalsher(1998) showed
thatpepperminthad anactivating effectand thatthe scentincreasedrisk taking. Hence an alternative
explanation for the faster response time is that certain scents can elicit specific responses in consumers and
that the chain of causality has little to do with the SOR model or congruence.

As mentioned, Spangenberg et al.(2006)found a positive impact of scent on both perceived time spent in the
environment and sales (both on number of items purchased as well as money spent).However, it appears that
a critical difference between Spengenberg and earlier studies is that the former deployed gender congruent
scents rather than merely ambient scent(cf. Spangenberg et al., 2006).Thus, to make the results conform to
the notion of congruence, it may be argued that the added scent in the present study wasnot congruent
enough. That is, it may be that the scent was congruent enough to enhance the experience sufficiently to
cause the potential buyers who would buy the product anyway decide or act faster. But the scent was not
congruent enough to elicit additional sales. While deemed congruent by the focus group, peppermint may not
be congruent enough with the direct mailings to influence sales. Consequently, an apparent limiting factor
includes the potential for establishing scents strongly congruent with an offering, which in turn is decided by
the characteristics of the offering, unless congruence is sought with the recipient. Congruence with the
recipient could, for example, entail a male or female scent for a male respective female target market.

Theresults obtainedand the discussion above suggests severalfruitful avenues for further research.The
possibility that certain scents can elicit specific responses in consumers and that the chain of causality may
have little to do with the SOR model or congruence warrants more explorative studies on the effect of scents
(including degrees of unpleasant scents) on direct mailings, regardless of the scents are deemed congruent or
pleasant. In terms of congruence, more research is needed into what types of offerings or direct mailings
allow the establishment of clearly congruent scents. Issues such as what scents are congruent with, for
example, a book, a magazine, a music CD, a computer game CD, or with various consumer electronics, may
depend on the media, the medium, and the target audience(this study did not take demographics into
account). Various degrees of congruence with classes of offerings or with explicit contexts may be established.
A related factor to consider is the level of involvement associated with the product or service being offered.
An offering which is expensive and visible to others (e.g. cars, jewelry etc.) is generally a high involvement
purchase. Cheap and non-visible offerings, such as for instance toothpaste and sugar, are generally low
involvement purchases. It is implied that the higher the involvement, the more rational information
processing is done by consumers before making a purchase(e.g. Bolfing, 1988; Celsi & Olson, 1988; Kapferer
& Laurent, 1985; Sarathy & Patro, 2013), which could have had an impact on the effect of scent. In the present
study, website development and hosting can be considered to be a relatively high involvement purchase
decision, promoting more rational information processing in turn possibly limiting the effect of scent. Thus
fruitful avenues for further research include taking into account the offering or purchase situation in terms of
involvement, as well as congruence, and pleasantness or unpleasantness of the scent. Moreover, assessing
differences with regard to factors such as gender, age orother nominalaspects in relation to response time is
likely both to help elucidate the relationships and have practical value for the direct marketing industry.
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Abstract: Well-conceived and effectively managed rural tourism brand in sub-Saharan Africa (SSA) can help
build favourable reputation which enhances the confidence of tourists. The purpose of this paper is to
formulate brand essence (functional and emotional benefits derivable from a brand) and brand position
statement, for SSA’s rural tourism development. This study conducted descriptive analysis of brand essence
for SSA’s rural tourism development. It is exploratory, rather than conclusive in nature. Functional benefits of
SSA’s rural tourism include her diverse natural and cultural attributes, friendliness of population, climatic
conditions, and unique rural landscape. Her emotional benefits include the ‘feel-good’ factor when tourists
are offered the ‘rural idyll’ experience not found in any other continent or sub-continent, or buy local foods
and souvenirs. This positive feeling of visiting SSA’s rural areas adds richness and depth to the tourists’
experience of being involved with her brand. The knowledge of rural tourism brand essence can help SSA’s
local communities, local governments and national governments to communicate not just the functional
values, but also the emotional values of visiting rural areas to tourists. This will lead to particular
relationships between local communities and stakeholders to enact these emotional values or rewards. SSA’s
rural tourism brand positioning statement could read: “To tourists seeking nostalgic experiences, novelty and
escape, rural SSA offers authentic rural landscape, ‘rural idyll’ experience, and amazing friendly populations”.

Keywords: Brand essence, brand positioning, rural tourism, tourism development, sub-Saharan Africa

1. Introduction

Rural tourism is an international subject. Researchers all over the world (such as Dong, Wang, Morais &
Brooks, 2013; Ezeuduji, 2015; Hernandez-Maestro & Gonzalez-Benito, 2013; Fleischer & Felsenstein, 2000;
Fleischer & Pizam, 1997; Sharpley, 2002; Wilson, Fesenmaier, Fesenmaier & Van Es, 2001) have documented
evidences from different countries that rural tourism is a suitable form of socio-economic development in
rural areas and requires collaboration of stakeholders for success. Fleischer and Pizam (1997), in Israel,
claimed that rural tourism is in many but not in all aspects, similar throughout the world, as it is generally
seen as an alternative means of income. However, Dong et al. (2013), in USA, posited that rural tourism is
different in various cultural contexts, due to tourists’ broad travel preferences (from outdoor activities to
shopping and dining in restaurants). Sharpley (2002), in Cyprus, stated that rural tourism is essential in
peripheral rural areas where traditional agrarian industries have declined. Fleischer and Felsenstein (2000),
in Israel, and Hernandez-Maestro and Gonzalez-Benito (2013), in Spain, posited that public assistance for
rural tourism is able to generate considerable returns. Wilson et al. (2001), in USA, concluded that rural
tourism development and entrepreneurship cannot function in the absence of participation and collaboration
of businesspersons who are directly or indirectly involved in tourism.

Many studies on rural tourism in sub-Saharan Africa (SSA) have enquired the implications of tourism
development on local communities and challenges of development, analysis of the internal and external
environment of rural tourism development, factors that are critical for successful community-based tourism,
market segmentation of rural tourists, and competitive strategies with which SSA can compete in the global
tourism marketplace (such as Akama & Kieti, 2007; Ezeuduji, 2015; Ezeuduji & Rid, 2011; Kibicho, 2008;
Manyara & Jones, 2007; Musasa & Mago, 2014; Rid, Ezeuduji & Proebstl, 2014; Sotiriadis & Nduna,
2014).These studies also reached the conclusion that rural tourism has been embraced as a viable form of
socio-economic development in rural areas, and also require collaboration of rural tourism stakeholders and
capability-building for success. This study however will enquire into SSA’s rural tourism brand essence and
possible brand position statement which could be incorporated into its integrated marketing
communications, as none was available at the time this study was conducted. A clear outline of functional and
emotional benefits derivable from visiting SSA’s rural areas by tourists will help form basis for focused and
consistent integrated marketing communications with tourists and publics.
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Integrated marketing communications are defined by Shultz and Kitchen (2000: 65) as “a strategic business
process used to plan, develop, execute and evaluate coordinated measurable, persuasive brand
communication programmes over time with consumers, customers, prospects, and other targeted, relevant
external and internal audiences”. The subject matter of the marketing communication is brands, and the
intention is persuasion and sometimes reinforcing behaviour. As brands are the organization’s repository of
core meanings and values, it provides coherence and consistency in how and what the organization
communicates (O’Sullivan, 2010). SSA’s rural tourism may therefore position its integrated marketing
communications, as forces to reinforce behaviour (as in advertising), or as a way of achieving mutual
understanding between SSA and her publics (as in public relations) in order to justify and preserve its asset
of reputation. This study conducted descriptive analysis of brand essence for SSA’s rural tourism
development. It is exploratory, rather than conclusive, with concepts that are generality in nature, giving rise
to study limitations, but can serve as a guide for future conclusive studies. SSA is chosen for this study as
Rogerson (2006) and Spencely (2008) have highlighted the importance of maximising tourism projects and
their local development impact in Africa, and Rogerson and Rogerson (2010) called for further research to
explore the understanding of local economic development policy and applied practices (rural tourism, for
example) across SSA. Rural tourism brand essence formulation will support focused and consistent
integrated rural tourism marketing communications in SSA.Rural tourism involves tourists’ visits to a rural
area to experience the rural landscapes and participate in a rural way of life (Ezeuduji, 2014). African rural
tourism comprising visits by tourists to rural Africa to experience the culture and natural environment of the
local populations is considered one of the strategies within the management portfolio of sustainable rural
development (Ezeuduji & Rid, 2011).

2. Key Assets for Tourism in Sub-Saharan Africa - an Overview

Africa, especially sub-Saharan Africa (SSA), in comparison to other continents is peculiar for the great
diversity of her environment Sub-Saharan Africa (SSA). Her people are very diverse, even within a particular
country, and this diversity offers a rich mixture of vibrant cultures. Her scenery, sunshine, vegetation,
wildlife, hot deserts, mountains, lakes, and beaches create a high diversity in her environment, which cannot
be replaced by any other part of the world (Ankomah & Crompton, 1990; Filani, 1975).The varied ecology of
SSA as a sub-region has endowed her rural places with much concentrations of wildlife. SSA designates all
African countries, excluding northern Africa, found fully or partially situated south of the Sahara, including
Sudan and South Sudan (United Nations Statistics Division, 2011).SSA also includes the African island states
that are offshore of the eastern and western coasts, namely, the Indian and Atlantic Oceans (Dieke,
2013).People and attractions drive tourism and these attractions represent how unique and diversified the
cultures and geographical features are. For SSA, the cultures and geographical resources combine to provide
her with significant tourism development opportunities (Ankomah & Crompton, 1990). Countries found in
SSA include Uganda, Rwanda, Kenya, situated in the East of Africa; Nigeria, Ghana and The Gambia, situated in
the West of Africa; and South Africa, Namibia, Zambia, and Botswana, in the Southern Africa.

Tourists’ Motivationsto Visit Rural SSA and Environmental Implications: Rural SSA is endowed with
unique natural and cultural attributes with which it can create and position itself favorably in the rural
tourism marketplace. These natural attributes include forest types and diverse savannah, wildlife species, and
rural landscape. The cultural attributes include the local music, traditional dances, rural way of life with
myths and legends, local festivals, traditional rites and local handicrafts. It is therefore common knowledge
that mostly Europeans and North Americans perceive rural SSA as having the ‘rural idyll’ symbols and these
stand in huge contrast to their countries of origin (Ezeuduji, 2015). There is dearth of literature on the
motivational dimensions of tourists visiting rural SSA. However, Table 1 shows the documented motivational
dimensions of rural tourists to SSA. Therefore, some evidence exists that tourists visiting SSA are seeking
‘rural idyll’ experiences. Ezeuduji (2015), in his analysis of key success factors for rural tourism development
in SSA posited tourists’ demand to be seeking for ‘rural idyll’ symbols which are authentic rural lifestyle and
rural experience, differentiated and diverse natural and cultural heritage. He further stated that the major
dimensions of rural tourism market competition are authenticity of experience, quality of offerings, and
marketing communications. Analysis done by Ezeuduji (2015) further suggested that superior competitive
position in the global rural tourism marketplace can be achieved through clear value position, operational
excellence, and strong customer relations. He further recommended that SSA could have a unique selling
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proposition within the international tourism industry by offering unique experience setting schemes through
events, planned and organized in rural areas highlighting rural image and cultural attributes within natural
space.

Table 1: Motivational dimensions of tourists visiting rural SSA

Motivational variables Broad category/ Authors and place of study
Dimensions

a. learn about endangered species, learn Knowledge seeking Kruger and Saayman (2010):

about animals, learn about plants, for travel motivations of local

educational reasons tourists to  Kruger and
Tsitsikamma National Parks in

b. to attend conferences, to attend events, Activities South Africa

hiking

¢. accommodation and facilities, brand of Park attributes
parks, climate of location, hiking trails

d. family recreation, grew up in park Nostalgia

e. explore new destinations, socializing Novelty

with friends

f. to experience wildlife, experience Nature experience
different species, learn about nature,

appreciation of endangered species

g. photograph animals, photograph plants Photography

h. routine vacation, relaxation, get away Escape and relaxation

i. natural areas, history, traditions and Heritage and nature Rid et al. (2014): motivational

culture, rural landscape dimensions of foreign visitors
for rural tourism activities in

j- stay among locals, strong feelings of Authentic rural experience The Gambia, West Africa

experience, local food, rural way of life

k. local languages, traditional dances, Learning

myths and legends, local handicrafts

1. Sun, sand and sea Sun-beach experience

Butler and Hall (1998: 117) suggest four main characteristics of rural imaging processes, namely: (a) the
development of a critical mass of facilities and visitor attractions; (b) the hosting of events and festivals; (c)
the development of rural tourism strategies and policies which are often associated with new and renewed
regional tourism organizations and the related development of regional marketing and promotion campaigns;
and (d) the development of leisure and cultural services and projects that support regional marketing and
tourism efforts. Hence, rural tourism strategy that focuses on hosting of events and festivals (with associated
regional marketing and promotion campaigns) and reflect cultural attributes of a region can become a way of
showecasing local community life and its integration with the landscape (forming the critical mass of facilities
and visitor attractions). This is often an important part of the rural tourism marketing image and branding of
the rural tourism products and services (Roberts & Hall, 2001). It can be done without compromising or
damaging the way of life around which the local attraction is derived (Edwards, Fernandes, Fox, & Vaughan,
2000). Events are globally considered important motivator of tourism, essential in the development and
marketing plans of most nations or destinations, and becoming increasingly critical for destination
competitiveness. The emergence and growth of event tourism sector in the tourism industry has been
described as spectacular (Getz, 2008). Tourists do constitute a potential market for planned events and the
tourism industry is a definitive stakeholder in their success and attractiveness. However, not all events are
tourism oriented and some may fear the potential negative impacts associated with adopting marketing
orientation to planning and hosting events. It is nonetheless noted that events (including tourism oriented
ones) play roles of fostering national identities, cultural development, community-building, and
villageorurban renewal (Getz, 2008). A successful event planning in rural sub-Saharan Africa will need
marketing knowledge of the motivational dimensions of visitors, as outlined earlier in this section.

36



Journal of Economics and Behavioral Studies (JEBS)

Vol. 7, No. 6, December 2015 (ISSN 2220-6140)

Rural tourism development in developing nations might raise environmental concern. Roberts and Hall
(2001) posited that in order to achieve a sustainable tourism growth, regions that are marketing themselves
as tourist destinations are advised to monitor how the regional environmental quality may be put at risk by
planned processes of tourism development. Strategic environmental assessment (SEA) and Environmental
impact assessment (EIA) procedures were put together by the Economic Commission for Africa (ECA) to
maintain the desired environmental standards (ECA, 2005). In SSA, all tourism development processes should
go through the EIA process. Monitoring and keeping environmental objectives in the long run, however, is
quite a challenging task for any developing country, especially in SSA. Spenceley and Meyer (2012) reviewed
a research on tourism development assessment of impacts and concluded that one of the major trends is the
need to develop new techniques and resources for monitoring and evaluating tourism impacts (Spenceley &
Meyer, 2012). Therefore, ensuring sufficient resources and monitoring of environmental standards for rural
tourism development as prescribed by EIA in the earlier stages of tourism development will require
stakeholders’ cooperation based on four pillars: (a) monitoring and evaluation by governmental bodies, e.g.
by the National Environmental Agencies in SSA, (2) the programmatic work of not-for-profit organizations in
rural areas of SSA, (3) the local communities, e.g. planning and implementing community-based natural
resource management (CBNRM), and (4) tour operators’ and investors’ commitment and thoughtfully
negotiated environmental agreement (see Simpson, 2008).

It is vital to note that rural tourism schemes are quite heavily dependent on healthy environmental conditions
and local communities. Therefore local communities, with the support of the other rural tourism stakeholders
(national governments, not-for-profit organizations, tourism organizations, etc.) will have to decide the limits
of acceptable change and the visitor carrying capacity regarding their specific natural environment (Ezeuduji
& Rid, 2011). Heeding to this call will help in establishing and fulfilling sustainable and healthy social
environment and the requirements of ecotourism products outlined by Wright (1994: 40). One of the
examples of successful ecotourism projects in sub-Saharan African region is the Southern African Bird Atlas
project (SABAP), Africa’s biggest public participation biodiversity database which covers six southern African
countries (Botswana, Lesotho, Namibia, South Africa, Swaziland and Zimbabwe) where positive influences
were reported on scientific endeavour (in terms of research output) and societal awareness of scientific
issues through public participation in research (Harrison, Underhill, & Barnard, 2008).Another example can
be found in the sacred Kaya Kinondo forest Ecotourism project of the Digo sub-group of the Mijikenda people
situated by the south Kenya coast (East Africa), a biological and cultural significant site, where income (with
the locals’ high involvement) from the project have provided a huge support to a wide range of community
projects, and the project does not transgress local community’s cultural rights (Nyamweru & Kameru, 2008).
It is noted by Roberts and Hall (2001) that regions marketing themselves as tourist destinations should be
able to have a clear understanding of the ecological limits or acceptable range of change from tourism, and
also should be able to monitor how the regional environmental quality can be placed at risk by new tourism
development. SSA nations have National Environment Agencies charged with environmental impact
assessment. These agencies can support local communities willing to be involved in rural tourism to maintain
the desired environmental standards (Ezeuduji & Rid, 2011).

However, a study in South Africa (Briedenhann & Wickens, 2004) indicated the challenges to be overcome if
rural tourism sector is to achieve its goals. These include a lack of financial capital and capacity at the local
government and community level, the difficulties of putting into operations, community-based rural tourism,
and the dearth of management and entrepreneurial skills. Ezeuduji (2015) hence emphasized on creating a
rural tourism stakeholder network and collaboration in SSA which will help institutional capacity-building
(training in product excellence, operational excellence, and customer service). This will subsequently
empower the local actors in the long term. He also suggested a creation of balance between implementing
bottom-up values (i.e. local values and community ownership) and the accompanying need to utilize top-
down resources (i.e. national governments and not-for-profit organizations being partners for business skills
training and initial financing). With a cooperative and functional stakeholder network in place, it is easier to
effectively develop a vision and strategy emanating from the values of the local community.
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Brand concept is quite complex and in many cases, it is not apparent to managers, however Davidson (1997:
376) developed a tool that can help managers to learn and appreciate brand nature, called ‘branding iceberg’.
Davidson (1997) noted that branding iceberg has about 15% visible part above the water and about 85%
invisible part beneath the water. Managers often discuss the visible part of brands (i.e. the name or logo) seen
to the customer, rather than the key assets, competencies, and unseen value-adding processes inside the
organization that will give the brand its competitive advantage and ensure reliable quality levels. These brand
elements that are below the water encompass not just marketing factors but also company-wide factors such
as the values, intellect and culture of the organization. de Chernatony & Harris (2010) therefore posited that
it is only by taking a planned perspective that the roles of these diverse domains can be integrated to make
sure that the brand is a holistic entity, whereby the claims that are implicit in the visible components are
subsequently backed by the invisible systems. As such, brand management needs to be regarded as an
integrated business process (Rubinstein, 1996) that is consistently performed across all business functions
and areas.

From a consumer’s perspective, brands do help to identify the product/producer behind the product and
simplify the buying process. According to Berry (2000), knowledge about brands, especially the ones with
which the consumer has previous experience, reduces search costs and reduces perceived risk (financial,
functional, social, etc.). To develop a brand requires time and money (investment), which if properly managed
should yield healthy rewards. To move from a commodity to a brand, the core offering needs to be augmented
with added values. These are the extra functional or emotional benefits that differentiate the organization’s
brand from the core commodity or other competitors’ brands (de Chernatony & Harris, 2010). The
knowledge of the nature of the brand also known as brand essence (functional and emotional benefits
derivable from a brand) can help employees of an organization to communicate not just the functional values,
but also the emotional values of the brand to consumers leading to particular relationships between staff and
stakeholders to enact these emotional values or rewards (de Chernatony & Harris, 2010). As stated by some
authors, consumers do not simply pay for services; they pay for service brands (de Chernatony & Harris,
2010; Ezeuduji, Lete, Correia & Taylor, 2014). As Kapferer (1997) pointed out, the value of a brand emanates
from consumers’ awareness of it, their trust in it and the image and reputation it has for them. Brands offer
consumers various tangible and intangible benefits over unbranded offerings and, through these, the value of
the companies owning the brands increases. Successful brands are those that represent valuable marketing
assets through the coherent blending of marketing resources. Through well-conceived and effectively
managed brands, firms can build favorable reputations which enhance the confidence of buyers and users (de
Chernatony & Harris, 2010). deChernatony and McDonald (1998: 20) defined a successful brand as “an
identifiable product, service, person or place, augmented in such a way that the customer or consumer
perceives relevant, unique, added values which match their needs most closely”.

As stated earlier, SSA’s rural tourism does have a global reputation of offering tourists the rural idyll
experience that is not found in any other continent or sub-continent (Ezeuduji, 2015). This image has
complex physical and socio-psychological attributes and beliefs that are attached to it. For example, tourists
coming from Europe or Northern America are well aware that the ‘rurality’ of their homes is quite different
from that of SSA. These tourists do largely see SSA rural areas as being more ‘rurally’ rustic and authentic
than their homes’ rural areas (Ezeuduji & Rid, 2011).‘Rurality’ as a concept is used as an expression that
different rural areas are not being homogeneously defined. ‘Rurality” is defined by Chigbu (2013:815) as "a
condition of place-based homeliness shared by people with common ancestry or heritage and who inhabit
traditional, culturally defined areas or places statutorily recognized to be rural”. It has been pointed out that
SSA’s rural spaces are richly endowed with physical assets which include natural attributes (such as rich
wildlife species, savannah and forest types, rural landscape, etc.) and historical attributes (such as
archaeological sites, pre- and post-colonial sites, etc.). Intangible assets in SSA rural places include invaluable
cultural attributes (such as local music, traditional dances, local festivals and rites, rural way of life, myths
and legends, local handicrafts, etc.). It can then be said that SSA offers her tourists the functional benefits of
experiencing her diverse natural and cultural attributes, friendliness of population, climatic conditions, and
unique rural landscape. Tourists are also offered the emotional benefits of going home with the ‘feel-good’
factor after having that particular ‘rural idyll’ experience not found in any other continent or sub-continent,
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or after buying local foods and souvenirs. This positive feeling of visiting SSA’s rural areas adds richness and
depth to the tourists’ experience of being involved with her brand. As Keller (2003) posited, consumers often
develop a relationship with brands as they are avenues to express their personality, self-image and beliefs.

In essence, by consuming certain types of products/brands, tourists convey how they would like to be,
identifying themselves with their rural origins — where it all began. Functional and emotional benefits derived
from consuming a particular product or service, or visiting a particular destination are described as the
‘brand essence’ of the product, service (de Chernatony & Harris, 2010), or destination. A brand can also be
described as a promise of particular benefits and value. Brand essence is the single most compelling thing we
can say about the brand that differentiates it from competitor brands as perceived by the consumer. The most
powerful brand essences are rooted in a fundamental consumer need. Tourists’ need to find their original
selves and identify themselves with their rural origins - where it all began, is in line with Kruger and
Saayman’s (2010) findings of tourists’ motivations of knowledge seeking, nostalgia, novelty and escape, and
Rid et al. (2014) reported tourists’ motivational dimensions of heritage and nature, authentic rural
experience, and learning in SSA. Brands, therefore, involve physical and socio-psychological attributes and
beliefs. Consumers may refer to the symbolic meanings of products/brands to construe and preserve their
identity, for example, consumers may purchase rural tourism products to show they care for the local people.
Brands may, therefore, play a role in the construction of consumer identity (Elliot & Wattanasuran, 1998).
This behaviour often leads to consumer loyalty allowing for the development of relationships (de Chernatony
& Harris, 2010).

Brand Positioning for SSA’s Rural Tourism: From the previous discussion, it is evident that SSA’s rural
tourism has a distinctive offering for tourists. It has been noted that brand essence is the single most
compelling thing we can say about the brand that differentiates it from competitor brands as perceived by the
consumer. For SSA’s rural tourism, this most compelling thing is the ‘rural idyll’ experience, which manifests
itself in the friendliness of the populations, unique and authentic rural landscape, rural way of life, natural
and cultural attributes. These can fulfill tourists’ functional needs and offer them the ‘feel good’ factor they so
much desire. Communicating the brand essence of SSA’s rural tourism to tourists will require a brand
positioning statement. Rossiter and Percy’s (1996) structuring for a brand positioning statement will be
particularly useful for SSA’s rural tourists and rural tourism stakeholders to know who the SSA’s rural
tourism brand is for, what the brand is and what it offers. They (Rossiter & Percy) argued that a good
positioning statement should have the structure: 1. To ....(target audience) ...., 2. .... is the brand of ....
(category) ...., 3. that offers ...... (benefit) .......

This positioning structure is concerned with three linkages: (1) the link between the brand and the user, (2)
the link between the brand and the category need, and (3) the link between the brand and the benefits.

SSA’s brand essence (the functional and emotional benefits) can thus be linked to its competitive advantages
of local populations’ friendliness, authentic rural landscape and ‘rural idyll’ experience. Using Rossiter and
Percy’s (1996) structuring for a brand position statement, SSA’s rural tourism brand position statement could
read: “To tourists seeking nostalgic experiences, novelty and escape, rural SSA offers authentic rural landscape,
‘rural idyll’ experience, and amazing friendly populations”,

This position statement communicates core functional benefits (friendliness of the populations, authentic
rural landscape, rural way of life, natural and cultural attributes.) and emotional benefit (‘rural idyll’
experience) of SSA’s rural tourism brand. Offering ‘rural idyll’ experience in a destination can be done
through building dynamic capabilities with the help of an engaged rural tourism workforce who can in turn
engage the tourists. Trainings in best practice service quality showcasing the ‘spirit of Africa’ or African
values are critically important for this development. Hence, focusing on initiatives that communicate and
drive the values and behaviors that SSA’s rural tourism will like to see reflected in its employees, as they
deliver this brand promise to tourists, is vital for success. The trainings should be aimed at assisting
operational staff in delivering consistent, quality, memorable service experiences and to enable all functional
areas to engage and coach their front line staff. SSA’s rural tourism may therefore integrate this brand
position statement into its integrated marketing communications to reinforce tourist behavior (e.g., in
advertising), and as a way to achieve mutual understanding between SSA’s rural tourism and herpublics (e.g.,
in public relations) in her continual endeavor to justify and preserve her assets of reputation.
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4. Conclusion

SSA’s rural tourism potential for competitive advantage can be derived through developing dynamic
capabilities aligned to tourists’ value position. Having identified the rural tourists’ value position built around
authentic rural experience, SSA rural tourism can then position itself to design and continuously align her
internal processes to match tourists’ wants and values according to changing environments and markets. SSA
could have a unique selling proposition within the international tourism industry by offering unique
experience setting schemes through events organized in rural areas incorporating cultural attributes within
natural space (Ezeuduji, 2015). If SSA’s rural tourism is to strive after new capabilities; a strong brand that
addresses tourists’ value position (rural tourists seeking nostalgic experiences, novelty and escape) can help
attract repeat-visit tourists, while supporting its brand promise of ‘rural idyll’ experience. Communicating
SSA’s rural tourism to tourists requires knowledge of changing customer profiles and specific market
segments’ needs. Adventure tourists, ‘slow’ tourists and rural events’ tourists will visit rural spaces, but are
likely to have different wants and needs. The knowledge of rural tourism brand essence can help SSA’s local
communities, local governments and national governments to communicate not just the functional values, but
also the emotional values of visiting rural areas to tourists. This will lead to particular relationships between
local communities and stakeholders to enact these emotional values or rewards, and attract repeat-visit
tourists.
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Abstract: This paper examines the effects of fiscal policy shocks on private consumption in Nigeria. Albeit,
there is a considerable number of works examining the effects of fiscal policy shocks on private consumption
globally but in Nigeria, no study has used the structural VAR approach by Blanchard and Perotti (2002) as
used in this paper. This approach relies on institutional information about the tax and transfer systems and
the timing of tax collection to identify the automatic response of taxes and spending to private consumption
as well as to infer fiscal shocks. The key result of this paper is that positive government spending shocks in
Nigeria have an instantaneous negative effect on private consumption. The effect becomes significant in the
period following the shock. Also, positive tax shocks have a negative effect on private consumption in the
period of a shock and the effect becomes statistically insignificant afterwards. On this premises, one-off
changes in government spending and taxes in Nigeria are long-lived and short-lived respectively. Thus, the
government expenditure changes can be used to support private consumption in the long-run while that of
taxes can only be used to support private consumption for a short period.

Keywords: Fiscal Policy, Government Spending, Net Taxes, Blanchard-Perotti (2002), Structural Vector
Autoregressive

1. Introduction

In most studies on fiscal policy around the world especially in Nigeria, the inability to identify the changes in
policy variables that are attributable to actual policies rather than to endogenous responses to economic
conditions has been a major debatable issues among the policy makers as well as economic scholars. The
delay in legislation, the lags in actual implementation of pronounced policies and the time for policy
stabilization are also central problems faced in the empirical analysis of fiscal policy realm. To tackle this
issue, studies have examined the responses of government spending shocks and tax revenue shocks on
private consumers’ behaviour in Nigeria (Onodje, 2009; Sousa, 2009; Favero, Giavazzi & Francesco, 2007;
Orisadare, 2012). Apart from the fact that the aforementioned studies have failed to empirically consider the
institutional information about the tax and transfer systems as well as the timing of tax collection in their
studies, there is no empirical literature in Nigeria that has used the method of Blanchard and Perotti (2002)
to examine the relationship between fiscal policy shocks and private consumption. Akins to this, fiscal policy
has also been used for several reasons such as raising the output level, protecting the infant industries from
unhealthy competition, reduce unemployment by ensuring equitable employment of resources, moderate the
rate of inflation, improve balance of payment position, encourage and diversify foreign earning through
increased in export activities especially in the non-oil sector in Nigeria before and after independence.
However, the emergence of oil boom in 1972 had made the economy to diversify from agricultural proceeds
to oil. Thus, the over-reliance on the oil proceeds and neglect of agricultural products have made the economy
to suffer deeply from the oil price crises that oil sector has continuously witnessed over the periods in recent
time. The adamant of this has resulted in the recent decreased in government revenue in Nigeria. Also, there
is a continuous decrease in output level and increase in price of goods and service. To restore the loss in
government revenue in Nigeria, government has changed the structure of the tax system and also reviews
company tax which may reduce companies’ social responsibilities to the community.

This recent development in Nigerian economy has not only affected the growth rate of gross domestic
product but also the private consumers. Hence, this study examines the effect of fiscal policy shocks on
private consumption in Nigeria using Blanchard-Perotti approach of Structural Vector Autoregressive (SVAR)
technique to account for the extent at which the review of the tax structure affects private consumers since
this method incorporate different tax structure in its methodology which other SVAR techniques do not have.
Previous studies that have attempted to address the above issue only used varieties of Vector Autoregressive
(VAR) models such as Vector Error Correction Mechanism (VECM), Narrative, Recursive and Sign Restriction
Structural VAR (SVAR). In addition, these models only accounted for either dynamic interactions among the
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variables or unanticipated shocks associated with ordering and sign restriction behaviours. However, these
methods neglected the institutional information about the fiscal policy variables (most especially the tax
system) and how this information affects macroeconomic variables (private consumption) upon
implementation (Ramey, 2011).

Furthermore, studies that have used Blanchard and Perotti (2002) SVAR approach in developed countries
noted that the inability to provide full institutional information on the structure of the tax system and
government spending was one of the major reasons for slow recovery from the 2001 recession in the U.S.
(House and Shapiro, 2006; Yang & Shu-Chun, 2005). Also, the responses of unanticipated fiscal policy shock
from private consumption using Blanchard and Perotti (2002) SVAR approach has not been fully explored
among the previous studies most especially in developing countries (House and Shapiro, 2006; Yang & Shu-
Chun, 2005; and Den-Haan, & Georg, 2006). In addition, the relationship between fiscal shocks and private
consumption in Nigeria using Blanchard and Perrotti (2002) approach of SVAR has not been explored in the
literature. Meanwhile, this SVAR approach on like other approaches relies on institutional information about
the tax and transfer systems as well as the timing of tax collection to identify the automatic response of taxes
and spending to private consumption as well as to infer fiscal shocks (Blanchard & Perrotti, 2002). Whereas,
this approach will enhance the Nigerian policy makers on the timing of tax collection and also provide
institutional information to the tax collector in order to boost the means of generating revenue; now that the
country is looking for alternative means of raising funds to finance her expenditure while there is fall in the
revenue from the country major revenue source i.e. oil proceeds. This paper therefore intends to explore this
method by examining the relationship between fiscal policy shocks and private consumption in Nigeria
between 1981 and 2014. Following the introductory aspect, section 2.0 contains literature review; section 3.0
entails methodology; section 4.0 presents results and discussion while section 5.0 encompasses conclusion
and recommendations.

2. Literature Review

Large studies have examined the relationship between fiscal policy shocks and economic activities around the
world using different techniques. However, the few studies that have used the method propounded by
Blanchard and Perotti (2002) are mainly from developed countries while most studies in Nigeria used other
methods of SVAR. Based on this assertion, the following brief literatures are therefore reviewed. Cavallo
(2005) investigated the relationship between government employment expenditure and the effects of fiscal
policy shocks using VAR technique. The study distinguished between the goods and the employment
expenditure components of government consumption in assessing the impact of fiscal shocks on the macro
economy. He further identified exogenous fiscal shocks with the onset of military build-ups and showed that
these led to a substantial increase in both the number of hours worked and output for the government and
showed that allowing for the distinction between the two main components of government consumption
improves the quantitative performance of the neoclassical growth model. In doing so, the neoclassical model
economy with government employment did a good job of accounting for the dynamic response of private
consumption to a fiscal policy shock. While government employment expenditure acted as a transfer payment
for households, thereby dampening substantially the wealth effect on consumption and labor supply in
association with fiscal shocks.

Heppke-Falk, Tenhofen and Wolf (2006) examined the short-term effects of fiscal policy shocks on the
German economy following the SVAR approach by Blanchard and Perotti (2002). They found that direct
government expenditure shocks increased output and private consumption on impact with low statistical
significance while there was decrease private investment but insignificant. The study also found positive
effect between government investment and output and this was equally significant until 12 quarters ahead.
Further, the study found not change in the in the sign of the positive consumption response when accounted
for anticipated effects of fiscal policy while anticipated expenditure shocks had significant effects on output
when shock is realized but not in the period of anticipation. Finally, effects of expenditure shocks were only
short-lived while tax revenue shocks did not affect output. Kumar et al. (2007) declared that while fiscal
consolidations tend to have short-run contractionary effects, it can be expansionary in the long-run. The
study also examined the impact of the size of government on growth (where the size of the government is
defined as the general government spending in proportion to GDP). They showed that an uncontrolled public
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spending could negatively affect growth and fiscal imbalances would lead to high levels of taxation and
borrowing. As a result, investors will not have any incentive to invest or to innovate. Uncontrolled public
spending is an attraction for corrupted bureaucrats and free riders.

Burriel, de Castro, Garrote, Gordo, Paredes and Pérez (2009) examined the effect of fiscal policy shocks
among the euro area and US using structural VAR technique based on quarterly dataset of fiscal variables
between 1981 and 2007. The study explored the impact of aggregated and disaggregated government
expenditure and net tax shocks. In addition, the study included the variables of measuring financial stress
(increases in risk) and fiscal stress (sustainability concerns). The result of the study found that GDP and
inflation increase in responded to government spending shocks. Meanwhile, government expenditure shocks
showed a higher degree of persistence in the US, which appeared to be explained by the persistence of
military spending. In turn, net-tax increases the weight on economic activity, with the negative response
being shorter-lived in the euro area. Private consumption displayed similar pattern responses to GDP in both
the euro area and the US. Private investment responses were not so homogeneous though: it declined in
response to higher government spending or net taxes in the US, whereas in the EMU only tax increases
appeared to have a negative reaction of private investment. The controlling of stress situations did not
change the pattern of impulse responses but affected output multipliers. The financial stress did not
significant and in fiscal stress, spending and tax multipliers became higher and more persistent more in the
EMU. 1

Shaheen and Turner (2009) characterized the dynamic effect of fiscal policy shock in Pakistan for the period
1973:1-2008:4 by employing a five variable SVAR model and using Blanchard and Perotti (2002) and the
Recursive approaches to identify exogenous fiscal shocks. They found that government expenditure increases
output in the short run and decreases it in the medium term. Interest rate and inflation increases following
government spending shock. Revenue shocks also increase output, inflation and interest rate. While output
decreases in the long run as in the case of government spending shock, interest rate increases at a higher level
in the medium and long term. They concluded that in Pakistan, increases in government spending and tax can
be used to expand output in the short run at the expense of higher output and inflation and SVAR models are
rarely used to study fiscal policy in Africa. Abderrahim et al. (2010) studied macroeconomic effects of fiscal
shocks in a five variables SVAR mode for Algeria. They found that positive structural shock in government
spending has positive effect on output in the short term with very small multiplier. This turns into negative
effect in the medium term and in the long run through crowding-out of private investment thereby increasing
the average interest rate in the economy. Prices increase persistently following this shock. Public revenue
shocks, on the other hand, result in positive impact on government spending in the short term through which
the effect on output is channeled i.e., output responds in similar pattern as in the case of government
spending shock. The effect on prices and interest rate is persistent and negative in the medium and long term.
They used, however, annual data that makes identification of truly exogenous shock rather less reliable.

Mancellari (2011) studied the dynamic effects of change in spending and net revenue on macroeconomic
variables in Albania. He used SVAR model and the Blanchard and Perotti identification approach. He
estimated multipliers from the model. Accordingly, he found that reduction in tax has the highest impact on
output reaching a multiplier of 1.65 after five quarters. Between the two spending components, capital
spending has higher role in stimulating the economy than current spending. While interest rate is not
responsive for change in any of the spending components, it decreases following a tax cut. Prices; slightly
increase following positive shock in current spending, do not respond for a change in capital spending and fall
with respect to a cut in taxes. Orisadare (2012) examined the effect of fiscal policy shocks on economic
activities in Nigeria from 1970 to 2009 using Recursive SVAR approach. The study found that fiscal policy
shock indicated a positive and relatively low significant relationship between government revenue shock and
economic activities while a negative significant relationship between government spending shocks and
economic activities in Nigeria. Nazir et al. (2013) investigated the long and short run effect of fiscal policy on
GDP growth of Pakistan. Government consumption expenditure and per capita real revenues are used as
fiscal variables while discount rate, trade openness and gross fixed capital formation are treated as control
variables to analyze their impact on GDP growth for the economy of Pakistan for the period of 1980-2012.
Johansen co-integration and vector error correction model are applied to know the effects of fiscal variables
on GDP growth in short and long run. The findings show that fiscal policy has vital role for meaningful
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economic progress. This study pointed out that government consumption expenditure has negative relation
with GDP growth and public revenues have a progressive impact on economic activity of Pakistan. Less
consumption expenditure and effective revenue structure is advocated to boost the economic growth of
Pakistan. In summary, only few of the studies reviewed that used Structural VAR technique propounded by
Blanchard and Perotti (2002) are either from developed nations or developing nations excluding Nigeria. In
Nigeria, this study therefore fills this gap by using Blanchard and Perotti (2002) approach of SVAR to
examining the relationship between fiscal policy shocks and private consumption.

3. Methodology

In order to estimate the empirical relationship between fiscal policy shock and private consumption in
Nigeria, the paper employed Blanchard and Perotti (2002) SVAR model. Thus, the paper considered the

reduced form of VAR model that has 5 variables embedded in vector matrix (X t) that consists of two policy
variables (government expenditure (g exp t) and tax revenue (trt )) and three non-policy variables (private
consumption (pct ), government debt (bt) and interest rate (il’t) ) as follows:

X, =¥(L)X,_, +U, 1
Where X, =[gexp, tr, pcC, b, ir,]" and all the variables are in log-transformed. ¥(L) is

an autoregressive lag polynomial and (U, = [utg eXputt'rutpcutbutir ]) is the vector of reduced form errors. Since

this paper used quarterly data, as a result, a lag length of four is supposed to be chosen as suggested by
various lag length identifiers ranging from the Akaike information criterion (AIC) to Hannan-Quinn
information criterion.

However, incorporate column matrices X and U in equation 1, the model can therefore be written in
conventional form as follows:

(gexp, | fgexp | [u®]
tr, tr,, u"
pc, |=w(L) pe. |+] u® 2
b, b, u’

i, | i, | [ Ut

Following the work of Blanchard and Perotti (2002), equation 2 above can be expressed in matrices A and B.
From these matrices, the coefficients needed to construct their estimates in order to compute the impulse
responses to fiscal shocks can be expressed as follows:

AU, = Be, 3
Such that U, = A™Be,
Vector of Structural policy shocks (e’*",e/");  and

non — policy shocks (e, e/ ,e").

Thus, matrices A and B are as follows:
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1 0 -a%® a2 -a2*[uf™®]| b, b, 0 0 0 e
0 1 —a,,  —ay  —ay | ouf b,, b, 0 0 0] e
-y — A, 1 0 0 ud (=0 0 by, 0 0] e
—a, —0,, —Q 1 0 uy 0 0 0 b, O} e
—Og — O, —Qg —— g, 1 Ju" | [0 0 0 0 byj e |
4
k(k +1)

To justify the system, the paper used 2k? — (k is the number of endogenous variables) to impose

constraints on both matrices i.e. 35 constraints. Hence, there are 18 constraints in matrix B while the leading
diagonal of matrix A has 5 restrictions. All the constraints in matrix B are zero (0). The restrictions imposed
on the matrices are obtained based on the structure of the Nigerian economy. These are further calculated
using exogenous elasticities as presented in tables 1 and 2 below. Following the work of Lozano and
Rodriquez (2008), and Ravnik and Zilic (2011), the exogenous elasticities of government revenue to private
consumption and government debt are obtained by estimating equations 5 and 6 with Ordinary Least Square
(OLS) techniques respectively using available data from Nigeria such as Oil Revenue, Non-0il Revenue and
Excise duty, income taxes and social contributions (such as grants, stabilization receipt and others) which are
mainly obtained from Central Bank statistical bulletin, 2014. The private consumption elasticity of
government revenues is calculated using the following formula:

Z“ o i Wi
tr h i 1
apc_ gtbi ><‘C"pcxv\/ 5
i=1
where Sttg'_ is the elasticity of each tax category to its tax base, SLC' is the elasticity of each tax base to GDP,
1

W . o _ . :
while — is the weight of type i tax in the sum of taxes, W = ZWi . Similarly, the equation (6) is used to
i=1
calculate the required elasticity of government revenue to government debt using the same categories of tax
revenue and tax base as shown below:

W,
thb x gy X 6

where Etb: is the elasticity of each tax category to its tax base, Skt)b‘ is the elasticity of each tax base to GDP.

The corresponding results of the elasticity generated are presented in table 1 and 2 below.

Table 1: Construction of Elasticity of Government Revenue to Private Consumption

Revenue £ e Epe =Eq XEp Wi JURVIRCNY Wi
W th; pc

0il Revenue 0.94 0.99 0.93 0.99 0.92

Non-0il Revenue 1.01 0.99 0.99 0.26 0.25

Income Tax 0.76 0.50 0.38 0.06 0.02

Excise Duty 1.34 1.01 1.35 0.09 0.12

Social Contribution 0.43 0.89 0.38 0.09 0.04

n W
tr; th; i
ap =D & XEp X—-=135
1
i1 W

Source: Author, 2015
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Table 2: Construction of Elasticity of Government Revenue to Government Debt

e al=alxed W e e
W th; b

0il Revenue 0.94 0.70 0.66 0.99 0.65

Non-0il Revenue 1.01 0.70 0.71 0.26 0.18

Income Tax 0.76 0.52 0.40 0.06 0.02

Excise Duty 1.34 0.69 0.92 0.09 0.08

Social Contribution 0.43 0.52 0.22 0.092 0.02

oo Wi
ay =) &y x&) x—=095
= w

Source: Author, 2015

However, the impact of reduced innovation of private consumption on reduced innovations of tax revenue is
1.35 (that is, exogenous elasticity 1.35) and impact of reduced innovation of government debt on reduced
innovations of taxes is 0.95 (that is, exogenous elasticity 0.95) using exogenous elasticity in line with the
works of Caldara and Kamps (2008) and Ravnik and Zilic (2011). Therefore, by incorporating the values of
the calculated elasticities and all the assumptions stated earlier into the SVAR matrices A and B described
above, the estimated matrices A and B becomes:

1 0 0 05 O0fus*] [b, b, 0 0 0 Jes™]

0 1 -135 -095 0| u" | |by by, 0O 0 0| e
—ay —ag, 1 0 Ofju™|={0 0 by, 0 0] e 7
—a, —a, -a, 1 0| u 0 0 0 b, O] e
|~ Qs —Og; —Qy 1] ug' J L0 0 0 0 by e/ ]

Thus, the estimated elements in matrix A are nine (9) while the estimated elements in matrix B are seven (7).
In total, there are sixteen elements to be estimated from matrices A and B.

Scope, Data Sources and Measurement: The study examined the relationship between fiscal policy shocks
and private consumption in Nigeria between 1981:1 and 2014: 4 and this covered a period of 34 years and 4
quarters which sum-up to 136 observations. The study used a quarterly secondary data on private
consumption (final household consumption expenditure), government expenditure (total current
expenditures of the public sector less net investment to which we subtract net interest payments),
government revenue (total current receipt of the public sector), government debt (total sum of holdings
federal government’s domestic debt outstanding and the total Nigeria’s external debt outstanding in billions
of naira) and interest rate (minimum rediscount rate) from 1981:1 to 2014:4 and the data were sourced from
World development Indicator (WDI), World Bank database, 2015 and Central Bank Statistical bulletin, 2014.

4. Results and Discussion

Time Series Properties of the Variables Employed: Testing for non-stationarity in the form of unit roots
has become a clip of time series econometrics (Engle and Granger, 1987). The reason for this stalk from the
challenges that non-stationary data confront for inference using standard statistical techniques such as
Ordinary Least Square Method (OLS). It is well established, for instance, that OLS produces spurious results
when applied to data with unit roots. What OLS is really estimating in such situations are common trends and
not the underlying relationships between two or more variables. Inadequately accounting for unit roots can
lead to estimates that appear to be significant and meaningful but in reality are meaningless and insignificant
(Hamilton, 1994). If data are non-stationary, transformations such as differencing are often employed to
induce stationarity. While differencing a data series, is common in ARIMA modeling, it is less common in
VARs and is usually discouraged because such transformations discard long-run information. On the other
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hand, if testing reveals the likely presence of unit roots and the absence of error correction, then the standard
statistical tests used for conducting Granger tests will still be valid when applied to differenced data (Brandt
and Williams, 2007). Therefore, this study employs Augmented Dickey Fuller (ADF) of unit root test with
Constant, without trend and Constant, Linear Trend using automatic lag length selection based on Akaike
Information Criterion (AIC) and Schwarz Information Criterion (SIC). The results of the unit roots are
presented in table 3.

Table 3: Unit Root Test using Augmented Dickey Fuller (ADF) Technique

Level First Difference
Constant Constant, Linear Constant Constant, Order of
Variables Trend Linear Trend Integration
InPC -0.7821 -1.1029 -4.5665* -4.5995%* I(1)
InB -1.9877 -1.7138 -4.1899* -4.4055%* I(1)
InGEXP -1.3317 -0.7381 -7.2304* -4.3478* I(1)
IR -2.9006 -2.8509 -6.0496* -6.1677* I(1)
InTR -0.4402 -2.6686 -6.2488* -4.7880* I(1)
Critical
Values: 1%
5% -3.6793 -4.2967 -3.6793 -4.3098
10% -2.9678 -3.5684 -2.9678 -3.5742
-2.6230 -3.2184 -2.6230 -3.2217

Note: *(**) implies 1% (5%) significance level.
Source: Author, 2015

The results in table 3 showed that all the variables were non-stationary at level without a trend term.
However, the results of the unit root test with a trend term indicated that all the variables were stationary at
first difference and non-stationary at 5% level; that is I(0). Thus, the study concluded that all the variables
were integral order of one, I (1) series by considering a unit root test with a constant, linear trend.

Co-integration Test and Vector Error Correction Model: Having established the order of integration of our
series, the study determined the number of long-run equilibrium relationships or Co-integrating vectors
between the variables. Since the variables are found to be integrated of the same order, such as (1) as shown
above using Augmented Dickey-Fuller test results, it implies that an equilibrium relationship exists among
the variables. Therefore, since the main focus of the study is to examine the effect of fiscal policy shocks on
private consumption in Nigeria, we conduct a Co-integration test in line with Johansen test taking into
consideration all the variables that were integrated of order one I(1) using the decision of ADF.

Table 4: Johansen Maximum likelihood test for Co-integration (PC, B, GEXP, IR, TR)

Hypotheses Trace Test 5% Critical Max-Eigen 5% Critical
values Statistic values

R=0 477.75 159.53 192.42 52.36

Rs<1 285.33 125.62 107.16 46.23

R<2 178.17 95.75 60.11 40.08

R<3 28.40 29.80 17.71 21.13

R<4 10.69 15.49 10.67 14.26

R<5 0.02 3.48 0.02 3.84

Source: Author, 2015

Thus, the result of the co-integration test revealed that there were three co-integrating vectors based on
Trace statistic and Eigen values since the hypotheses of no co-integration were rejected at 5% level for both
test using Mackinnon-Haug Michelis (1999) p-values as shown in table 4. In addition, after establishing the
long-run relationship among the variables, the study investigated the short-run dynamics of the model using
Error Correction Mechanism (ECM). This shows the speed of convergence towards equilibrium among the
variables. The empirical result in table 5 was analyzed with the use of the two-step Engle and Granger (1987)

48



Journal of Economics and Behavioral Studies (JEBS)

Vol. 7, No. 6, December 2015 (ISSN 2220-6140)

model which suggests that any set of Co-integrated time series has an error-correction representation, which
reflects the short-run adjustment mechanism. The motive of the analysis is to discover whether the short-run
dynamics are influenced by the estimated long-run equilibrium condition that is, the Co-integrating vectors.
A crucial parameter in the estimation of the short-run dynamic model is the coefficient of the error-correction
term which measures the speed of adjustment between fiscal policy shocks and private consumption in
Nigeria to equilibrium level.

Table 5: Error Correction Mechanism Results

Variables Coefficients Standard Error t-Statistic
ECM(-1) -0.67 0.31 -2.17**
AInPC(-1) 0.40 0.15 2.63**
AIR 0.47 0.70 0.67
AInGEXP -0.07 0.03 -2.47*%*
AlnB 0.57 0.20 2.93*

Adjusted R-square:  0.66
Durbin-Watson stat: 1.95
F-statistic: 10.09

Note: *(**) *** implies 1% (5%) 10% significance level. APC is the dependent variable
Source: Author, 2015

The results show that the parameter of the error-correction terms in the model is statistically significant and
correctly signed. This confirmed that the relationship between fiscal policy shocks and private consumption
in Nigeria has automatic adjustment mechanism and the economy responds to deviations from equilibrium in
a balancing manner. The value of -0.67 for the coefficient of error correction term suggested that the fiscal
policy shocks and private consumption will converge towards its long-run equilibrium level in a moderate
speed after the fluctuation in fiscal policy shocks and private consumption. Eliminating for instance, 95% of a
fluctuation in fiscal policy shock variables and private consumption would take a little more than 8 years or
precisely 32.16 quarters to converge to long-run equilibrium level.

Results of Structural Break Test: Since the study used quarterly data, the study therefore test for structural
breaks in line with the work of Brown et al. (1975) that proposed two tests Cumulative Sum and cumulative
Sum of Square to check the structural stability of the data used for analysis. Thus, CUSUM test captured the
systematic changes in regression coefficients while CUSUMSQ detained the departure of parameters from
constancy.

Figure 1: Cumulative Sum of Recursive Residual
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Source: Author, 2015
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Figure 2: Cumulative Sum of Square Recursive Residual
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Source: Author, 2015

Hence the CUSUM test results indicated that there is no break since the straight line is within the 5% critical
band of the CUSUM test while the result of the CUSUMSQ test revealed that the detain of the departure of the
parameters from the constancy is within the straight line that represents critical bond at 5% significant level
as shown in figures 1 and 2 above.

Estimation of Lag Length of the SVAR Model: To avoid spurious results in the SVAR model is by adding a
sufficient number of autoregressive lags. Therefore, the process of determining the number of lagged values
needed to be included in the SVAR model is an integral part of specifying a stable SVAR model. However,
incorrect specification of the lag length of a SVAR model can lead to inconsistent impulse responses and
variance decompositions (Braun & Mittink, 1993). Also, over-fitting the model may result to inefficiency while
under-fitting may cause some dynamics in the system to be unrealized. Several methods and tests were used
to identify the true lag length of the unrestricted VAR model with constant and trend. Therefore, the paper
used various lag length identifiers such as Akaike information criterion (AIC), Schwarz’s information criterion
(SIC) and so on from VAR system to identify the appropriate lag length. The results of the lag length selection
are shown in the table 3 with orders of m = 1,...,, 8 with constant and linear deterministic terms.

Table 6: Estimated Results of VAR Lag Length Selection Criteria

Lag  LogL LR FPE AIC SIC HQ

0 509.8923  NA 1.14e-10 -8.705039  -8.586350  -8.656858
1 1088.988 1098.285 8.10e-15 -18.25842  -17.54628  -17.96933
2 1159.107 126.9385 3.73e-15 -19.03632 -17.73074*  -18.50633
3 1170.266 19.24074 4.76e-15 -18.79769  -16.89867  -18.02680
4 1219.006 79.83193 3.20e-15 -19.20699  -16.71452  -18.19519
5 1303.488 131.0925 1.17e-15 -20.23254  -17.14662  -18.97984*
6 1338.106 50.73469* 1.02e-15* -20.39839*  -16.71902  -18.90478
7 1345.707 10.48367 1.43e-15 -20.09840  -15.82559  -18.36388
8 1356.985 14.58385 1.91e-15 -19.86182  -14.99556  -17.88639

*indicates lag order selected by the criterion
LR: sequential modified LR test statistic (each test at 5% level)
FPE: Final prediction error
AIC: Akaike information criterion
SC: Schwarz information criterion
HQ: Hannan-Quinn information criterion
Source: Author, 2015
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The information criterion presented in table 6 offers mixed results. Based on LR, FPE, AIS, HQ indicating the
choice of 6-lag, whereas the SIC suggests an order of 2-lag length. Thus, this result showed that four out of five
criteria indicated an optimal lag order 6, while only SIC supported an order of 2. To test the validity of the
result, a lag exclusion Wald test was conducted to verify whether six lags was suitable for the unrestricted
VAR model or not.

Table 7: VAR Lag Exclusion Wald Test

GEXP TR PC B IR Joint
Lag1 3553214  115.2057 21.19538 125.0730 307.3088 852.1816
[1.18e-06]  [0.000000]  [0.000744]  [0.000000]  [0.000000] [ 0.000000]*
Lag2 2431813  34.58084 37.41361 15.43155 4489521 158.4691
[0.000189] [1.82e-06]  [4.95e-07]  [0.008669]  [1.52e-08] [ 0.000000]*

Note: Numbers in [ ] are p-values. * indicates statistical significant at 5% level
Source: Author, 2015

The results of the X ?statistic in table 7 above for the joint significance of all endogenous variables in the
VAR at two lag lengths was jointly significant at the 5% level of significance, indicating that 2-lag lengths is
the optimal. Thus this paper used 2-lag lengths for the analysis of the fiscal policy shocks.

Discussion of the Results of the Effect of Fiscal Policy Shocks on Private Consumption: Using the
Structural Vector Autoregressive (SVAR) approach proposed by Blanchard and Perotti (2002) and Perotti
(2004) to examine the impact of fiscal policy shocks on private consumption, the paper arranged the
variables in the following order- government expenditure, tax revenue, private consumption government
debt and interest rate. Thus, this ordering is based on the following assumptions and justifications: (a)
government spending was placed first because it does not react contemporaneously to shocks to other
variables in the system and was not affected by business cycle fluctuation; (b) tax revenue was ordered
second, which implied that it does not react contemporaneously to private consumption, tax revenue and
interest rate shocks but was affected by government spending shocks; (c) private consumption was ordered
third meaning that it was contemporaneously affected by government spending, government debt and tax
revenue shocks; (d) Government debt was ordered as fourth, meaning that it was not affected
contemporaneously by private consumption and interest rate shocks but it reacted to government spending
shocks; (e) interest rate was placed last, because it was affected by all shocks from the system since interest
are not payable on fiscal variables and therefore not sensitive to interest rate changes. This could be taken as
the justification for the placement of the interest rate among the variables. This method was also used by
Caldara and Kamps (2008), Ravnik and Zili¢ (2011) who investigated fiscal policy shocks for Croatia. The
basic point in this approach was that identification of fiscal policy shocks was achieved by exploiting decision
lags in policy making and information about the elasticity of fiscal variables to private consumption.

Empirical Analysis of Fiscal Policy Shocks - Blanchard and Perotti (2002) Approach: The SVAR results
of fiscal policy shocks on private consumption in line with Blanchard and Perotti (2002) approach was

presented in table 8.

Table 8: Empirical Analysis of Fiscal Policy Shocks - Blanchard and Perotti (2002) Approach

ch,ir ﬂpc,B ﬁpc,tr ﬁpc,gexp ﬁgexp,ir ﬁgexp,B ﬂgexp,tr Btr,ir Btr,B BB,ir
Coefficients -0.73* 0.38 -0.97*  -0.36* -0.98* 0.19 0.07 -0.63 0.59 -0.67*
z-value -2.85 1.16 -13.99 -3.20 -2.54 0.35 0.63 -1.03 0.67 -16.98

Note: *(**) *** implies 1% (5%) 10% significance level.
Source: Author, 2015

The estimated result showed that the estimated coefficient of government debt shock to private consumption
was positively signed but statistically non-significant. It suggested that a positive one percent shock in
government debt increased the private consumption by 38 percent. This finding supported the Keynesian
proposition that says an expansionary fiscal policy through government debt would enhance income and
aggregate demand and thus foster private consumption. This was in conformity with the study conducted by
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Ravnik and Zili¢ (2011) on Croatia’s economy. The coefficient of government spending shocks was negatively
signed and statistically significance at 1 percent level. Thus, a shock in government spending hit private
consumption negatively in Nigeria. This showed that a negative one percent shock in government
expenditure decreased private consumption by 36 percent. Hence, the result indicated that government
spending shock crowded-in private consumption in Nigeria. This finding was in conformity with non-
Keynesian proposition which states that an expansionary fiscal policy in terms of increase in government
expenditure would result to a contractionary effect on private consumption. This result supports the view of
Giavazzi and Pagano (1996), Giavazzi, Jappelli and Pagano (2000) and Onodje, (2009).

The negative coefficient of S,,+ showed that a negative shock in tax revenue contributed to a change in
private consumption and statistically significant. This showed that a unit negative shock in government
revenue would reduce private consumption by 97 percent and hence, crowded-in private consumption. This
might arise as a result of increase in tax revenue through increase in tax rate by the government in order to
finance her excess spending or to pay back the debt incurred through increase in government expenditure on
infrastructural facilities; such as provision of tidy road, hospitals and building of more schools as well as
increase in transfer payment like bursary, pension and so on. A positive and non-significant value of fgexp,s
indicated that increase in government debt would lead to increase in government expenditure. The negative
and statistically significant value of f,.ir showed that decrease in interest rates would increase aggregate
demand and thus, private consumption. A negative one percent shock in interest rates thus increased private
consumption by 0.73 percent. This was in conformity with the result of Perotti (2008). A negative value of
Bgir suggested an inverse relationship between lending rate and government debt. This relationship was
statistically significant and showed that a positive shock in interest rate contributed to decrease in lending
rate and this would foster aggregate demand and private consumption in the country. Hence, as interest rates
charges on debt reduce, government intends to borrow more at highly reduced interest rates in order to
enhance aggregate demand and private consumption. A positive value of B« 5 implies that an increase in
government debt would result in an increase in government revenue and this estimate was theoretically
consistent. The estimated coefficient of fgexpt- Suggested a direct relationship between tax revenue shocks and
government expenditure. Thus, since tax revenue was an income to the government, it would enhance both
private and public consumption. This was in conformity with the result of Alfred et al. (2013).

Variance Decomposition of Fiscal Policy Shocks: The decomposition of forecast variance was used to
examine how much the fitted SVAR deviates from the actual values of the vector of endogenous variables.
What percentage of a variable’s deviation from its forecasted value was attributable to another variable
provided additional insight into historical relationships. Evidence for contemporaneous correlation exists
when one variable begins to explain the forecast variance in the other with a time lag. This occurs because the
correlation takes time to work through the lags in the system. Table 6 to 9 reported the results of the forecast
error variance decomposition for the SVAR model of the relationship between fiscal policy variables shocks
(government expenditure, tax revenue and government debt) and private consumption in Nigeria. When
interpreting the results, the ordering of the variables was important because the decomposition assumed that
all the variances in the initial period were entirely due to the first variable in the ordering. As the forecast
horizon expanded, the other variables in the system began to exert their influence. In Table 9, for example, if
interest rates variable was first in the ordering, this means that it explained all of its forecast variance in the
initial period. It was possible that results might be sensitive to potentially arbitrary variable orderings.
Without strong theoretical guidance, a common recommendation was to switch the variable orderings in
order to check for robustness.

The first column in Table 9 listed the steps in the forecast with each step corresponding to one quarter. Thus,
the first step represented the first quarter of the forecast while the tenth step represented the tenth lag. The
total forecast horizon covered one hundred and thirty-two quarters (thirty-three years). The next four
columns in the table reported the percentage of forecast variance in the government debt explained by
government debt, tax revenue, government expenditure and private consumption, respectively. The response
of government debt to shoc