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 

The study examined the relationship between government policies and financial performance in small and medium 

enterprises (SMEs) in Iraq. The study aimed at establishing the relationship between government policies and 

financial performance of SMEs. In the Republic of Iraq, it is estimated that 99% of the business entities are SMEs. 

They also contribute to GDP and provide employment. Notwithstanding the recognition of the important roles 

SMEs play in Iraq, their development is largely constrained by a number of factors, such as the existence of laws, 

regulations, and rules that impede the development of the sector. The study provided some relevant 

recommendations to policy makers, development agencies, entrepreneurs, and SME managers to ascertain the 

appropriate strategy to improve the SME sector in Iraq. 
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Introduction 

Small and medium enterprises (SMEs) are the focus of this study as they are a key economic sector in 

many countries (Ayyagari, Demirgüç-Kunt, & Beck, 2003; OECD, 2004). SMEs are the prime mover of 

economic undertakings (Hak-Su, 2007; Kongolo, 2010; Mukaila Ayanda & Sidikat Laraba, 2011; Ogechukwu 

& Latinwo, 2010). SMEs in developed countries have a higher success rate than developing countries (Onugu, 

2005). More evidence suggests that SMEs constitute the major component of the private sector and are the 

cornerstones for creativity and innovation because they can help raise productivity and introduce innovations; it 

is estimated to have accounted for between 20 and 40 percent of labour productivity growth in some range of 

European countries and in the USA (Wamono, Kikabi, & Mugisha, 2012). 

SMEs were selected because they have a significant place in the economy, especially from the point of 

view of the development of local and regional economies. Literature related to performance of SMEs does not 

provide a comprehensive explanation for performance these companies. Particularly studies have been focused 
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on factors affecting the financial performance of established SMEs (Harash, Fatima, & Essia, 2013; Mohd 

Shariff & Peou, 2008; Mohd Shariff, Peou, & Ali, 2010). In Iraq a systematic and empirical studies pertaining 

to the knowledge of how the government policies impact the financial performance of the SMEs sector is a few 

(Harash et al., 2013). 

The main importance is that SMEs have the capacity to create sufficient levels of skilled and semi-skilled 

employment (Sana & Abbas, 2005; USAID, 2010). Studies have shown that Iraq consists of a vast number of 

SMEs which are the main provider of employment for the majority of people. However, SMEs face many 

problems that affect their financial performance in Iraq such as government policy (Sana & Abbas, 2005; COS, 

2011; USAID, 2010). These studies have shown that SMEs which lacked government support policies have 

limited access to improving their financial performance. 

Financial Performance 

The performance is the result of strategies the firm employs to achieve financial goals (Yamin, 

Gunasekaran, & Mavondo, 1999). The level of success of a firm within the SMEs sector is measured through 

its financial performance based on a selected period of time (Liao & Wu, 2009). Financial performance is a 

measure of an organization’s financial condition or financial outcomes resulting from management decisions 

carried out by organization members (Harash, Fatima, & Essia, 2013). According to Hoque and James (2000), 

financial performance refers to the level of companies’ financial performance relative to their major 

competitors over the past years. It literally refers to financial measures, such as return equity (ROE), return on 

investment (ROI), operating profit, and sales growth rate (Chenhall & Langfield-Smith, 2007; Govindarajan, 

1988; Hoque & James, 2000). Hoque and James (2000) claimed that these indicators are the best to identify 

whether an organization is doing things right and hence these indicators can be used as the primary measure of 

organization success. Furthermore, Doyle (1994) pointed profitability as the most common measure of 

performance in companies. These indicators are considered to be the common measures of financial 

profitability (Abu-Jarad, Yusof, & Nikbin, 2010).  

Various scholars have attempted to provide a clear definition of performance, but they had yet to come to 

an agreement over a common definition, particularly regarding some aspects of terminology issues, analytical 

levels, and the conceptual basis for assessment. Performance of a company can be defined in various ways 

depending on the questions in mind when inquire about a company’s performance (Davis & Cobb, 2010; Islam, 

Khan, Obaidullah, & Alam, 2011; Wheelen & Hunger, 1995). For example, Stainer (2006) defined 

performance as “the firm’s ability to achieve their objectives, not only in a resourcefully manner but also 

consistently and, sometimes, by losing sight of the purpose of analyzing it” (p. 254). While, Penrose (1995) 

argued that performance is an evaluation of the degree and a firm has successfully achieved its goals. 

Regardless of the differences among researchers on what the definition of performance is, they agree that it is 

generally associated with expectations for success. The financial performance of SMEs depends on the success 

of firms in the market, both locally and internationally. Information on financial performance is useful in 

predicting the capacity of the enterprise hence analyzing how well or poorly an enterprise is doing against its 

set objectives. Financial performance is commonly used as an indicator of a firm’s financial health over a given 

period of time. This puts financial performance as one of the key issues of SMEs. Therefore, in this study 

financial performance refers to ROE, ROI, operating profit, and sales growth rate. 

The literature review by some researchers in the field of management and SMEs showed much interest in 
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researches related to SMEs and economic development (Hak-Su, 2007; Kongolo, 2010; Mukaila Ayanda & 

Sidikat Laraba, 2011; Ogechukwu & Latinwo, 2010) and they discussed various difficulties. Among the 

problems related to performance, a pertinent question is why only certain SMEs could achieve performance. 

In comparison there were also SMEs that had failed (Falkena et al., 2002; Abereijo & Fayomi, 2005; Okpara 

& Wynn, 2007; Abor & Quartey, 2010). The answer to such a dilemma is certainly needed by all governments 

and stakeholders in the SMEs sector. Some studies attempted to provide the answers by pointing to 

government policy as a strong influence on performance (Dandago & Usman, 2011; Keh, Nguyen, & Nh, 

2007; Mohd Shariff, Peou, & Ali, 2010; Mohd Shariff & Peou, 2008; OECD, 2009). It was reported by 

USAID (2009, 2010) and Sana and Abbas (2005) that government policies often increase opportunities for 

SMEs to develop but often developing countries and post conflict countries seldom practice policies which are 

supportive of the development of SMEs. This may be due to a lack of understanding and access to important 

information regarding SMEs by decision makers or policy planners in the government (USAID, 2009). 

Besides, the concern of the government of the day is often to adopt policies that could strengthen their 

political power leading to less focus on economic development (Sana & Abbas, 2005). Subsequently, the 

government policies also left out or failed to address and overcome the hindrances pertaining to the 

development of SMEs. 

Government Policy 

Government policy, positions and guidelines of government, schemes and incentives support systems for 

the private sector, particularly for the SMEs (Dandago & Usman, 2011; Mohd Shariff et al., 2010; Mohd Shariff 

& Peou, 2008). Many recommendations have emerged from the studies and deliberate efforts are still needed on 

the part of governments, through its series of efficient policies affecting competition in the market to nurture a 

climate that is conducive to successful and profitable operations of SMEs (Dandago & Usman, 2011; Sobri 

Minai & Lucky, 2011). These recommendations include the call government to take concrete actions to curb 

dumping, smuggling and importation of cheap foreign products; reducing corruption practices; providing social 

justice; providing market information; improvements in infrastructure; providing training for SMEs and 

encouraging private investment. There are various factors influencing the financial performance of SMEs and 

most of them are complex and erratic. For example, government can behave an entrepreneurial role to impact the 

creation of a sustainable market factors. It also can act an entrepreneurial role to impact the creation of a land 

infrastructure conditions to support SMEs (Nguyen, Alarm, Perry, & Prajogo, 2009). The results of previous 

studies (Sana & Abbas 2005; USAID, 2009, 2010, 2011) indicate that economies in transition (Iraq, for  

example) need to take some specific measures to establish the conditions to promotion of entrepreneurial 

activities and for SMEs to create opportunities to grow in different sectors of the economy. The results of studies 

(Mohd Shariff et al., 2010; Mohd Shariff & Peou, 2008; Nguyen et al., 2009; Sobri Minai & Lucky, 2011) also 

indicate that in the absence of sturdy market forces in these countries transitional economy, the government must 

play a decisive role to create those conditions. In addition, the previous studies underlined that government 

policies have an impact on SMEs activities, linkages and networking in order to cooperation and utilizing 

resources (Brimble, Oldfield, & Monsakul, 2002; Harvie, 2001, 2002; Tambunan, 2005). Theoretical and 

empirical studies (Opara, 2010; Mohd Shariff & Peou, 2008) have shown government policy that seems to be 

more consistent in influencing the financial performance of the SMEs. In developed and developing countries, 

government policies that provide support are a critical factor for SMEs growth (Nguyen et al., 2009). The nature 
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and scope of government policies have a direct impact on a company’s financial performance (Borges, Hoppen, 

& Luce, 2009). The supports of government policies for SMEs vary from country to country and from developed 

countries to developing countries due to differences in culture, the level of industrialization and business 

contexts (Nguyen et al., 2009). Country governments create the rules and frameworks in which businesses are 

able to compete against each other. From time to time the government will change these rules and frameworks 

forcing SMEs to change the way they operate. Financial performance of SMEs is thus keenly affected by 

government policies. Governments of the day regularly changes laws in line with its political policies. As a result 

SMEs continually have to respond to changes in the legal framework. These policies can have a major impact on 

the competitiveness and profitability of SMEs (Araujo, Kjellberg, & Spencer, 2008; Kjellberg & Helgesson, 

2007; Nguyen et al., 2009; Nugent & Yhee, 2002). 

Contingency Framework 

According to the resource-based view (RBV) framework, government policy is considered as an important 

variable. This study will attempt to examine the influence of government policy variable on the performances 

of SMEs. More specifically, the primary objective of the study was to examine empirically the influence of 

government policy on the financial performance of SMEs in the Iraq. From the resource-based view viewpoint, 

different types of companies operating in different situations require different government policy. Government 

policy is normally effective for companies involved in high volume products. Figure 1 presents the research 

model of the present study. 
 

 
Figure 1. Proposed theoretical framework. 

 

In order to exam the proposed relationships between government policy and financial performance of 

SMEs, current study developed the following proposition:  

The financial performance of SMEs will vary with the choice of government policy adopted.  

Conclusions 

SMEs were selected because they have a significant place in the economy, especially from the point of 

view of the development of local and regional economies. This study was found the relationship between 

government policy and financial performance of SMEs. In addition, government policy has a major impact on 

the competitiveness and profitability of SMEs. Conceptually, the study indicates him financial performance of 

SME varies with the choice of the government policy they adopted. Conceptually, the study indicates the 

performance of SME varies with the choice of the government policy, positions and guidelines of government, 

schemes and incentives and support systems for the private sector. This is significant for at least three parties, 

(i.e., customers, companies, and the relevant authorities’ bodies), to strategize on containing the existence of the 

effect in SMEs by accordingly controlling the selected factors. 
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